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ABSTRACT

This study assesses the feasibility of encouraging equity investment in affordable
lower-to-moderate income rental housing (ARH) in Canada, within the framework of a
public-private partnership (PPP) model, via ethical or socially responsible investment (SRI)
funds and pension funds.  The study examines the U.S. model for ARH PPP arrangements, with
particular emphasis on the features that relate to equity investment.  The structure of the ethical
investment industries in both the U.S. and Canada are examined in detail.  A number of specific
reviews of fund investment structures in the U.S. are undertaken, and the results of a survey of
funds in Canada are presented.  The regulatory/legislative and investment environments in
Canada are assessed.  The study explores a number of options for structuring equity investments
for ethical funds in Canada.  The primary conclusion of the study is that such investments are
conceptually feasible, however, both Canada and the U.S. have a long way to go in developing
the investment framework and incentive structure to facilitate such investments.
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EXECUTIVE SUMMARY

Primary Finding of the Study

This study assesses the feasibility of encouraging equity investment in affordable
lower-to-moderate income rental housing (ARH) in Canada, within the framework of a
public-private partnership (PPP) model, via ethical or socially responsible investment (SRI)
funds and pension funds.  The study examines the U.S. model for ARH PPP arrangements, with
particular emphasis on the features that relate to equity investment.  The structure of the ethical
investment industries in both the U.S. and Canada are examined in detail.  A number of specific
reviews of fund investment structures in the U.S. are undertaken, and the results of a survey of
funds in Canada are presented.  The regulatory/legislative and investment environments in
Canada are assessed.  The study then explores a number of potential options for structuring
equity investments for ethical funds in Canada.  The primary conclusion of the study is that such
investments are feasible but that Canada has a long way to go in developing the investment
framework and incentive structure to facilitate such investments.

Summary of Specific Findings

The U.S. Model for ARH PPPs

The study examines the U.S. model for ARH PPP investment.  The U.S. model is a community-
based,  “joint effort” between a wide variety of public sector, quasi-public sector, and private
sector organizations.  The private sector developer is a central figure in ARH PPPs.  An
important characteristic of the U.S. approach is that achievement of affordable rent targets is
pursued primarily from the supply side through capital subsidies and lower cost equity financing,
rather than from the demand side through rent subsidies.  In the U.S., equity investments in ARH
PPPs are encouraged primarily by: (1) the federal Low Income Housing Tax Credit (LIHTC); and
(2) complementary regulatory legislation through the Community Reinvestment Act (CRA),
which encourages regulated financial institutions to make ARH equity investments.  

Because of the large number of stakeholders in ARH PPPs, private sector coordinating syndicates
have evolved to assist, including with the arrangement of equity and other financing, and project
development and implementation.  The syndicates typically operate equity funds that coordinate
equity financing from a variety of sources, including from investors motivated by tax credit
incentives.  The National Community Development Initiative involves a number of major U.S.
corporations and foundations, Housing and Urban Development (HUD) and scores of local
public and private organizations in a joint contribution to equity financing for ARH projects.

An important feature of the LIHTC incentive is that it is typically  insufficient alone to permit
qualifying projects to achieve affordability targets.  Developers, with the aid of syndicators and
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community development organizations, must therefore assemble additional equity and debt
financing from a variety of sources in order to be successful in obtaining approval.  This fosters
competition among developers, as well as a general partnering environment.

The Structure of the Ethical/SRI Industry in the U.S. and Canada

Ethical or socially responsible investing is big business and growing rapidly in comparison to the
overall investment market in both the U.S. and Canada.  In the U.S., SRI currently accounts for
13% of all professionally managed investments and totalled $2.2 trillion (U.S.) in assets in 1999. 
In Canada, by comparison, the SRI industry accounted for $50 billion (Cdn) in investments in
2000, which comprised just over 3% of total professionally-managed investment assets.  Thus,
the industry in Canada is only about a-third the size of that in the U.S. in relative terms, and less
than one-sixtieth the size in absolute terms (after adjusting for the exchange rate).

Screening and shareholder advocacy are overwhelmingly the most common form of SRI activity
in the U.S., accounting for over 99% of total investments.  Screening, involves the application of
social and environmental guidelines or criteria as underlying considerations when choosing
investments.  Shareholder advocacy involves active investor participation in influencing
management decisions and business practices in relation to such guidelines and criteria.  In
Canada shareholder advocacy is less common and available evidence suggests that SRI activity is
almost entirely focussed on screening.  Affordable housing is not an identified screening criterion
for SRI funds in either the U.S. or Canada.

Affordable housing investments, including for rental housing, comprises only a minuscule
component of total SRI investment activity in both the U.S. and Canada.  Community
development investment, of which affordable rental housing is but one component, totals only
$5.4 billion in the U.S. and accounts for less than 0.3% of total SRI assets.  In Canada,
community development investments total only $85 million and affordable owned and rented
housing is again but a small portion of that amount.

In the U.S. initiatives within the SRI industry are currently being made to increase community
development investments including affordable housing; SR investors involved in screening and
advocacy are being encouraged to allocate at least 1% of their investment activities to community
development.  If successful, this could triple the amount of community development SRI.

The percentage composition of the SRI industry in Canada is as follows: in-house institutional
investments, including pension funds (55%) investment management firms (23%); retail
investment funds (21%, with about 55% of that in screened mutual funds and about 45% in
labour-sponsored venture capital funds); and shareholder advocacy (2%).  In 2001, there were 47
retail investment funds in Canada functioning as SRI funds.  Data show that the majority of retail
funds are relatively small but that a number are very large.
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Equity Investment in ARH by Ethical and SRI Pension Funds in the U.S.

This study reviews the activities of a selection of ethical and SRI funds in the U.S.–including
mutual funds (and a foundation controlled by a mutual fund), loan funds, and pension
funds–which together constitute the core of the institutional SRI industry in that country.  The
specific funds selected were chosen, in part, because of their current involvement in ARH
investments, although the degree of involvement varied considerably across the various funds.

The reviews reveal clearly that affordable housing is a relatively undeveloped component of that
industries investment activities.  To this point in time, all of the funds reviewed make only debt
investments in ARH; the author was unable to locate even a single SRI fund that made equity
investments.  The reviews uncover a variety of reasons for the lack of equity investments in
ARH, some of which apply broadly across most of the funds, and some of which are unique to a
specific category of fund or even a specific fund within a category.

There are some regulatory obstacles to SRI equity investments in ARH, most particularly the fact
that mutual funds cannot invest directly in real estate, although they could invest through real
estate investment trusts (REITs), or umbrella corporate or foundation structures that provide
adequate investment security through diversification, if those investment routes were developed. 
While pension funds can invest through a variety of trust, partnership and corporate vehicles
(including REITs), they are constrained somewhat by the fact that they cannot develop real estate
directly.

The unfavourable risk/return characteristics of ARH investments are identified as an inherent
problem with such investments by all categories of SRIs covered, except loan funds which are
actually, in many cases, designed to pay below market returns on their investments and to assume
higher degrees of risk.  Several organizations expressed concern with the length of the
investment period required for equity ARH investments, including the minimum commitment
period under the LIHTC.  The need for liquid investments can also be a problem; for example, in
the case of pension funds.  Several of the respondents referred to the need for improved
investment instruments, such as secondary-market securitization for equity investments–that is, a
sort of “Fannie Mae for equity investments.”  Other obstacles mentioned included, the minimum
fund size required to make equity ARH investments, the lack of availability of suitable
investments and well-motivated partners, and the complexity of existing partnership
arrangements for ARH partnerships.  The importance of the LIHTC to ARH arrangements was
obvious from a number of the reviews, although the study revealed several deficiencies of the
credit from the perspective of ethical and SRI funds.

On balance, bearing in mind all of the above considerations, in the author’s view the most viable
way to encourage SRI investments in ARH through PPP arrangements, as they are currently
structured in the U.S., might be through some type of REIT vehicle.  Such investments could also
be eligible for LIHTC credits transferred from developers, although this would add considerably
to complexity and is not really necessary as long as incentives to other investors lead to market-
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level risk/return characteristics for ethical and SR fund investors.  Rate of return guarantees for
such investments are also a possibility.  REITs are eligible investments for all categories of SRI
investors.

REITs, which are structured as corporations in the U.S.,  have a number of inherent advantages
as a form of equity investment.  As marketable securities, they significantly lessen liquidity
problems associated with such investments.  This feature also eliminates problems with the
required lock-in period for equity investments under the LIHTC, which was raised as a concern
in the fund reviews.  REITs are compatible with PPP arrangements and would significantly
reduce complexity problems associated with participating as an equity investor; investors could
participate as developers or as less active participants.

The Prospects for Equity Investments by Ethical and SRI Pension Funds in Canada

The study examines the prospects for ethical and social fund investments in affordable rental
housing through PPP arrangements in Canada.  The current status of the evolution of structures
for ARH PPPs is briefly reviewed.  That review indicates that Canada lags considerably behind
the U.S. and is only in the early stages of development of a model framework that is suitable for
the country’s institutional and regulatory environment.

Canada does not currently have broad-based incentives to encourage equity investment in ARH
PPPs that are comparable in scope to the U.S. initiatives.  There is no regulatory measure similar
to the CRA that is designed to induce financial institutions to make investments in affordable
housing.  Nor is there a general financial incentive comparable to the LIHTC that is designed to:
(a) assist financially in the achievement of rent affordabilility standards for qualifying properties,
and, (b) induce for-profit and not-for-profit organizations to join in ARH partnerships.  Despite
the relative advanced state of the U.S., however, as noted above, that country has still been
unsuccessful in attracting equity investment by ethical and SRI pension funds.

The study also reviews the regulatory/legislative environment applying to ethical funds and SRI
pension funds in Canada.  There are three primary commercial ethical investment organizations
that are a potential source of equity capital for ARH PPPs in Canada: (1) in-house institutional
investors, consisting primarily of pension funds; (2) socially screened mutual funds; and (3)
pooled funds managed by investment management firms.  The review highlights the fact that
regulatory rules and income tax legislation governing the funds place constraints on their ability
to make equity investments in real estate.  Nevertheless, there are a number of available options
for structuring ARH equity investments.  All forms of funds can invest in non-taxable REITs and
pension funds have many additional options, including investing through non-taxable real estate
investment corporations (REICs) that provide full liability protection.

Prudent investment regulations governing pension funds make it impossible for them to make
concessionary investments in ARH arrangements, other than perhaps by way of accepting
deferred returns.  Similarly as regulated commercial operations that frequently invest the
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retirement savings of individuals, mutual funds must generally also make sound investments on
market-comparable terms.  The regulatory and income tax applying to pension funds and RRSPs
also apply in the case of funds managed by investment management firms.

The study reports on the results of a survey that was conducted of managers of funds connected
to ethical and SRI pension fund investment.  While only five organizations participated the
responses nevertheless provide some insights into current thinking on the matter.  Additional
information was also acquired in interviews with staff of a variety of the other organizations,
including investment management firms, mutual and real estate fund managers, REITs
developers and industry organizations.  As far as the author could determine, ethical/social
investment funds do not currently make equity investments in real estate of any type and most do
not appear to have contemplated doing so.

However, the survey results indicate that the surveyed organizations were generally favourably
inclined towards the concept of an equity ethical fund for investment in ARH, although there was
common agreement that for any such investments to take place, the investment environment must
be properly structured.  There is a high degree of consensus (four out of five respondents) that the
principal obstacle to investment is the poor risk/return prospects associated with ARH
investments.  A second major obstacle was the lack of an appropriate investment framework. 
There was also a virtual consensus that government incentives were required to encourage equity
ARH investments.  Funds were evenly split as to whether tax incentives or investment guarantees
would be the most effective policies to encourage equity investments, although several funds
noted that the latter form of incentive would be unlikely alone to result in significant rent
reductions.  Respondents have no clear or strong opinions on the preferred type of investment
instrument for ARH equity investments and generally noted that a variety of options would be
feasible.

Survey respondents were mixed in their views as to whether investors would be willing to make
concessions when investing in ARH.  The dominant view seemed to be that institutional
investors would at most be willing to make concessions with respect to deferred returns, but that
some individual investors might be willing to make other concessions,  particularly through
reduced returns rather than higher risk.  As discussed above, however, this might run into
regulatory obstacles.  Moreover, in more wide-spread discussions with the investment industry,
the view was frequently expressed that ethical investing should not involve any concessions to
risk or return for investors; quite to the contrary, many ethical funds argue that ethical investing
should enhance investment returns and security.

In terms of the investment commitment period, the dominant view was that funds would have to
be committed for a long period of time, possibly even in excess of twenty years.  Views were
also expressed that an effective market trading arrangement for a closed-end fund (e.g. a REIT)
would be an aid, for example in providing liquidity to investors, and that a strong secondary
market for equity securities (something like a Fannie Mae for equities) would also be an
important aid.
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Survey respondents also provided estimates of the amount of funds they might be willing to
allocate to equity ARH investments under ideal circumstances.  Three of the funds suggested
guidelines relating to percentage of fund assets that could be allocated to equity ARH
investments–these estimates were one-quarter of one percent and 3% in the case of two of the
funds concerned, and 1% to 2% more generally in the case of pension funds.  These estimates are
interesting in light of the fact that the ethical industry in the U.S. is trying to encourage ethical
funds to allocate 1% of their assets to community development, including affordable housing. 
Such an allocation in the case of Canada might result in $125 million in equity financing for
affordable housing.  As well, other funds may well be willing to invest; indeed the author had
discussions with managers of two real estate funds that said they would be interested in a well-
designed fund.

The study also reports on three existing investment fund arrangements that currently make equity
real estate investments.  While the funds are not ethical funds, two of the arrangements (i.e.,
investment through REIT and REIC vehicles) could be used as a model for structuring future
ethical fund equity investments in ARH arrangements and the third (i.e., investment through a
grand-fathered open-ended mutual fund trust) could be used as an existing vehicle for making
such investments.

The study examines optional investment arrangements and potential investment incentives that
could be used to structure ARH PPP arrangements that would facilitate ethical and SRI pension
investments in Canada.  The options considered included: (1) an arrangement in which ethical
and SRI pension funds would be ineligible for a tax credit transferred from the developer through
to taxable financial and corporate investors (essentially the U.S. model); (2) a related option in
which ethical and SRI pension funds would also be eligible for the tax credit transferred from
developer; (3) an option in which ethical investors and SRI pension funds would be able to claim
a direct tax credit; and (4) an option in which direct government grants replaced tax credits to the
developer.  Other options that would reduce the risk of equity ARH investments for funds were
also discussed in the chapter and in a related appendix.  In the author’s view option 1, possibly in
conjunction with supplementary initiatives to provide financial incentives or to reduce the risk
for ethical, SRI pension fund and other investors, has the most merit since it assists in achieving
affordability goals, encourages synergistic PPP arrangements and can be used to achieve an
acceptable risk/return tradeoff on investments.

Finally, the question arises as to whether it would be a good idea to introduce legislation in
Canada comparable to the CRA in the U.S. and to extend it to ethical and SRI pension funds as
well as regulated financial institutions.  In the author’s view introducing such legislation for
banks and other regulated financial institutions might conceptually be a way to encourage equity
investment in ARH and could be an important cornerstone in developing ARH PPP
arrangements.  However, it seems unrealistic to apply coercing legislation like the CRA to
pension and mutual funds, since such funds largely consist of people’s retirement savings.  As an
alternative approach, the U.K. initiative, which simply requires pension funds to disclose their
ethical investment activities, may warrant closer examination.   It may not be unrealistic to apply
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similar legislation to pension and perhaps other types of funds in Canada and to target ARH
specifically.



RÉSUMÉ

Principale conclusion de l'étude

L'étude porte sur la faisabilité d'encourager l'investissement en actions dans des logements
locatifs abordables (LLA) pour ménages à revenu faible ou modeste au Canada, dans le cadre
d'un modèle de partenariat public-privé (PPP) par le moyen de fonds de placement et de caisses
de retraite éthiques ou responsables sur le plan social. L'auteur examine  le modèle américain de
PPP pour les LLA, en mettant l'accent sur les éléments relatifs aux placements en actions. Après
un examen détaillé de la structure des secteurs du placement éthique tant au États-Unis qu'au
Canada, il étudie la structure de plusieurs fonds de placement américains puis présente les
résultats d'un survol des fonds canadiens.  Vient ensuite une évaluation du contexte canadien du
point de vue des mesures législatives et réglementaires et des placements. L'auteur examine
ensuite plusieurs options pour structurer les placements en actions des fonds responsables au
Canada. La principale conclusion de l'étude est que de tels placements sont possibles au Canada,
mais qu'il y a beaucoup de chemin à faire pour mettre au point le cadre de placement et les
mesures incitatives nécessaires.  

Résumé du détail des conclusions

Le modèle américain de PPP pour les LLA 

L'étude examine le modèle américain d'investissement par les PPP pour les LLA. Il s'agit d'un
« effort commun » à caractère communautaire entre une grande variété d'organismes des secteurs
public, parapublic et privé. Le promoteur du secteur privé joue un rôle central dans les PPP pour
les LLA.  Une des caractéristiques importantes de la démarche américaine est qu'on travaille
surtout du côté de l'offre - subventions d'immobilisations et financement par actions à faible coût
- pour réaliser des loyers abordables, plutôt que du côté de la demande en accordant des
subventions de loyer. Aux États-Unis, les placements en actions dans les PPP pour les LLA sont
encouragés surtout par 1) le crédit d'impôt fédéral pour les logements abordables et 2) par une
réglementation complémentaire en vertu de la loi sur le réinvestissement communautaire
[Community Reinvestment Act (CRA)] qui encourage les institutions financières réglementées à
faire des placements en actions dans les LLA.  

À cause du grand nombre d'intervenants dans les PPP pour les LLA,  il s'est constitué des
syndicats de coordination dans le secteur privé, notamment pour aider au financement par actions
et aux autres formes de financement, à l'élaboration et à la mise en œuvre des projets. Le plus
souvent, ces syndicats exploitent des fonds d'actions qui coordonnent le capital-actions provenant
de diverses sources, dont des investisseurs motivés par les crédits d'impôt.  La National
Community Development Initiative regroupe plusieurs grandes fondations et sociétés
américaines, Housing and Urban Development (HUD) et de nombreux organismes locaux,
publics et privés, qui contribuent ensemble au capital actions des ensembles de LLA. 



Il importe de souligner que le crédit d'impôt ne suffit pas d'ordinaire pour permettre aux
ensembles admissibles d'atteindre les cibles d'abordabilité. Avec l'aide des syndicats et des
organismes de développement communautaire, les promoteurs doivent donc réunir d'autre
capital-actions et d'autres emprunts de diverses sources pour réussir à obtenir l'approbation. Cela
suscite la concurrence entre les promoteurs de même qu'un contexte général de partenariat. 

La structure du secteur de l'investissement éthique ou responsable aux États-Unis et au
Canada

L'investissement éthique ou responsable sur le plan social est un secteur important et en rapide
croissance par rapport à l'ensemble du marché de l'investissement tant aux États-Unis qu'au
Canada. Aux États-Unis, l'investissement responsable rend actuellement compte de 13 % de
l'ensemble des placements gérés par des professionnels avec un actif qui s'élevait à 2,2 billions de
dollars (U.S.) en 1999.  Au Canada, le secteur rendait compte de placements d'une valeur de 50
milliards de dollars canadiens en 2000, soit juste un peu plus de 3 % du total des placements
gérés par des professionnels.  Le secteur canadien représente donc seulement le tiers de celui des
États-Unis en chiffres relatifs, et moins d'un soixantième en chiffres absolus (compte tenu du
taux de change). 

Le tri et les représentations des actionnaires sont de très loin les formes les plus fréquentes
d'activité de placement éthique aux États-Unis, rendant compte de plus de 99 % du total des
placements. Le tri consiste à appliquer des lignes directrices ou des critères sociaux et
écologiques au choix des placements. Les représentations des actionnaires visent à influencer les
décisions de la direction et les pratiques commerciales dans le sens de ces lignes directrices ou
critères.  Au Canada, la seconde forme d'activité est moins fréquente et les données dont nous
disposons portent à croire que le tri est presque la seule activité. Le logement abordable n'est pas
indiqué comme critère de tri pour les fonds responsables ni aux États-Unis, ni au Canada.  

Les placements dans les logements abordables, y compris les logements locatifs, ne constituent
qu'un partie minime de l'activité de placements responsables tant aux États-Unis qu'au Canada.
L'investissement en développement communautaire, dont le logement abordable n'est qu'une
seule composante, s'élève à seulement 5,4 milliards de dollars aux États-Unis et rend compte de
moins de 0,3 % des actifs de placements éthiques. Au Canada, l'investissement en
développement communautaire ne se chiffre qu'à 85 millions de dollars et les logements
abordables, de propriétaire-occupant ou locatifs, ne représentent qu'une petite portion de cette
somme. 

Aux États-Unis, certaines initiatives du secteur du placement éthique visent actuellement à
accroître les placements en développement communautaire, y compris en logement abordable; les
investisseurs responsables s'occupant de tri et de représentation sont actuellement encouragés à
consacrer au moins 1 % de leurs placements au développement communautaire. La réussite de
cette initiative pourrait permettre de tripler les placements éthiques en développement
communautaire. 



La composition du secteur du placement éthique au Canada est la suivante : placements
institutionnels internes, y compris les caisses de retraite, 55 %; sociétés de gestion de placements,
23 %; fonds de placement au détail 21 % (dont environ 55 % en fonds communs de placement et
environ 45 % dans les fonds de capital de risque des syndicats); représentations des actionnaires,
2 %. En 2001, 47 fonds communs de placement au détail étaient des fonds responsables. La
majorité de ces fonds sont relativement petits, mais quelques-uns sont très importants. 

Placements dans des actions de LLA par les fonds éthiques et les caisses de retraite
responsables aux États-Unis. 
L'étude examine les activités de certains fonds éthiques et responsables aux États-Unis - dont des
fonds communs de placement (et une fondation contrôlée par un fonds de placement), des fonds
de prêt et des caisses de retraite - qui, ensemble, constituent l'essentiel du secteur éthique
institutionnel dans ce pays. Ces fonds ont été choisis en partie parce qu'ils s'occupent
actuellement de placements dans des LLA, même si la participation varie beaucoup d'un fonds à
l'autre.  

L'examen révèle clairement que le logement abordable est une composante relativement peu
développée des activités de placement du secteur. Jusqu'ici, les fonds examinés n'investissent que
dans des titres d'emprunt; l'auteur n'a pas pu trouver un seul fonds investissant dans des actions.
Cette carence s'explique par diverses raisons, dont certaines valent pour la plupart des fonds
tandis que d'autres sont particulières à une catégorie de fonds ou même à un seul fonds d'une
catégorie donnée. 

Les placements responsables en actions de LLA se heurtent à certains obstacles réglementaires,
notamment le fait que les fonds communs de placement ne peuvent pas investir directement dans
l'immobilier, même s'ils pourraient le faire par l'entremise de fonds de placement immobilier ou
de sociétés ou fondations parapluie assurant une sécurité suffisante des placements par la
diversification, si de tels véhicules étaient créés. Quant aux caisses de retraite, si elles peuvent
investir par l'entremise de divers partenariats, fiducies et sociétés (y compris des sociétés de
placement immobilier), elles sont toutefois limitées en ce qu'elles ne peuvent pas faire
elles-mêmes de promotion immobilière.  

Toutes les catégories d'investisseurs responsables étudiés estiment que les placements dans les
LLA sont désavantageux sur le plan du risque et du rendement, à l'exception des caisses de prêt
qui sont souvent conçues de façon à payer des rendements inférieurs à ceux du marché et à
assumer un risque plus élevé. Plusieurs sociétés s'inquiètent de la durée de la période
d'investissement qu'exigent les placements dans des actions de LLA, y compris la période
minimum d'engagement ouvrant droit au crédit d'impôt. La nécessité de placements liquides peut
aussi faire problème, par exemple dans le cas des caisses de retraite. Plusieurs des répondants
mentionnent la nécessité d'instruments de placement améliorés, par exemple la titrisation des
placements en actions dans le marché secondaire -- c'est-à-dire une sorte de Fannie Mae pour les
placements en actions. Les autres obstacles mentionnés comprennent la taille minimum du fonds
nécessaire pour des placements en actions de LLA, le manque de placements appropriés et de
partenaires motivés et la complexité des partenariats existants. L'importance du crédit d'impôt est



manifeste dans un grand nombre de cas, même si l'étude révèle que ce crédit présente plusieurs
lacunes du point de vue des fonds éthiques et responsables. 

Dans l'ensemble, compte tenu de toutes ces considérations, l'auteur estime que le moyen le plus
viable d'encourager l'investissement responsable dans les LLA par le moyen de dispositions de
PPP,  sous leur forme actuelle aux États-Unis, pourrait être une forme quelconque de société de
placement immobilier. Ces placements pourraient aussibénéficier du crédit d'impôt transféré des
promoteurs, mais ceci ajouterait beaucoup à la complexité et ne serait pas vraiment nécessaire
dans la mesure où les mesures incitatives accordées aux autres investisseurs donnent lieu à des
niveaux de risque et de rendement comparables à ceux du marché pour les investisseurs
institutionnels responsables.  Des garanties de rendement pour de tels investissements sont une
autre possibilité. Les fonds de placement immobilier sont des placements admissibles pour toutes
les catégories d'investisseurs responsables. 

Les fonds de placement immobilier, qui sont constitués comme des sociétés commerciales aux
États-Unis, présentent de nombreux avantages comme forme de placement en actions. Les titres
négociables réduisent considérablement les problèmes de liquidité associés à de tels placements.
Cette caractéristique élimine aussi les problèmes découlant de la période de gel requise pour
rendre les placements en actions admissibles au crédit d'impôt, soulevés dans l'examen des fonds.
Les sociétés de placement immobilier sont compatibles avec les PPP et réduiraient
considérablement les problèmes de complexité liés aux placements en actions; les investisseurs
pourraient agir comme promoteurs ou avoir une participation moins active.  

Les perspectives de placements dans des actions par les fonds éthiques et les caisses de
retraite responsables au Canada

L'auteur examine les perspectives de placements par les caisses éthiques et socialement
responsables dans des logements locatifs abordables par le moyen de PPP au Canada. Il examine
brièvement la situation actuelle de l'évolution des structures de PPP pour le LLA, constatant que
le Canada accuse un retard considérable sur les États-Unis et n'en est qu'aux premiers stades de
l'élaboration d'un modèle approprié au cadre institutionnel et réglementaire du pays. 

Le Canada n'offre pas actuellement de mesures incitatives générales pour encourager
l'investissement dans les PPP pour les LRA dont l'envergure soit comparable à celle des
initiatives américaines. Il n'existe aucune mesure réglementaire semblable à la CRA visant à
pousser les institutions financières à faire des investissements dans les logements abordables. Il
n'y a pas non plus d'incitatif financier général comparable au crédit d'impôt pour les logements
abordables qui vise à a) aider financièrement à la réalisation de normes d'abordabilité du loyer
pour les immeubles admissibles et b) pousser des organismes à but lucratif et sans but lucratif à
faire partie de partenariats pour les LLA.  Malgré leur avancement relatif, toutefois, comme nous
l'avons vu ci-dessus, les États-Unis n'ont pas réussi à attirer des placements en actions par des
fonds éthiques et des caisses de retraite responsables.  

L'auteur examine aussi le cadre réglementaire et législatif applicable aux fonds éthiques et aux
caisses de retraite socialement responsables au Canada.  Il existe trois sortes principales



d'organismes commerciaux de placement responsable qui pourraient être une source de capital
actions pour les PPP pour les LRA au Canada :  1) les investisseurs institutionnels internes, soit
surtout des caisses de retraite; 2) les fonds communs de placement qui choisissent les placements
en fonction de critères sociaux; 3 les fonds en gestion commune gérés par des sociétés de gestion
de placements. L'auteur constate que les dispositions réglementaires et fiscales régissant les fonds
restreignent les possibilités de placements en actions dans l'immobilier. Néanmoins plusieurs
options sont offertes pour les placements en actions dans les LLA.  Toutes les formes de fonds
peuvent investir dans les fonds non imposables de placement immobilier, tandis que les caisses
de retraite ont beaucoup d'autres possibilités, dont les placements dans des sociétés non
imposables de placement immobilier qui assurent une protection complète. 

La réglementation obligeant les caisses de retraite à des placements prudents ne leur permet pas
de faire des placements à des conditions de faveur pour les LLA, si ce n'est peut-être en acceptant
un rendement différé. De même, à titre de sociétés commerciales réglementées qui investissent
souvent les économies de retraite de particuliers, les fonds communs de placement doivent aussi
faire en général des placements de père de famille. La réglementation et les dispositions fiscales
applicables aux caisses de retraite et aux REER s'appliquent aussi aux fonds gérés par des
sociétés de gestion de placements.  

L'auteur présente les résultats d'un sondage auprès de gestionnaires de fonds s'occupant de
placements éthiques et responsables pour des caisses de retraite. Seulement cinq organismes ont
répondu, mais les réponses donnent néanmoins une idée des attitudes actuelles à ce sujet. Des
entrevues auprès d'employés de divers autres organismes, dont des sociétés de gestion de
placements, des gestionnaires de fonds communs de placement et de fonds immobiliers, des
fonds de placement immobilier, des promoteurs et des associations professionnelles on permis
d'acquérir un complément d'information. D'après ce que l'auteur a pu apprendre, les fonds de
placement éthiques ou responsables ne font actuellement aucun placement en actions dans
l'immobilier et la plupart ne semblent pas avoir envisagé de le faire.  

Toutefois, l'enquête révèle que les répondants sont généralement favorables à l'idée d'un fonds
éthique d'actions investissant dans les LLA, même s'ils s'accordent à dire que de tels placements
ne peuvent se faire si le cadre n'est pas correctement structuré. Il se dégage un fort consensus
(quatre répondants sur cinq) selon lequel le principal obstacle provient des mauvaises
perspectives touchant le risque et le rendement des placements dans les LLA.  Un second
obstacle est l'absence de cadre d'investissement approprié. Il se dégage aussi un consensus
presque total sur le fait qu'il faut des mesures incitatives gouvernementales pour encourager les
placements dans des actions de LRA. Les répondants se répartissent également sur la question de
savoir si ce sont les incitatifs fiscaux ou les garanties de placement qui seraient les plus efficaces,
mais plusieurs font valoir que cette dernière forme d'incitation ne suffirait sans doute pas à
entraîner des réductions importantes de loyer.  Les répondants n'ont pas d'opinion tranchée quant
à l'instrument de placement à privilégier et signalent en général que diverses options seraient
réalisables.  

Les avis des répondants sont partagés sur la question de savoir si les investisseurs seraient prêts à
faire des concessions lorsqu'ils investissent dans les LLA. L'opinion la plus répandue semble être



que les investisseurs institutionnels seraient tout au plus disposés à faire des concessions quant
aux rendements différés, mais que certains investisseurs seraient disposés à faire d'autres
concessions, surtout sous la forme d'une réduction du rendement plutôt que de l'augmentation du
risque.  Comme nous l'avons déjà dit, toutefois, il pourrait y avoir à cela des obstacles
réglementaires. De plus, dans le cadre d'entretiens plus généraux avec le secteur du placement, on
a souvent avancé que le placement éthique ne devrait pas entraîner de concessions de la part des
investisseurs sur le plan du risque ou du rendement; bien au contraire, beaucoup de fonds
éthiques soutiennent que le placement éthique devrait accroître le rendement et la sécurité des
placements.   

Pour ce qui est de la période d'engagement du placement, l'opinion dominante est que les fonds
devraient être engagés pour longtemps, peut-être même plus de vingt ans. On a aussi dit qu'il
serait utile de disposer d'un moyen efficace de négocier un fonds de placement à capital fixe (p.
ex. un fonds de placement immobilier), et qu'un marché secondaire vigoureux pour les titres
d'actions (une sorte de Fannie Mae pour les actions) serait aussi une aide importante. 

Les répondants ont aussi fourni des estimations des sommes qu'ils seraient prêts à consacrer à des
placements en actions dans les LLA dans des circonstances idéales. Trois des fonds proposent
des lignes directrices portant sur le pourcentage de l'actif du fonds qui pourrait être affecté aux
actions de LLA, soit 0,25 % et 3 % dans le cas  de deux de ces fonds, et entre 1 % et 2 % plus
généralement dans le cas des caisses de retraite. Ces estimations sont intéressantes à la lumière
du fait que le secteur éthique aux États-Unis tente d'encourager les fonds éthiques à attribuer 1 %
de leur actif au développement communautaire, y compris le logement abordable. Au Canada, ce
pourcentage donnerait 125 millions de dollars de capital actions pour le logement abordable. En
outre, d'autres fonds pourraient aussi être disposés à investir; en effet, l'auteur s'est entretenu avec
les gestionnaires de deux fonds immobiliers qui se sont déclarés favorables à un fonds bien
conçu.

L'auteur fait aussi état de trois sortes de fonds qui font actuellement des placements en actions
dans l'immobilier. Bien qu'il ne s'agisse pas de fonds éthiques, deux de ces cas (c'est-à-dire le
placement par le moyen de fonds ou de sociétés de placement immobilier) pourraient servir de
modèles pour des placements futurs de fonds éthiques dans des LLA, tandis que le troisième
(c'est-à-dire le placement par le moyen de fonds commun de placement à capital variable
bénéficiant d'une clause de droits acquis) pourrait servir de véhicule existant pour de tels
placements. 

L'auteur examine diverses options en matière de dispositions et de mesures incitatives pour des
PPP pour les LLA susceptibles de faciliter l'investissement par les caisses de retraite éthiques et
responsables au Canada. Ces options sont les suivantes : 1) une disposition selon laquelle les
caisses de retraite éthiques et responsables ne pourraient bénéficier d’un crédit d'impôt pour les
particuliers et les sociétés transféré du promoteur aux investisseurs imposables (essentiellement
le modèle américain); 2) une option apparentée selon laquelle les caisses de retraite éthiques et
responsables pourraient aussi bénéficier d’un crédit d'impôt transféré du promoteur; 3) une
option  selon laquelle les caisses de retraite éthiques et responsables pourraient réclamer un crédit
d'impôt direct; 4) une option  selon laquelle des subventions gouvernementales directes



remplacent les crédits d'impôt pour le promoteur.  D'autres options susceptibles de réduire le
risque des placements en actions dans des LLA pour les caisses sont aussi traitées dans le
chapitre et en annexe. L'auteur estime que l'option 1, peut-être conjuguée à des initiatives
supplémentaires pour offrir des incitatifs financiers ou réduire le risque pour les fonds éthiques,
les caisses de retraite responsables et les autres investisseurs, serait la meilleure puisqu'elle aide à
atteindre les objectifs d'abordabilité, encourage la synergie des PPP et peut servir à réaliser un
compromis acceptable sur le plan du risque et du rendement pour les placements.  

En dernier lieu se pose la question de savoir si ce serait une bonne idée d'adopter au Canada des
mesures législatives comparables à la CRA aux États-Unis et de les étendre aux fonds éthiques et
aux caisses de retraite responsables de même qu'aux institutions financières réglementées.
L'auteur pense que l'adoption de telles lois pour les banques et les autres institutions financières
réglementées pourrait théoriquement être un moyen d'encourager les placements en actions dans
les LLA et pourrait servir de pierre angulaire pour des PPP pour les LLA.  Toutefois, il ne semble
pas réaliste d'imposer des mesures coercitives de ce genre aux caisses de retraite et aux fonds
communs de placement, puisque ces fonds sont en grande partie constitués des économies de
retraite de particuliers. Une solution de rechange, retenue au Royaume-Uni, oblige simplement
les fonds à divulguer leurs activités de placement éthique et pourrait mériter un examen plus
approfondi. Il ne serait peut-être pas irréaliste d'appliquer une législation semblable aux caisses
de retraite, et peut-être à d'autres sortes de fonds au Canada, en ciblant expressément les LLA.  
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     1For simplicity, the shorter term, affordable rental housing (ARH), is used throughout much of
this report.

CHAPTER I: INTRODUCTION

A. Introduction

Background

Public-Private Partnering and the Achievement of Affordable Housing Objectives 

This study assesses the feasibility of ethical or social fund equity investments in lower-to-
moderate-income affordable rental housing (ARH)1 projects through public-private sector
partnership (PPP) arrangements.  There is a pressing need for additional affordable housing; a
CMHC analysis of 1996 Census data found that almost one-fifth of Canadian households spend
30% or more of their income on shelter–a common standard for housing need.  As a result, there
is interest on the part of policy makers, as well as affordable housing providers, in new
arrangements that can increase the supply of ARH accommodations in the most efficient and cost-
effective manner possible.

There is also a practical reason why it is appropriate to consider this issue at this time;
specifically, responsibility for many social housing programs has recently been transferred to the
provinces from the federal government, thus necessitating consideration of new financial
arrangements.  Constitutionally, housing is primarily a provincial responsibility in Canada.  Many
housing experts consider this to be desirable since provincial/local governments are most
knowledgeable about local housing conditions and the needs of residents in their jurisdictions. 
They are therefore likely better able to respond in effective and creative ways in addressing
problems.  They are also ideally situated to administer specifically targeted and widely diverse
policy approaches with the for-profit and not-for-profit sectors in their localities.  The federal
government, on the other hand, is best suited to establishing broad-based initiatives that provide
an effective framework for affordable housing.  This includes: fostering a co-operative investment
and regulatory environment; establishing national housing standards and monitoring the success in
achieving them; ensuring that lower levels of government have adequate fiscal resources to meet
national housing standards; providing the most cost-effective broad-based incentives for
investment and other forms of assistance; and providing research and technical input. 

Historically, many Canadian federal-provincial affordable housing initiatives centred primarily on
ongoing, publically-financed rent subsidies to tenants in public housing projects or private rental
housing structures.  There is a perception among some housing analysts and other interested
parties that the approaches to affordable housing followed in Canada in the past were lacking in
important respects (see, for example, Orr, 2000).  Among the criticisms levied are that approaches
have sometimes been: excessively costly; bureaucratic; non-innovative; not responsive to local
conditions and circumstances; and inflexible to the diverse needs of low to 
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     2Hughes, 1999, and Carr, 1994.

     3CMHC, 1998.

moderate income Canadians.  The PPP approach offers at least the possibility of improving upon
this situation.  It creates a range of alternative options for achieving social objectives through
cooperative relationships between multiple levels and departments of government, quasi
government agencies and the for-profit and not-for-profit sectors.2

The interest in PPP arrangements has heightened in recent years because of perceptions in many
quarters that the PPP model has inherent advantages in its own right as an approach to delivering
public services in certain contexts.  Many analysts, policy makers and private sector stakeholders
believe that PPP arrangements have the potential to substantially increase both the cost-efficiency
and the quality of some public services through synergistic relationships between government
organizations and other stakeholders in the economy.   In the area of affordable housing, interest
in the PPP model is evidenced by the frameworks that have been established within CMHC, most
particularly the Canadian Centre for Public-Private Partnerships in Housing (CCPPPH), and
CMHC participation in the governments voluntary sector initiative (VSI), that are intended to
foster the provision of affordable housing through PPP arrangements.3

The partnership concept, including as it has been applied in the area of affordable housing, is not
without its strident critics (see, for example, Allyson. 2001).  Some are suspicious of the motives
and suspect that anti-government, pro-business sentiments are the key driving force.  Others
criticize the theoretical and conceptual soundness of the manner in which PPP initiatives have
sometimes been implemented.  Certainly, at least in the area of affordable housing, the available
evidence strongly indicates that PPP approach is not a substitute for government housing
assistance.  Rather, it affords the possibility of channelling public resources more effectively by
leveraging them through co-operative and mutually beneficial arrangements with private sector
organizations.  PPPs can in principle be used as a foundation to draw effectively upon the large
pool of resources and expertise available in the various levels of government and the for-profit
and not-for-profit sectors in ways that assist each party in the arrangement in achieving its own
unique objectives.  Such PPP arrangements have at least the potential to remove a portion of the
financial burden and risk from the government.

PPP Affordable Housing Initiatives in the U.S.

The experience in the U.S. in recent years provides some reason for optimism.  Following the
elimination or curtailment of many programs, the U.S. has relied heavily on PPP arrangements in
pursuing its public policy initiatives in the area of affordable housing.  The result has been a vast
array of innovative arrangements that show considerable promise as ways of replacing or
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     4Readers interested in learning more about the PPP approach to the creation of affordable
housing are encouraged to read Pomeroy, et al (1998) and the short research report highlight (No.
47, 1999) found on CMHC’s website http://www.cmhc.ca/publications/en/rh-pr/index.html.

     5Pomeroy, et al (1998).

     6It is difficult to exaggerate the importance of the LIHTC; the Enterprise Foundation estimates
that the credit is associated with 94% of the affordable rental housing produced annually in the
U.S. (Pomeroy et al, 1998, p. 11).

     7The federal government and CMHC do, however, still provide support for housing.  Through
CMHC, the federal government continues to play its traditional role of providing mortgage
insurance for individual home purchasers and for rental housing developments.  The federal

complementing traditional approaches, including those involving direct rent subsidies.4  The U.S.
approach to affordable housing PPPs is a very decentralized approach, and is therefore compatible
with the recent decentralized housing policy restructuring in Canada. 

The U.S. model is being adapted and adopted in Canada.  Under the PPP approach, financial and
in-kind support is provided by a number (often 8 to 10) public and private sources.  The objective
is to reduce a project’s mortgage carrying costs down to such a level that the rental payments of
lower- to moderate-income households are sufficient for the project to remain financially viable
without ongoing public sector financial support.  A major impediment to the development of such
PPP projects is Canada is the absence of equity capital upon which other support contributions
can be leveraged.5  In order to maintain the low-to-moderate-income orientation of these projects,
in the long-term, equity investors’ capital will ultimately have to be repaid, and one issue of
interest in this study is the investment exit or take-out provisions that have been, or could be,
employed in PPP affordable housing arrangements.

The U.S. government has generally been quite aggressive in pursuing its affordable housing
objectives through PPP arrangements using diverse mixes of public incentives.  The Low Income
Housing Tax Credit (LIHTC), which provides tax relief for investors making equity investments
in affordable housing,6 and the Community Reinvestment Act (CRA), which prods financial
institutions to make these and other types of community investments, are the principle incentives
on the equity side.  These incentives are designed to encourage the participation of other levels of
government and, at least as importantly, to spur financial and in-kind investment in such projects
by private sector for-profit and non-profit organizations.

There are currently no government initiatives or incentives in Canada specifically designed to
encourage equity investment in affordable housing through PPP arrangements.  This undoubtedly
at least partly explains why Canada is still at the early stages in the evolution of its PPP affordable
housing arrangements; the incentive and facilitating infrastructure is as yet not fully developed in
Canada.7
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government also continues to fund existing social housing through an annual contribution of
approximately $2 billion.  CMHC also funds a number of other programs and special initiatives
sch as Residential Rehabilitation Assistance Program (RRAP), as well as an extensive research
and information transfer program.

     8Throughout this study, the terms ethical funds, social funds and socially responsible
investment (SRI) funds are used interchangeably to refer to investment and pension funds that
explicitly incorporate ethical or social criteria in making investment decisions.

The Potential Role for Ethical/Social Investment Funds

There is little experience in Canada with the sort of social investment funds contemplated in this
study for equity investment in affordable rental housing through PPP arrangements.  The most
closely related entities are the "ethical" mutual, investment and pension funds.  To this point in
time, these funds have primarily been structured to avoid what are perceived to be "socially
undesirable" investments for investors.  These frequently include investments in the tobacco,
pornographic or arms-related industries, or firms following environmentally destructive or anti-
union practices, or with low child labour standards in developing countries.  Ethical funds in
Canada have little experience in making affordable housing investments.  As noted, there are
currently no incentives to encourage equity investment by such funds in affordable rental housing
and the PPP infrastructure for such investments is comparatively underdeveloped.
 
The situation is markedly different in the U.S. in important respects.  The above-noted existence
of a sophisticated PPP infrastructure is one difference.  A second difference is the financial
incentive provided by the LIHTC, for which ethical funds could technically qualify.  A third
difference is that the ethical fund industry in the U.S. is many times larger and considerably more
complex than in Canada.  The use of ethical funds to pursue positive social objectives, not only to
avoid negative investments, is more common in the U.S. than in Canada.  The report discusses a
number of cases in which investors accept a reduced or deferred rate of return as their contribution
to achieving the objectives of the investment project.  There are a variety of instances where such
funds in the U.S. are participants in ARH projects through PPP arrangements.  One important
objective of this study is to explore the experience to date in the U.S.

B. Objectives and Contribution

Objectives
The purpose of this study it to assess the viability of encouraging equity investment in affordable
lower-to-moderate income rental housing in Canada, within the framework of a public-private
partnership model, via ethical or socially responsible investment (SRI) funds and pension funds.8

The specific objectives of the study project are:
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i) to determine the size and structure of the ethical and socially responsible investment fund
sector in Canada and the U.S. and summarize its unique orientation, focus and market
niche relative to traditional or mainstream mutual and pension funds;

ii) to assess the current attitudes and practices of the mutual and pension fund industry
towards equity investments in affordable lower-to-moderate income rental housing;

iii) to identify and examine the impediments/barriers facing such investments, as well as, a
range of measures which have been, or could be used, to encourage equity investments
through PPP or other arrangements;

iv) to discuss the positive and negative aspects of such actual or potential measures (noted in
iii above);

v) to assess the potential viability of such initiatives;
vi) to provide rough estimates of the potential impacts of increased equity investments on

aggregate investment in affordable lower-to-moderate income rental housing; and
vii) to examine, to the extent feasible, the effects on the cost of capital of potential measures

that could be introduced to increase equity investment.

Contribution to Housing Research

The study is the first for either Canada or the U.S. to assess partnership arrangements between
governments and ethical/social investment funds that are intended to increase equity investment in
low to moderate income affordable rental housing.  The study is intended to shed light on the
feasibility of initiatives in this area to provide increased funding for the sector that is cost-
effective and that reduces the financial burden and risk to the government.  It provides an analysis
of the comparative strengths, weaknesses and cost-effectiveness of alternative approaches to
providing assistance, including tax incentives.  The study is also intended to contribute to the
growing body of evidence for Canada of innovative ways of using PPP arrangements to assist in
achieving social housing objectives.

C. Outline of the Report

The remainder of the report is structured as follows.  Chapter II discusses the public-private
partnering model as it has evolved in the U.S.

Chapter III examines the structure, positioning and objectives of the ethical/social investment fund
industry in the U.S. and Canada and its evolution over time.

Chapter IV presents and assesses reviews of specific cases of ethical/social fund investments in
affordable rental housing in the U.S., including, how the investments have been structured in
relation to the general PPP model, and what underlying considerations, incentives and obstacles
were most important to such investments.

Chapter V presents and discusses the findings from a survey and set of structured interviews of
Canadian ethical/social and pension funds.  The principal purpose of this is to obtain fund
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managers' views on a range of issues relating to their potential investment in affordable rental
housing, including existing obstacles, the feasibility and design of alternative options for
encouraging investment and the likely interests and concerns of investors.

Chapter VI presents a summary of the study findings.

There are four appendices to the study.  Appendix A presents the survey questionnaire used for
the survey and interviews with Canadian funds.  Appendix B assesses alternative supply-side
incentives that could potentially be used to encourage ethical fund equity investments in ARH. 
Appendix C reviews the legislative/regulatory environment for fund investments in ARH in
Canada.  Appendix D lists the principal contacts for the reviews of the U.S. model in Chapter 2
and the U.S. funds in Chapter IV.

The author would like to sincerely thank all of the people who provided assistance and input from
the many organizations in the U.S. and Canada that were contacted in undertaking this study.  It
should be emphasized, however, that the author alone is responsible for any errors in fact or
interpretation contained in the report.
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CHAPTER II: THE U.S. MODEL--PPP EQUITY
INVESTMENT IN AFFORDABLE RENTAL HOUSING

A. Introduction

This chapter examines the U.S. approach to structuring affordable rental housing arrangements. 
Understanding the factors that may affect equity investments by ethical/social funds in PPP
affordable rental housing requires an understanding of PPP structures.  Affordable housing
partnerships are still in the early stages of development in Canada; the U.S., on the other hand, has
had over thirty years of experience with such partnerships.  The U.S. model has, at least in this
author’s view, considerable merit.  Obviously, it is unrealistic to expect that the U.S. model could
or should be transplanted intact to the Canadian context, where much of the institutional and
regulatory environment differs significantly.  Nevertheless, the broad approach to PPP ARH
arrangements in the U.S. warrants careful consideration in order to highlight the salient features of
a comparatively advanced and successful approach, as well as some of the factors that are likely to
have a bearing on equity investments in PPP ARH projects by ethical funds in Canada.

U.S. PPP affordable rental housing arrangements are of virtually unending variety so that
considerable simplification is required to summarize the approach within a single model
framework.  Indeed, the diversity and dynamism of PPP options is one of the principal advantages
of the U.S. approach.  Nevertheless, there are structures and features that are common to most
projects, and it is these common elements that are the subject matter of this chapter.

Because of the focus of this study, much of the analysis in the chapter concentrates on aspects of
the U.S. model that relate to equity investments although, unavoidably, other issues are touched
upon.  In addition to providing guidance for assessing Canadian ethical/social fund investments in
PPP structures, the review in this chapter is also intended to provide background institutional
information for the reviews of the selected U.S. ethical and social funds profiled in chapter iv of
the report.

The information in this chapter was obtained from a variety of sources, including, the author’s
investigations relating to specific ethical/social fund investments in ARH structures, background
literature, and discussions with various industry participants.  Pomeroy, et al (1998) provide a
broad overview of U.S. affordable housing partnership structures, including a number of actual
case studies describing the implementation of different arrangements.

B. The Core Stakeholder Groups

Figure II.1 below summarizes some of the key roles played by the various stakeholders in U.S.
affordable rental housing PPP structures.  Perhaps the most essential characteristic of ARH PPPs
is that they are “joint efforts” between a wide variety of public sector, quasi-public sector, and
private sector organizations.  This distinguishes PPPs from hierarchical contractual relationships
in which the activities of the private sector stakeholders are subordinate or ancillary to those of the
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public sector participants.  The “joint effort” nature of PPP arrangements is crucial since it is on
this foundation that such hoped for benefits as risk diversification and inter-organizational
efficiency gains potentially arise.
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FIGURE II.1
ACTIVITIES OF CORE STAKEHOLDER GROUPS IN U.S. AFFORDABLE RENTAL
HOUSING PPP ARRANGEMENTS

FEDERAL GOVERNMENT
t establishes broad-based incentives and the legislative environment
t plays a coordinating role with the other stakeholders
t designs and administers block funding to states
t establishes broad program guidelines and eligibility criteria, including target populations
t establishes and calculates low-income cut-off definition and measurement
t provides rent subsidies
t designs and administers federal tax credits (including the LIHTC) and other tax preferences
t monitors and evaluates success of program based on input and data from other participating organizations

STATE GOVERNMENTS
t state governments and agencies coordinate activities of local governments
t administer distribution for federal tax credits and grants to municipalities and local housing authorities
t administer eligibility for federal tax incentives
t provide supplementary block and tax funding and rent subsidies
t set detailed eligibility criteria in consort with federal government
t set eligibility criteria for property tax relief
t participate in monitoring and evaluating success of program

MUNICIPAL GOVERNMENTS
t regulate and administer local housing authorities and corporations
t contribute financial capital, land and redevelopment properties
t participate in monitoring and evaluation
t establish rates for property tax relief, administer and ensure compliance

LOCAL HOUSING AUTHORITIES AND CORPORATIONS
t administer individual housing projects, including construction/rehabilitation and operation
t administer distribution of all block funding, rent subsidies and certification of eligibility for all tax credits

and incentives
t collect and assemble quantitative data and other information required for monitoring and assessing

success of program

FOR-PROFIT-SECTOR (Developers, Construction Companies, Property Managers, Financial
Institutions)
t Provides commercial services in the areas of construction/property rehabilitation, property management,

commercial financing
t Syndicates, markets and utilizes tax credits, block funding and other incentives
t Makes funding contributions through low interest loans, deferred equity returns and direct financial

contributions
t Makes in-kind contributions in the form of expertise, services and materials

NOT-FOR PROFIT SECTOR
t Provides charitable funding
t Sometimes provides core capital funding–frequently at below market rates
t Makes in-kind contributions in the form of land, property for rehabilitation, materials and labour
t Manages land trusts for land contributed for use in affordable housing projects
t Actively assists in guiding the administration of some affordable housing projects
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C. The Principal Characteristics of U.S. PPP Affordable Housing Arrangements

Table II.2 below summarizes the principal characteristics of U.S. PPP affordable housing
structures.  Most of the table is self-explanatory, although a few points warrant emphasis.

FIGURE II.2
PRINCIPAL CHARACTERISTICS OF U.S. PPP AFFORDABLE HOUSING
ARRANGEMENTS

General Characteristics

t the concept of partnership is central to the endeavour

t the for-profit and not-for-profit stakeholders participate directly on a voluntary, contractual basis with the
public sector in meeting social objective of improving the availability of ARH

t relationships between participants are non-hierarchical, instead involving complex interrelated and
complementary responsibilities

t projects are frequently multi-dimensional with elements (e.g., employment and social skills training,
specialized policy goals) that transcend the interests or expertise of a single government department or
program, level of government or private sector organization

t the participation of the various stakeholders is designed to draw upon their specific interests and areas of
expertise based on the principle of comparative advantage so that the whole achieved is greater than the
sum of the parts

t arrangements are complex so that a variety of coordinating and syndicating agencies–both for-profit and
not-for-profit--have evolved to facilitate the process

t there is an overall structure of incentives and facilitating legislation that encourages participation by
private sector partners, including equity investors

t involvement of the for-profit sector tends to be on a strictly commercial basis, though public sector
incentives ensure that both public ARH and private objectives are met

t in-kind contributions, including land, labour or the provision of specialized services are sometimes
provided by the not-for-profit sector, and occasionally by the for-profit sector

t public sector subsidies and incentives operate primarily through the supply side by reducing the cost of
capital rather than through the demand side through rent subsidies

t affordablility targets are achieved by a variety of private sector financing and public sector incentives that
reduce the cost of capital sufficiently to meet low-to-moderate income rent targets

t approved projects must meet very tightly defined affordable rent standards and must remain on-side
throughout the approved life of the project or face penalties

t detailed minimum program criteria are set by the federal government but states are free to refine criteria

t structures are highly decentralized and community based--community development corporations play a
central role in project development, financing and management

t the project approval process is highly competitive, and based on the comparative merit of projects; this
fosters efficiency and innovation

(Continued on next page)
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     9For a succinct discussion of this, see Pomeroy et al, 1998, especially the discussion relating
to their figures 1.1 and 1.2.  Rent subsidies, including vouchers are, however, still a common

(FIGURE II.2 cont’d)

t the developer is a central figure in the partnership

t the duration of the project tends to be long-term in nature--a minimum of 18 to 30 years

t core private sector participants (as well as the public sector) make long-term commitments to the project;
exit conditions are legislatively and contractually specified

t responsibility for the overall success of the endeavour, risk exposure and decision making are all at least
partly shared among the core stakeholders

t relationships between participants tend to by synergistic and to involve and grow over time in response to
obstacles, learning and innovation

t certain core investors–including non-profit faith-based groups, charities, foundations and some ethical
funds--may be willing to assume a higher risk or a lower rate of return indefinitely

t the public sector is typically not the manager of ARH properties

t the public sector bears primary responsibility, although with other stakeholder input, for ongoing
monitoring of the success of the project; it modifies key activity parameters as required, within the limits
of the legal framework established with the other stakeholders

t broad policy frameworks are relatively stable so that private sector participants can plan and function
efficiently

Characteristics Specific to Equity Investment

t government equity incentives are targeted initially at the developer but may be transferred to private
sector investors

t the principal equity incentive for equity investors is the Low Income Tax Credit (LIHTC)

t the Community Reinvestment Act (CRA) provides a powerful incentive for banks and other financial
institutions to make ARH equity investments through the LIHTC vehicle

t the LIHTC combines certain desirable features common to both tax incentives (e.g., IRS administrative
overview, deducted from tax payable, subject to tax audit for compliance) and direct grants (e.g.,
discretionary, capped rather than open-ended, decentralized program administration)

t equity capital is usually contributed up-front by a number of private sector partners, and repaid from the
project and government tax incentives over a number of years

t project approval requires that assistance from a variety of private and public sector sources be
assembled–the LIHTC alone is insufficient to reduce capital costs enough to meet affordability standards

t some equity investors will participate without LIHTC incentive, however, the LIHTC and other
incentives are crucial to the project achieving rental affordability targets

t equity investors are sometimes willing to defer a portion of their returns until the project is converted to
market-level rents or until the minimum holding period requirements are met

A fundamentally important characteristic of ARH PPPs is that achievement of affordable rent
targets is pursued primarily from the supply side through capital subsidies and lower cost equity
financing, rather than from the demand side through rent subsidies.9  Capital subsidies in U.S.
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component of the overall package but the overall trend toward capital subsidies is nevertheless
obvious.

     10Appendix B contains a discussion on the comparative merits of different policy options to
reduce the COC for equity investments in ARH PPP projects.

ARH PPPs are typically complex and come through a variety of tax incentives and direct
subsidies provided by HUD and state and local governments.  The idea is that capital subsidies
directly stimulate the construction of new rental properties or the conversion of existing vacant
properties to active use by lowering the cost of capital (COC) for developers.10  There should be
less likelihood that government incentives are merely capitalized into rents when the subsidies
serve to actively expand the stock of rental units than when they merely increase competition
among renters on the demand side.  However, there is evidence that quality rental housing projects
are not always in ready supply and that bottlenecks sometimes arise (Cummings and DiPasquale,
1998). In the presence of such bottlenecks, adequate new units may not get built, even though
there may be a pressing need for additional affordable housing from renters.  Both supply side (i.e.
capital subsidies) and demand side (i.e. rent subsidies) may therefore be necessary components of
an overall effective affordable housing strategy.

The issue of risk diversification relates intimately to equity investment in ARH PPPs.  The intent
is that each stakeholder has an underlying interest in the success of the overall endeavour and will
experience some loss if the project is unsuccessful and reap rewards if it is successful.  From the
perspective of government, risk sharing through joint equity contribution is a crucial aspect of
ARH PPPs and is a key guidepost for assessing the soundness of a project.  It is only through this
mechanism that the government potentially dissipates a portion of its own risk exposure, which is
one key consideration that motivates ARH PPPs in the first place.

It is important that risk-reward tradeoffs for both the public and the private sectors be symmetrical
and fair.  PPPs have been criticized in the past because of a common perception that governments
ultimately bore most of the downside risk, while the private sector reaped all of the upside gains. 
On the other hand, private sector investors cannot, in general, be expected to take on investments
with a below-average expected yield for the degree of risk assumed, or an above-average risk for
the expected yield.  Thus, the private sector’s risk-adjusted expected gain should be consistent
with risk-return tradeoffs in private markets (but see below).

The benefits of risk diversification to the government do not necessarily hinge on the assumption
that the private sector has a lower COC than the public sector for a project of given riskiness. 
Indeed, critics of affordable housing and other types of PPPs frequently make the counter claim
that the government has a lower cost of capital than the private sector.  A variety of factors are
used to support this claim, including, the broad access of governments to tax revenue, the looser
restrictions on their ability to borrow and (at least in the case of the federal government) to print
money, and because of the broad span of governments’ legislative and regulatory reach, which can
be called upon if needed to reduce its risk in certain contexts.
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Rather, benefits of risk diversification arise because, if structured effectively, ARH PPPs have the
potential to reduce the aggregate risk of projects below the level that any given participant could
achieve if it was acting on its own.  The point is that if (at the same or a lower cost) the likelihood
of the project being successful is increased under a PPP structure, then the benefits of risk
diversification are achieved.  It is through this means that exposure to capital loss is reduced for
both governments and the private sector in PPPs.  If real economic efficiencies are achieved
through the joint participation of both private and public sector partners, then overall efficiency
savings might offset any higher cost of capital for the private sector.

Even if the COC is lower for the government than for private sector firms, this does not
necessarily imply that there are lower economic costs associated with public sector equity.  This is
because government borrowing and increased taxes required to fund such investments can impose
dead-weight costs on the economy through distorted consumption, investment, work and other
choices.  The resulting loss in aggregate economic output has to be included as an indirect cost. 
Perhaps the more relevant consideration on the public side is the marginal cost of public funds
(MCPF), which takes into account the welfare effects of such government-induced distortions. 
Research shows that the MCPF can be quite high (Dahlby, 1998).

While the environment for equity investment in ARH PPP structures in the U.S.is dynamic and
synergistic, the public incentive structure has the important feature of being comparatively stable. 
The U.S. government has recently made a long-term commitment by making the LIHTC incentive
a permanent instrument.  Thus, the private sector participants can count on the program remaining
in effect.  This permits them to engage in effective long-range planning rather than wasting
resources on keeping abreast of, and adapting to, an ever-changing policy environment.  Indeed,
numerous private sector participants expressed to the author the importance of program stability
in the area of affordable housing.  The view was that a record of policy instability taints PPP
relationships and drives the private sector away from participating.

One important aspect of this relates to the exit rules in place for equity investors (as well as other
participants).  Despite the best of intentions, in the long term private corporations and other equity
investing organizations can cease operations or change the orientation of their operations so that
their continued participation in an ARH project is either not possible or not desired.  Also, some
participants (including, as we will see, some social/ethical funds) are not geared to long-term
participation and can only take on short-term commitments.  Therefore, it is commonly the case
for clearly-defined exist rules to be established at the time the project is set up that apply in
specified circumstances or at established benchmark periods over the life of the project.   This
ensures that the partnership can survive the withdrawal of partners in the PPP arrangement by
facilitating their replacement with other similar organizations that are interested in participating. 
The LIHTC incentive is somewhat flexible in this regard since remaining unclaimed credits can
be sold to other investors.
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     11Pomeroy, et al (1998) provide a general overview of U.S. structures and present a number of
case studies relating to the implementation of different arrangements.

D. The Key Specific Components Relating to Equity Investment

This section briefly describes the key elements of U.S. affordable rental housing PPP
arrangements that relate to equity investment.11  Chapter IV describes how a number of these
features have an impact on the ability of ethical and socially responsible funds to participate in
such arrangements.

The Project Developer

While it might seem odd to include the private sector project developer in this context, he is, in
fact the key entity in U.S. affordable rental housing arrangements.  Acting in consort with other
supporting organizations, the developer conceives and designs the overall ARH structure, arranges
both equity (cash and in-kind) and debt financing from a variety of private and public sources, is
the focal point for the federal government investment incentive (the LIHTC), and is ultimately
responsible for the success of the project.

The Private Sector Investors

The private sector equity investors in U.S. affordable rental housing partnerships are typically
highly diverse and frequently include many of the following: the developer, banks and financial
institutions, other corporations, individual investors, faith-based organizations, charities and
philanthropic organizations, and non-profit community development corporations.  The
heterogeneous nature of the participants, including equity investors, is one of the characteristic
feature and strengths of the U.S. PPP model.  Contributed equity may be either in-cash or in-kind,
with the latter sometimes taking the form of land, which may be assembled through community
land trusts.  Occasionally, equity may even take the form of contributed labour or building
materials.

The key equity investment incentives–the LIHTC and the CRA–are central to the U.S. model. 
Some equity investors may, however, be motivated in part by a desire to make a positive
contribution to their community, including, as discussed in Chapter IV ethical or social fund
investors.  Some equity investments made through ARH partnerships entail some sort of
concessionary element–that is, they are made on terms that are somewhat preferential in
comparison to normal market investments.  This is an important feature of PPP arrangements
since it lowers the cost of capital and ultimately rents for ARH projects.  Concessions may take
the form of above average risks or below market returns.  Other investors might be more flexible
in terms of the structure of the investment that they are willing to accept.  For example, some
investors might be willing to accept a reduced rate of return for an extended period of time (for
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     12The original commitment period of 15 years under the LIHTC was increased to 30 years
under a 1989 amendment to the legislation.  While a property owner may elect to end low-
income use of the property after 15 years under specified circumstances (see discussion below),
current low-income tenants may not be evicted for a further 3 years.  This effectively provides a
minimum guarantee of 18 years of affordability.

     13See the NCDI website, http://www.ncdi.org/) 

     14CDCs have been involved in for most of the affordable housing developed in the U.S. over
the past decade.  The term CDC refers to a category of nonprofit corporation that satisfies the
general conditions of section 501 (c) (3) of the U.S. Internal Revenue Code relating to nonprofit
organizations.  CDCs typically have voluntary boards and may be organized by diverse
community groups representing, for example, residents, local business proprietors, congregations
and community activists.  According to a 1998 survey by the National Congress for Community
Economic Development (NCCED), there are approximately 3,600 CDCs operating in the U.S. 
Many CDCs have become quite sophisticated developers of affordable rental housing, patching
together private and public funding, coordinating complementary social services and overseeing
the ongoing management of the project.  CDCs are members of a more general group of
nonprofit organizations–community development financial institutions (CDFIs, see chapter
iii)–that are intimately involved in community development.  There are severe critics of the
central role played by CDCs in U.S. affordable housing (see, for example, Stoecker, 1996).

example 18 to 30 years under LIHTC-funded projects12) in return to a higher return after that time
when the property is expected to be converted to market-level rents.  Such property conversion
can provide an investment “sweetener” for investors, since it increases the value of the property. 
This raises the issue of investment take-out or exit provisions, which can be of paramount
importance to many equity investors.  

The National Community Development Initiative

One innovative equity program is the National Community Development Initiative (NCDI).13  The
NCDI is a private partnership initiative involving a number of major national U.S. corporations
and foundations, HUD and scores of local public and private organizations.  The purpose of the
partnership is to assist community development groups in various initiatives, including the
construction and restoration of affordable low-income owned and rented housing.  The
participating national corporate and other partners make a 10-year commitment of funds, which
for the period 1991-2001 totalled over $250 million.  These funds were contributed to community
development corporations (CDCs)14 and CDC projects in 23 participating cities, and were in turn
used to leverage more than $2 billion in additional funding from more than 250 local partners,
including state and city governments, foundations, banks and other corporations.  For the next 10-
year period, which began in July 2001, the partners have so far committed an additional $110
million in core funding.  Core funding is provided to projects in two forms–low interest loans
(51% of funding) and grants (49%).  Two leading nonprofit lending and granting institutions–the
Local Initiatives Support Corporation (LISC) and the Enterprise Foundation (Enterprise)–operate
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as full partners in the initiative, managing NCDI’s investments and contributions and providing
financial and technical assistance to CDCs and other participating local organizations.  LISC and
Enterprise therefore act as intermediaries in assembling national resources for community
investment.

Government Incentives

Low Income Housing Tax Credit (LIHTC)

The U.S. LIHTC program is currently the main federal supply-side subsidy available for
investments in affordable rental housing projects.  It is difficult to exaggerate the importance of
the LIHTC; the Enterprise Foundation estimates that the credit is associated with 94% of the
affordable rental housing produced annually in the U.S. (Pomeroy et al, 1998, p. 11).  Because of
the importance and complexity of the LIHTC program, it is described in detail in the next section
of this chapter.  However, a few general features of the incentive warrant emphasis here.

Under the provisions of the LIHTC, equity capital is contributed by private corporations and other
investors in exchange for tax credit entitlements.  The credit rate is either 4% or 9% depending on
the characteristics of the investment.  The aggregate amount of credit available annually is capped
and therefore tightly controlled.  Many states provide supplementary tax credits that piggy-back
onto the LIHTC.  A key feature of the incentive is that the private equity capital is typically
contributed up-front when the ARH project is commenced, while the tax credits can only be
claimed in annual installments over a subsequent 10-year period.  Penalties can be exacted, not
only over the 10-year period but well beyond if the project does not meet its affordability
commitments.

Another important feature of the LIHTC incentive is that it is targeted at the developer, not the
investor, and is insufficient alone to permit qualifying projects to achieve affordability targets. 
Developers, with the aid of syndicators and community development organizations, must
therefore assemble additional equity and debt financing from a variety of sources in order to be
successful in obtaining approval.  Thus, the LIHTC is designed to encourage ARH PPPs through a
competitive bottom-up approach, and to foster the partnering environment.

Community Reinvestment Act

The CRA is intended to encourage federally regulated depository institutions (banks and savings
associations) to help meet the credit needs of the communities in which they operate, including
low- and moderate-income neighbourhoods.  It was enacted by the Congress in 1977 and is
implemented by Regulations, which were revised in 1995.  The CRA is designed to discourage
banks and other regulated financial institutions from”redlining” (or discriminating against) lower
income communities, and creates an incentive for their active community participation.  Under the
CRA, the record of each insured depository institution in meeting community requirements is
evaluated periodically by federal regulatory agencies.  Each institution’s record is taken into
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     15See the NASLEF website, http://www.naslef.org/

account in considering its applications for deposit facilities, including mergers and acquisitions. 
Neither the CRA nor its implementing regulation set out specific criteria for performance ratings;
instead, the legislation specifies that the evaluation process should be based on each institution's
specific circumstances.

While the CRA encourages community investment on the part of financial institutions, it does not
require them to make high-risk investments and is not supposed to jeopardize sound financial
decisions.  Desire by financial institutions to stay onside of CRA regulators provides a powerful
incentive for such institutions to participate in in low-to-moderate-income affordable housing
projects, including through participation in the LIHTC program.  Indeed, as discussed in chapter
iv, the CRA has contributed to fierce competition among potential equity investors for LIHTC
credits.

Non-Profit Syndicating/Coordinating Enterprises

Nonprofit syndicates play an important role in developing and financing affordable rental housing
PPPs in the U.S.  Some syndicates–most notably the Local Initiatives Support Corporation (LISC)
and the Enterprise Foundation (Enterprise)–operate the national level, while others–for example
the Ohio Capital Corporation for Housing–are strictly state-level in scope.  The principle activities
of most syndicates include the following: (1) marshalling private sector resources; (2) extending
financial and technical support for developers, CDCs and other community-based organizations;
(3) working with CDCs and local/state housing officials to coordinate the activities of the various
stakeholders involved in affordable housing; and (4) monitoring projects during and after
construction to ensure compliance with financial objectives and regulations.  Some syndicates, for
example LISC, also provide CDCs with property management training programs.

The Role of Equity Funds

As one important component of their activities, the syndicates typically operate equity funds
connected with the LIHTC.  For example, LISC operates the National Equity Fund, the New York
Equity Fund, the California Equity Fund, and various single-investor funds, and Enterprise
operates equity funding through its Enterprise Social Investment Corporation.  The equity funds
organize partnerships that enable investors (almost exclusively corporations) to make equity
investments in affordable housing projects in partnership with CDCs and other community
organizations through the vehicle of the LIHTC.  The National Association of State and Local
Equity Funds15 is a professional, nonprofit association formed in 1994 to promote the efficient
management of equity funds. 

The Role of Limited Partnerships

The syndicator’s relationship with investors will typically be structured as a limited partnership. 
The syndicator functions as the general partner and the investors as limited partners, with risk
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     16See MacNevin (2001) for a detailed description of the Canadian and U.S. REIT rules,
including the UPREIT and DownREIT rules for U.S. vehicles.

     17SHAs also administer funding provided by the federal the Mortgage Revenue Bond program
and the HOME program.

exposure of the latter restricted to the amount of their investment.  The affordable housing
property is also generally structured as a limited partnership, with the developer often functioning
as the general partner.

Property Conversion and the Role for Development Trusts (REITs)

While many affordable housing PPP arrangements are structured to remain indefinitely in that
role, some may be structured to return to market-level rents after a finite holding period. 
Although conversion of an affordable housing property to market rents is attractive to investors, it
of course terminates the original role for the property as an affordable housing unit.  This can be
of great concern to housing officials because it can result in a contraction in the number of
affordable units.  Indeed, it was this very concern that lead to the increase in the minimum holding
period from 15 years to 30 years for properties qualifying under the LIHTC (see below).

An innovative arrangement, which has the potential to alleviate the property conversion problem,
has been developed by LISC.  LISC has organized the Community Development Trust (CDT,
http://www.commdevtrust.com/) as the first real estate investment trust (REIT) created
exclusively as an investment vehicle for affordable housing investments.  The primary purpose of
the CDT is to preserve and increase the stock of affordable housing, both through long-term
equity investments in properties and by providing a secondary market for mortgages.  CDT's
investor equity can be combined with tax-exempt financing and tax credits to provide capital for
property development and rehabilitation.  CDT's charter specifically requires that it invest in
assets that meet the requirements of the CRA.  This makes it an especially attractive investment
vehicle for financial institutions, which are its principle investors.

One important objective for CDT is to preserve properties as affordable housing units that would
otherwise be converted to market rents because of expiring funding, including LIHTC and HUD
funding. CDT is actually structured as an UPREIT, which can provide owners of the property with
a deferral of capital gains tax that would otherwise arise at the time that they transfer their
property for an interest in CDT.  Canadian REITs do not currently have rules comparable to the
U.S. UPREIT and DownREIT rules that permit property transfers without triggering capital gains
tax, although the introduction of such rules has been suggested.16

State Housing Agencies

State housing agencies (SHAs) administer and coordinate public programs for affordable rental
housing and other housing initiatives.  SHAs administer the LIHTC program.17  A nonprofit
national organization, the National Council of State Housing Agencies (NCSHA,
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     18Danter Company http://www.danter.com/taxcredit/stats.htm.

http://www.ncsha.org) was created by the SHAs about 30 years ago to coordinate and leverage
their federal advocacy efforts for affordable housing.

E. The Low Income Housing Tax Credit

1. How the Program is Funded

The LIHTC program is currently the most important supply-side incentive for encouraging
investment in affordable housing in the U.S.  The credit is available for any type of rental housing
that satisfies the eligibility criteria, including apartments, single family houses, duplexes, town
homes or condominiums.  The LIHTC was introduced by Congress under the Tax Reform Act of
1986.  The credit replaced a variety of earlier affordable housing incentives that had been
eliminated, most particularly the Section 8 New Construction/Sub Rehab program that had been
terminated in the early 1980's.  Throughout much of the early part of its life the LIHTC operated
under the threat of short-term “sunset” provisions.  Indeed, it was actually suspended on several
occasions pending last minute extensions by Congress.  In 1993, Congress approved a permanent
extension of the program, which had an important effect on instilling confidence among both
current and prospective equity investors.

The LIHTC is operated on a decentralized basis as a cooperative program between the federal
government and the states.  Under the program, federal income tax credits are allocated to
individual states on the basis of a per capita funding formula.  When first introduced and up until
the year 2000, the per capita credit was $1.25 per person residing in the state.  In 2001 the per
capita allocation was increased to $1.50 and is to increase again to $1.75 for 2002; beginning in
2003, the per capita allocation will be indexed to the rate of inflation.

Since its inception in 1987 to 2000, the LIHTC program has allocated $4.75 billion in federal tax
credits for low income housing units.18  In LIHTC databases, the dollar allocations represent only
the first year of credits assigned to the projects.  Since (as discussed below) credits are taken over
a 10 year period, the total amount committed from the Treasury is 10 times the amount
allocated–or $3 to $4 billion per year in recent years.  The total number of constructed and
rehabilitated units involving credits has averaged about 83,000 per year.

2. Types of Affordable Housing Investments Qualifying for the Credit

Although the LIHTC is administered at the state level by state housing agencies, the federal
government has established detailed policy guidelines that must be adhered to by all qualifying
projects.  The principle federal criteria are as follows (Internal Revenue Act (IRA), Sec. 42):

1. expenditures qualifying for the tax credit must be exclusively
S new construction
S rehabilitation, or
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     19AMGI is adjusted by HUD for family size.

     20In actual practice, however, most units produced under the LiHTC program are qualifying
units–that is, units reserved for low-income use, with restricted rents, and for which low-income
tax credits can be claimed.  In total, 96% of units placed in service between 1995 and 1998 were
qualifying units, and 88% of projects were composed almost entirely of low-income units.  Only
a very small proportion of the properties have qualifying ratios anywhere near the program’s
minimum cut-off requirements (Source, HUD website, LIHTC database).

     21State agencies are responsible for monitoring projects and ensuring compliance with federal
requirements relating to such factors as occupancy, income limits of tenants and rent levels.  If
non-compliance is detected and not corrected, the tax credits may be denied and even recaptured.

     22Generally, owners of properties must place the properties in service within 2 years of
carryover allocation or the credits are returned to the state for reallocation to other projects. 

S acquisition and rehabilitation

2. either
S 20 percent or more of the residential units in the project must be both rent

restricted and occupied by individuals whose income is 50 percent or less
of area median gross income (AMGI19), or

S 40 percent or more of the residential units in the project must be both rent
restricted and occupied by individuals whose income is 60 percent or less
of AMGI, and

3. properties receiving tax credits must stay eligible for at least 30 years

In condition 2, a rental unit is rent-restricted if the gross rent for the unit does not exceed 30% of
the  annual income for the project’s targeted low-income group (Sub-para. 42(g)(2)(A)).  Note that
by condition 2 as well, the majority of units in an affordable housing project that is financed in
part by LIHTC may not be low income units; as discussed below, LIITC is earned only in respect
of costs associated with low income units in the project.20

The commitment required of the developer in condition 3 was originally for 15 years but in 1989,
congress amended the period to 30 years (Sec. 42(h)(6)).21  However, a property owner may elect
to end low-income use of the property after 15 years if, after being notified by the owner, the state
housing agency cannot find within one year a purchaser who is willing to retain the property in
low-income use (Sec. 42(h)(6)(E)).  If the property is converted after 15 years, however the owner
may not evict the low-income tenants for 3 years; this effectively provides a minimum guarantee
of 18 years of affordability.  Note that, as discussed below, the tax credit is claimed by an investor
over a period of 10 years, which is much shorter than the commitment made on the usage of the
property.22  In practice, about a-third of tax credit properties are permanently dedicated to low-
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     23The LIHTC is not a refundable tax credit so that it may be claimed only by taxpayers with
sufficient federal tax otherwise payable.  The tax credit amount claimed by an individual may not
exceed $7,500 but there is no limitation in the case of a corporation.

income use (see Missouri Housing Development Commission Fact Sheet
http://www.mhdc.com/news/Fact%20Sheet-LIHTC.html).

Eligibility for credits is a competitive process and a developer may outbid a competitor either by
paying more for the credits, which reduces their net after-tax value, or by building into his
proposal affordability elements that exceed the minimum requirements.  For example, a successful
project might guarantee to the administrators that 50 percent of more of the units will be rent
restricted and occupied by individuals with incomes that are 45 percent of less of the AMGI and
that the property will qualify for a period of 35 years.

3. Tenants Eligible to Live in LIHTC Units

Under federal program guidelines, a family is eligible to live in an LIHTC unit as long as
management determines that its income does not exceed the maximum allowable income for their
household size.  Based on the discretion of the project management, LIHTC units can also be
occupied by households using HUD Section 8 certificates (rent vouchers), provided that the rent
being charged for the unit does not exceed the area's Fair Market Rent (FMR), or in other cases if
the renter pays the difference.

4. How Tax Credits Are Allocated to Projects

The IRS issues tax credits to state housing agencies, which screen affordable housing proposals
put forward by developers.  After receiving tax credit allocations from the state, based on
projected financial resources, profile of rents for the projects and other relevant information,  the
developer assembles the actual financial resources for the project.  Typically, these include: one or
more conventional mortgage loans provided by a private lender, loan consortium, or public
agency; concessionary financing and grants from public or private sources, often referred to as
“gap financing”; and equity paid by the developer or, typically, a private investor in exchange for
the flow of tax credits.  Some projects, particularly those developed by non-profit organizations,
may include some additional equity from the developer or from limited partners; in addition some
projects may have tenants who receive other government subsidies, such as Section 8 vouchers.

After receiving the tax credits, the developer may claim them directly on special tax return forms,
but frequently, either because of IRS regulations, program restrictions or inadequate tax liability
on the part of the developer,23 this may not be possible.  In such cases, the developer sells the
credits directly to investors or indirectly through a syndicator.
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     24The oldest nonprofit tax credit syndicator is the National Equity Fund (NEF), which was
established by the Local Initiatives Support Corporation (LISC) in 1987.  Another nonprofit
syndicator with a national focus is the Enterprise Social Investment Corporation (ESIC).

     25Of the total amount invested in LIHTC projects, approximately 66% is invested in equity
funds, while the remainder is invested directly in individual projects (Cummings and DiPasquale,
1998a).

     26The importance of the initial equity in leveraging other financing is because, in the event of
insolvency, equity investors are essentially the last in line for repayment and thus bear a high risk
burden.

     27Essentially, it must be a civic league or organization, an employee association, or a
community chest, fund, or foundation, organized and operated exclusively for religious,
charitable, scientific, testing for public safety, literary, or educational purposes, or to foster
national or international amateur sports competition, or for the prevention of cruelty to children
or animals.

Syndicators act as brokers of the credits for multiple developers and investors, and establish
equity funds that finance a variety of projects.24  It is common for properties to be owned by
limited partnerships that are established by the syndicates.25  The general partner would typically
be the developer, while the limited partners, whose at-risk amount is confined to the amount they
invest, may consist of financial institutions, other corporations or private investors.  The
formation of such equity pools by syndicators permits investors to diversify their risk by investing
in a group of different properties.  Syndicators also perform additional services for both
developers and investors, such as asset management, legal, accounting and other technical
assistance, bridge loan financing, project monitoring.  Syndicates are also intended to play a
crucial role in bringing together a variety of different investors with an interest in affordable
housing and thus are supposed to be a central element in fostering PPP arrangements.  In addition
to several private and non-profit national and regional syndicators, several states and
municipalities have established local equity funds.

After an investor acquires tax credits, he applies them against federal tax liability.  The price that
the investor pays per dollar of tax credit is a critical element in determining his rate of return on
the investment although, as discussed below, other factors can also have important effects.  The
investment capital raised through the LIHTC typically provides the main equity financing for
affordable housing projects and is used to leverage other capital,26 principally through mortgage
financing but also through various forms of public or private sector assistance.

Special Rules for Nonprofits

The IRA requires that each state reserve a minimum of 10% of its credit allocation for nonprofit
developers (Sec. 42(h)(5)).  To qualify as a nonprofit organization under this provision, an
organization must be exempt from tax, have certain characteristics,27 and have as one of its
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     28There is a small but growing secondary market in tax-credit investments (Cummings and
DiPasquale, 1998a).  The seller receives the difference between a guaranteed return to the
purchaser and the actual return realized on the fund.  Currently the spread is 300-500 basis
points.  Some investors sell off their holdings when their tax situation deteriorates and the credits
are no longer useful to them.

     29Some states, for example Texas, supplement this with alternative methods.

exempt activities the fostering of low-income housing.  In addition, the nonprofit organization
must materially participate in the development and ownership of the project throughout the
compliance period, which could be achieved by being the managing partner in a general
partnership arrangement.

While pension plans are non-taxable, they would not qualify under this provision because of the
other restrictions.  A pension plan could, however, otherwise acquire credits competitively and
resell them to a taxable individual or organization.  However, this would result in the pension plan
receiving a reduced margin of return in comparison to other taxable organizations against which it
would be bidding to acquire the credits.28

5. Determining the Amount of the Credit and Investor Returns

The amount of  LIHTC for which a developer qualifies depends on the project’s development
costs and the tax credit rate that is in effect at the time.  Most states use the concept of a project’s
“qualified basis” to determine its LIHTC entitlement.29  Under this approach, the LIHTC
entitlement in respect of a project is determined by the following three formulae

A. eligible basis = (projects total development costs) - (non-depreciable outlays)

B. qualified basis = (eligible basis) x (high cost area adjustment, if applicable) x (project’s
low income portion)

C. LIHTC amount = (qualified basis) x (LIHTC rate)

The non-depreciable outlays component of total development costs in equation A includes such
things as land, rent reserves and marketing costs; LIHTC cannot be earned in respect of such
outlays.  The eligible basis of a property is also reduced by the amount of any federal grants
received for the project (Sec. 42(d)(5)(A)).  The developer may voluntarily further lower the
amount of his project’s eligible basis in order to gain a competitive advantage over other projects
applying for LIHTC.  The high cost area adjustment in equation B is equal to 1.3; it applies to
both Qualified Census Tracts (QCTs) and Difficult Development Areas (DDAs), which are
defined by HUD.  A QCT is one for which, based on recent census data, 50% or more of the
households have an income that is less than 60% of the area median family income.  A DDA is an
area designated by HUD to have high construction, land, and utility costs relative to its median
gross income.
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     30For a rehabilitation project to qualify for the full 9% credit, the low-income units must be 
substantially rehabilitated, which means at least $3,000 per unit or 10% of the building's adjusted
basis.

     31The (approximate) 9% and 4% rates published each month are actually calculated as the
rates that give discounted costs to the federal government, over the 10-year period for which
credits will be claimed of, respectively 70% and 30%.  Some states provide supplementary tax
credits.  For example, Hawaii offers a credit of 30% of the federal credit and waives their 4%
state excise tax as well.

     32The value of tax credit allocated to a project is limited to no more than the amount necessary
to ensure its financial feasibility.

     33In order to keep their investment projections conservative, many investors assume no
residual value for the investment (68% of investors) and no positive cash flow (75%) (Cummings
and DiPasquale, 1998a).

     34In the example, it is assumed that all of the equity is paid into the project at time 0.  While
this is a standard actual practice, it is also not uncommon for the equity to be paid in over a

In equation C, the low income portion of a project is the lesser of, (1) the percentage of low
income units to total units, and, (2) the percentage of square footage of the low income units to the
square footage of the total units.  The LIHTC rate in equation C varies somewhat and is published
monthly.  For projects that are new construction or substantive rehabilitation, the tax credit rate is
approximately 9% per year,30 which entails a present value cost to the government over the 10-
year period for which the credit is claimed of 70% (at a blend of Treasury Bill rates).  For projects
that entail building acquisition, minor rehabilitation, or federally subsidized loans at below-market
rates, the credit rate is approximately 4% per year (yielding a present value equal to 30%).31  The
9% and 4% rates are used to determine a project's initial tax credit reservation.  A project's final
(placed-in-service) tax credit allocation is based on actual project sources and uses of funds, the
financing shortfall and the actual credit rate that is in effect for the month each building is placed
in service or in an earlier month elected by the sponsor.  The allocation cannot exceed the initial
reservation amount and may be reduced if an analysis establishes that excess equity proceeds
would otherwise accrue to the project.32

Table II.1 below provides sample calculations of how the tax credit amount would be calculated
in different circumstances.  All of the examples in the table are based on the assumptions that
there is no terminal capital gain on the properties and that the low-income units are maintained in
low-rental use indefinitely.33

In Table II.1, the annual credit (row 8) is the undiscounted, gross amount going to the investor for
each year of the 10-year period for which the credit may be claimed.  To determine the net equity
capital accruing to the project, it is necessary to discount the flow of credits at the investor’s
required rate of return and subtract off the syndicator’s margin (assuming one is involved).34  For
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period of years--sometimes as many as 8 years.

     35In the example, the net equity to gross credit ratio is 49.5%, which is very close to the
average of 52% achieved over the life of the LIHTC program (Cummings and DiPasquale,
1998a, Table C-16).  However, in recent years this ratio has increased considerably and in 1997
approached 70%.  This is owing to a number of factors relating to competitive conditions,
including, shortages of viable projects, competitive squeezing of syndicator margins, and reduced
rates of return accepted by investors, particularly financial institutions who use the LIHTC
program to receive favourable assessments from regulators administering the CRA requirements.

     36The net present value cost to the federal government in example 1 is 70% of the gross credit
amount of $3.6 million ($2.52 million) since the 9% LIHTC rate is set to achieve that result at
the blend of T-Bill rates used by the government for purposes of the LIHTC.

     37This is calculated by dividing the percentage reductions in gross rents in each case by .8, the
percentage of low-rent units–e.g., 18.3/.8 = 22.9, etc.

     38For example, with equity gap financing, a 25% drop in the rate of return to equity that
investors were willing to accept (i.e./ from 10% to 7.5% in example 1 in the table) would permit
gross rents to fall by a further 10%.

example, in example 1, after discounting the annual credits at the investor’s required rate of return
for the project (14%) and subtracting off a syndicator margin of 10% of the gross credit amount,
the net equity accruing to the project is just under $1.8 million.35  That is how much the investor
would be willing to pay for the flow of future tax credits in order to achieve his rate of return
target for the project.36  Naturally, if a developer is able to sell the credits directly to an investor
without involving a syndicator, then a greater portion of the cost will accrue as equity to the
project (assuming the developer’s administrative costs are less than the syndicator’s).  Tax credits
will tend to accrue to the investor with the lowest required rate of return since such an investor
will be able to pay the highest price for the stream of credits. This feature of the LIHTC is
supposed to enhance efficiency but it has given rise to some problems (see below).

Row 18 shows that the rents in examples 1, 2 and 3 drop by, respectively, 18.3%, 10.6% and 7.6%
after the introduction of the LIHTC.  Assuming all units would have the same rents without the
credit, this would result in rent reductions for the low income units of 22.9%, 13.3% and 9.5%,
respectively.37  Of course, the project in example 2 also benefits from the federal low interest rate
loan, which would further lower rents.  If the subsidies are not enough for the projects to achieve
the low-rent requirements for the LIHTC program, the developer would have to do one of the
following: (1) seek additional concessionary financing from either public or private sector
sources;38 (2) accept a reduced rate of return on the project; or (3) take other steps to lower costs. 
The competitive nature of the LIHTC application process has been discussed; if a given investor is
not able to both meet the minimum conditions of the program and incorporate features in his
proposal that are better than those of his competitors, he will not be successful.
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TABLE II.1
EXAMPLES OF AFFORDABLE HOUSING PROJECTS FINANCED WITH LIHTC

EXAMPLE 1 EXAMPLE 2 EXAMPLE 3
No LIHTC With LIHTC No LIHTC With LIHTC No LIHTC With LIHTC

1 Total project cost1 7,000,000 7,000,000 7,000,000 7,000,000 7,000,000 7,000,000
2 Land & other Non-deprec outlays 2,000,000 2,000,000 2,000,000 2,000,000 2,000,000 2,000,000
3 High cost area adjustment 1 1 1.3 1.3 1 1
4 Low income portion 0.8 0.8 0.8 0.8 0.75 0.75
5 Qualified basis [(row 1-row 2)*row

3*row 4] 4,000,000 4,000,000 5,200,000 5,200,000 3,750,000 3,750,000
FINANCING
6 Developer's equity (10%) 700,000 700,000 700,000 700,000 700,000 700,000
7 LIHTC rate 0 0.09 0 0.04 0 0.04
8 Annual LIHTC [row 7*row5]] 0 360,000 0 208,000 0 150,000
9 Net Discounted LIHTC equity2 0 1,780,694 0 1,028,845 0 741,956
10 Mortgage (50% of proj cost, row 1) 3,500,000 3,500,000 3,500,000 3,500,000 3,500,000 3,500,000
11 Required gap financing (debt or 

equity) [row 1-row 6-row8-row10] 2,800,000 1,019,306 2,800,000 1,771,155 2,800,000 2,058,044
ANNUAL RENTS, CASH FLOW AND RETURN TO EQUITY
12 Gross rents3 875,000 714,738 875,000 782,406 875,000 808,226
13 Operating Costs4 280,000 280,000 280,000 280,000 280,000 280,000
14 Mortgage interest (at 7%) 245,000 245,000 245,000 245,000 245,000 245,000
15 Other interest if gap financing [row

11] is debt (at 9%) 252,000 91,738 252,000 159,404 252,000 185,224
16 Cash flow: with debt gap financing

[row 12-rows 13 to 15] 98,000 98,000 98,000 98,002 98,000 98,002
17 Return on equity [row 16/(row 1-rows 

9 to 11)] 0.14 0.14 0.14 0.14 0.14 0.14
18 Cash flow: with equity gap financing

[row 12-rows 13 and 14] 350,000 189,738 350,000 257,406 350,000 283,226
19 Return on equity [row 18/(row 1-rows

9 and 10)] 0.10 0.11 0.10 0.10 0.10 0.10

ASSUMPTIONS:
Example1: new development; not in high cost area; 90 units, of which 72 are low income; low-income square footage = 85%; no low-interest federal loan
Example 2: same assumptions as above but project is in a high cost area and in receipt of a federal low interest loan subsidy
Example 3: acquisition/minor rehabilitation; not in high cost area; 72 of 90 units low income; low-income square footage = 75%; no federal low-interest loan

NOTES:
1. It is assumed that the property is maintained in low-rental use indefinitely and that there is no terminal capital gain or loss.
2. Tax credits are assumed to be discounted by investors at 14%, and a syndicator's fee equal to 10% of the gross, undiscounted credit is subtracted.
3. In cases in which there is no LIHTC, gross rents are assumed to be 12.5% of total project costs.  With LIHTC, gross rents are reduced by exactly enough to
maintain the return on equity (with debt gap financing) at 14%.
4. Assumed to be 4% of total project cost.
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     39Capital gains are still assumed to be zero.

The Effect of Property Conversion to Market-Level Rents

As noted, the examples in Table II.1 all assume that there is no terminal capital gain on the
properties and that the low-income units are maintained in low-rental use indefinitely.  It is
possible, however, for a capital gain to be realized or for the properties to be converted to
unrestricted rental status after the mandatory 18 to 30 year holding period.  In this case, the rents
on the low-income units could be further reduced, while still permitting the developer to achieve
the target rate of return; alternatively, rents could be maintained and the developer’s rate of return
could increase.

Permitting properties to be converted to market levels may be an appealing option to SRI funds--
for example pension funds–which may be willing to accept a reduced rate of return over an 18 to
30 year period of low income rental use for the project in return for higher returns after that period
when the rents on all units return to market levels.  Table II.2 shows the effects on the previous
three examples of permitting the properties to be converted to market level rents after the
minimum 18 year holding period permitted under the LIHTC.39  For instance, in example 1, the
LIHTC would cause rents on the low-income units to fall by 25.3% rather than 22.9%. 
Presumably, as well, conversion to market-level rents would increase the likelihood of a capital
gain, which would permit low-income rents to fall even further during the period the property was
maintained in low-income use.  If the property was held for the full legal 30 year minimum
commitment period, rather than the 18 year opting-out period, then the effect of the property
conversion on low-income rents over the holding period would of course be less.

TABLE II.2
EFFECT OF PROPERTY CONVERSION TO MARKET-LEVEL RENTS

Percentage reduction of LIHTC on rents
of low-income units:: Example 1 Example 2 Example 3

- without property conversion 22.9% 13.2% 9.5%

- with property conversion1 25.3% 14.6% 10.5%

NOTE: 1. Low income unit rents are converted to market level after 18 years and the stream of additional rents is
discounted back at the developer’s assumed discount rate of 14%.  The full amount is then applied to reduce rents
on the low-income units.  While the current minimum commitment period under the LIHTC is 30 years, investors
may opt out under specified circumstances after 15 years plus a further 3 year grace period for current low-income
tenants.
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     40In their assessment of the LIHTC, Cummings and Dipasquale (1998, p. 21) estimate that
rents for LIHTC-funded projects were 10% below the national average.  Their more detailed
analysis by unit size and location, however, show more mixed results.  While rents on LIHTC
units are sometimes significantly lower than rents on other units, in other cases they are actually
higher.  Further research is required on this issue.

Assessment of the LIHTC from the Perspective of Ethical Funds

A complete evaluation of the LIHTC is beyond the scope of this study, however, the incentive
appears to be fairly well designed from the perspective of corporate investors, especially banks
and other regulated financial institutions, and from the perspective of non-profit development
organizations.  Indeed, the credit has been generally favourably reviewed by economists
(Cummings and DiPasquale, 1998a.  See also Ernst & Young, 1997, and Abt Associates, 1996).

From an efficiency perspective, the available evidence indicates that the credit may be effective at
reducing rents40, and that a high proportion of the credit is channelled as equity financing to
developers (Cummings and Dipasquale, 1998a).  Also, the efficiency of the credit has improved
over time as competition has squeezed investor returns and intermediaries’ profit margins. 
Indeed, if anything, competition may currently be too intense.  Low vacancy rates in subsidized
projects indicates that there has been little difficulty finding suitable low-income renters.  The
credit is also efficient in the sense that it is designed to provide no more assistance than is
necessary to ensure the viability of any project qualifying for the credit.  The credit induces
outside equity investment, and serves as an important cornerstone for most PPP arrangements.  It
encourages substantial rehabilitation of older dwellings and seems to be expanding the supply of
affordable housing, although to this author’s knowledge, the true global incrementality effects of
the credit have not as yet been rigorously estimated.

The credit works hand-in-hand with the CRA for financial institutions, however, the intense
competition for credits from that quarter may be squeezing out other investors, especially non-
taxable investors (including perhaps pension funds) that would have to transfer at a discount any
credit earned.  While 10% of credits are reserved for non-profit organizations, such organizations
must be intimately involved in the development of the property, which would generally rule out
pension funds and ethical funds.

The LIHTC has provided a stable investment incentive since it was made permanent in 1993,
which gives certainty to investors.  The 18 to 30-year minimum investment commitment period
required of investors might be a problem for some ethical funds, unless the investment project is
structured to permit easy transferability and exit.

The credit also has attractive equity features.  Most project units built are targeted at lower-
income renters and inter-regional differences in costs are taken into account.  Also, the criteria for
qualification require that a minimum percentage of units be rent restricted, as measured relative to
a specified percentage of average regional income; this feature should significantly limit the
extent to which subsidies are simply capitalized into land values and passed through as higher
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     41If ever such a program were introduced in Canada, needs-adjusted transfers distributed under
the program could in principle be taken into account in calculating inter-provincial equalization
entitlements.  If this were done, needy provinces would not be doubly rewarded under the
federal-provincial transfer system.

     42Only a small group of personnel is required at the IRS to administer tax compliance of the
LIHTC.

rents.  From an equity perspective, the credit has one shortcoming in that it provides the same
level of per capita assistance (on a cost-adjusted basis) to all states, irrespective of their relative
housing needs.  A preferred approach, in the author’s view at least, would be to have an inter-state
need adjustment built into the credit distribution formula.41

The credit has a number of desirable features from the perspective of administration.  The credit is
administered on a decentralized basis and therefore is readily adaptable to local needs and
priorities.  State and local governments can piggy-back on the federal credit and, indeed, the
LIHTC is designed to encourage joint participation by other levels of government and private
sector organizations.  In fact, a project will generally not qualify under the affordability targets
established for the program unless supplementary gap funding is attracted by the developer and
syndicating agencies.  The credit mixes certain desirable features common to both tax incentives
(e.g., IRS administrative overview, deducted from tax payable, subject to tax audit for
compliance) and direct grants (e.g., discretionary, capped rather than open-ended, decentralized
program administration).  The fact that state administrative decisions are subject to audit by
federal tax authorities introduces an arm’s-length compliance feature that probably significantly
enhances the continuing integrity of the program.42  The program is complex but this may on
balance be a good thing since it has fostered the development of a wide variety of syndicates and
intermediaries, who coordinate organizations with disparate specialties and areas of
expertise–which is one of the objectives in fostering a partnering environment.  However, as a
practical matter, because of the dominance of CRA-motivated participation by financial
institutions, there may be only limited access for other parties interested participating.  Measures
could be introduced to encourage syndicators to actively seek out the participation of ethical and
SRI pension funds, although the funds would not necessarily have to be eligible for the credit (see
below and the discussion in Chapter V).  In general, it would be desirable to ensure that
administrative procedures facilitate  the participation of any organizations that have a high level of
expertise in affordable housing and a strong commitment to the area, not just financial
institutions.

F. Schematic Presentation of Equity Investment in the U.S. Model

Figure II.3 below provides an overall schematic presentation of equity investment and incentives
under the U.S. approach to affordable housing PPP structures.  The figure is largely self-
explanatory.  The shaded box and associated arrows show that there are two potential routes for
ethical and SRI pension funds to participate as equity investors.
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One route would entail the funds providing direct equity capital as a component of gap financing
to the syndicator (or perhaps directly to the developer).  One option under this approach could be
to structure the arrangement as an investment limited partnership, with the syndicator or developer
functioning as the general partner.  A second option could be to structure the investment as a
REIT since REITs are eligible investments for ethical and SRI pension funds.  One drawback with
providing equity through this direct approach is that the investments would not be eligible for
LIHTC.  This is not a problem per se since other participants in the project would be earning
LIHTC credits (and paying fair market prices for them), which would ensure that the project
achieves affordability objectives and that ethical and SRI pension funds are able to achieve
market-comparable risk/return trade-offs on their investments.  One possible advantage to this
approach is that shorter-term equity investment periods might be approved by state administrators
for investors providing only gap funding in LIHTC-eligible projects.

A second potential investment route is through the LIHTC qualifying process.  In this case, funds
would make up-front equity investments and then would claim associated tax credits over a
subsequent 10-year period.  Ethical and SRI pension funds could bid for credits from developers
(through the syndicator) on the basis of their own discount rates–which might, for some funds, be
lower than those of some other categories of investors.  The principle disadvantage of this route is
that the minimum 18 to 30-year investment commitment might be a problem unless provision is
made in the project design for easy transfer of investments and LIHTC entitlements.  Another
major problem is that the complexity of the program would increase significantly (see Chapter V).



FIGURE II.3
ETHICAL FUNDS IN A CONVENTIONAL U.S. AFFORDABLE RENTAL
HOUSING PPP FINANCING ARRANGEMENT

Investors

Financing Steps:

1. LIHTC allocated to State Housing Authority (SHA) by IRS
2. Developer submits project application for LIHTC to SHA for approval
3. SHA allocates LIHTC to approved developer
4. Developer and/or syndicator arrange primary debt and gap (debt or equity) financing
5. Investors purchase LIHTC credits from syndicator who allocates proceeds to developer as equity capital
6. In return, developer transfers LIHTC credits through syndicator to corporate and individual taxpayers
7. LIHTC rebate claimed by taxpayers from IRS over a period of 10 years
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G. Summary

This chapter examined the U.S. approach to structuring affordable rental housing PPP
arrangements, with particular emphasis on elements relating to equity investment.

In the U.S., ARH PPPs are “joint efforts” between a wide variety of public sector, quasi-public
sector, and private sector organizations.  The private sector equity investors are typically highly
diverse and frequently include many of the following: the developer, banks and financial
institutions, other corporations, individual investors, faith-based organizations, charities and
philanthropic organizations, and non-profit community development corporations.  The private
sector developer is a central figure in ARH PPPs.

A second characteristic is that ARH PPPs are community based.  State housing agencies (SHAs)
administer and coordinate public programs for affordable rental housing.  Community-based
organizations, such as community development corporations (CDCs), also frequently play a
central role in property financing and development.

Because of the large number of stakeholders in ARH PPPs, private sector coordinating syndicates
have evolved to assist with the arrangement of equity and other financing, and project
development and implementation.  The syndicates typically operate equity funds that coordinate
equity financing from a variety of sources, including from investors motivated by tax credit
incentives.  The National Community Development Initiative involves a number of major U.S.
corporations and foundations, HUD and scores of local public and private organizations in a joint
contribution to equity financing for ARH projects.

A third crucial characteristic of ARH PPPs is that achievement of affordable rent targets is
pursued primarily from the supply side through capital subsidies and lower cost equity financing,
rather than from the demand side through rent subsidies.  Two key federal public initiatives play
an important role in encouraging private sector equity financing–the low income housing tax
credit (LIHTC) and the Community Reinvestment Act (CRA).  Under the provisions of the LIHTC,
equity capital is contributed by private corporations and other investors in exchange for tax credit
entitlements that can be claimed by the investor over a 10-year period.  Tax credit entitlements are
distributed by SHAs to developers on a competitive basis, based on the merits of their project
proposal.  However, credits are then frequently transferred through syndicators to the private
sector investors.  The operation of the LIHTC was examined in detail and the credit was generally
found to have desirable efficiency, equity and administrative features.  The CRA works hand-in-
hand with the LIHTC, by creating a federal regulatory incentive for financial institutions to get
involved in community-based projects, including equity investment in ARH.

An important feature of the LIHTC incentive is that it is typically  insufficient alone to permit
qualifying projects to achieve affordability targets.  Developers, with the aid of syndicators and
community development organizations, must therefore assemble additional equity and debt
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financing from a variety of sources in order to be successful in obtaining approval.  This fosters
competition among developers, as well as a general partnering environment.

The chapter examined two potential routes for ethical and SRI pension funds to participate as
equity investors in ARH PPPs.  One route would entail the funds providing direct equity capital as
a component of gap financing to the syndicator (or perhaps directly to the developer).  Under this
approach the investing funds would not earn LIHTC but would be participating in projects with
partners that were eligible for the credit and a variety of other incentives.  A second potential
investment route is through the LIHTC qualifying process.  The appeal of ARH PPPs to ethical
and SRI pension funds could be enhanced by measures to encourage syndicators to actively seek
out the participation of ethical and SRI pension funds.
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     43The main industry organizations for social investing in Canada and the U.S. are,
respectively, the Social Investment Organization (http://www.socialinvestment.ca/) and the
Social Investment Forum (http://www.socialinvest.org/).  Both websites contain useful
background information on the history and structure of the industry in each country.

     44Some ethical funds apply a best-in-class process, supporting, for example, the oil company
with the most environmentally-friendly policies rather than automatically excluding all oil
companies.

CHAPTER III: ETHICAL/SOCIAL INVESTMENT FUNDS: BACKGROUND

A. The Nature of Ethical and Socially Responsible Investment Funds

The terms ethical investment and socially responsible investment (SRI) are commonly used
interchangeably to refer to tradable or reclaimable investments that are motivated in part by
investors’ value judgements about the perceived social desirability of investments.  The terms
tradable and reclaimable are significant since they emphasize the private market nature of such
investments.  A strictly government investment in, for example, a public housing project would
not be considered an SRI as the term is used here.  This, of course, does not preclude government
from partnering with private investors in an affordable housing project or being involved in other
respects.

SRI typically involves all the financial decision-making processes that are a part of a prudent
investment management approach, but it also involves the selection and management of
investments based on peoples’ moral, social or environmental concerns.43  SRI can be undertaken
by individual investors, institutional investors such as pension funds or foundations, religious
organizations, trusts, or through public or private pooled investment funds.  SRI is conventionally
classified in the three following categories, although the categories overlap.

1. Positive and negative screening: This involves the application of social and
environmental guidelines or screening criteria as underlying considerations when choosing
investments.  Negative screening criteria could include such factors as a firm’s
participation in the production of tobacco, alcohol, military or pornographic products,
unacceptable labour practices and standards, including the operation of sweatshops or the
use of child labour, or business practices that are harmful to the environment.44  Positive
screening criteria could include progressive labour-management practices, equitable
employment policies, openness to unionization, and creative approaches to
environmentally friendly business practices or the development of products intended to
protect the environment.  The intent of the screening approach to SRI is presumably
twofold: (1) to give comfort to investors that their funds are being directed towards
activities that accord with their value judgements; and (2) to potentially lower the cost of
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     45The author is not aware of any analysis of the extent to which ethical investment practices
affect the net overall availability and cost of capital for different firms or industries.

     46The Domini Social Equity Fund, with over USD$1.1 billion under management and major
holdings of blue chip stocks, openly discloses how it will direct its votes, casting them in
accordance with its articulated ethical investment principles.  The intent is to make companies
consider their environmental and social performance or risk losing an important investor.

     47According to the European Environmental Agency, there are already more than several
dozen different rating systems used by ethical investment funds.

capital for firms engaged in “desirable” activities and to raise it for firms engaged in
“undesirable” activities.45

2. Shareholder Advocacy: Rather than using passive screening criteria when making
investment choices, this approach involves active investor participation in influencing
management decisions and business practices.  The idea is to use investor power,
including through shareholder resolutions or direct management communication, to
modify the behaviour of firms so that they either adopt or avoid particular practices. 
While there can be the underlying threat of divestment to bring about the change,46 this
need not be the case.  In some cases the approach involves nothing more than investors
applying influence on the management of the firm until activities are modified in the
desired manner.  One unusual result of this approach to ethical investment in some
instances is that it may involve ethically motivated investments being made in firms that,
at the time of the initial investment, engage in undesirable activities, at least from the
perspective of the investors.

3. Community Investment: This involves the investment of funds in development and
microenterprise initiatives that contribute to the growth and well-being of particular
communities.  The target communities are most typically local communities but
sometimes are located in less developed countries.  Not uncommonly, this category of SRI
involves the investor accepting a reduced rate of return on his investment as a personal
contribution to the development initiative.  The idea is to allocate funding (preferably low-
rate funding) to development initiatives that would typically be avoided by conventional
financial institutions and, in this way, to alleviate community poverty, social problems and
housing shortages and to stimulate microenterprises at the community level.

While there might be broad-based consensus about many of the activities commonly categorized
as ethical investments, there is also considerable controversy surrounding the subject.  The old
adage that one man’s virtue is another man’s vice springs to mind.  Individual perspectives
frequently differ about the ethical desirability or undesirability of specific activities, with the
result that there frequently appears to be a large element of arbitrariness in the choice of firms
deemed appropriate for support or avoidance.47  Furthermore, the result can be that two different
investments, each with diametrically opposed objectives, may both be categorized as ethical
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     48All figures in this section of the report are in U.S. dollars.  The data includes all voluntary
professionally managed social investment but does not include involuntary investment that is
mandated by government.  The most notable category of mandated investment is that required
under the Community Reinvestment Act (CRA), which as discussed earlier was introduced to
encourage U.S. depository institutions to reinvest a portion of their funds in their communities,
including in affordable housing.  The data also excludes SRI by individuals operating on their
own who might be motivated by social concerns in choosing their investment portfolios.

investments by different investing organizations.  For example, Catholic religious organizations
typically view investments in firms that provide products or services that are consistent with a
“right-to-life” perspective as ethical investments; however, this is exactly opposite to the
perspective of some social action organizations, pension funds and labour organizations involved
in ethical investment.

It is not the purpose of this study to attempt to pass judgement on specific activities that have been
categorized as social investments or to provide an overall assessment of the net effect of ethical
investing on specific firms or industries.  Rather, the focus is limited to assessing the potential
scope for ethical investment as a source of equity for affordable housing projects in Canada.

B. The Structure of the Industry in the U.S.

The Industry Composition

SRI is a large component of the overall professionally managed U.S. investment industry.  In
1999, SRI totalled some $2.2 billion or 13.3% of total professionally managed investments.
(Table III.1).48  While not reported in the table, this is up from 9% in 1997.  This SRI is
undertaken by a variety of major investing organizations, including, pension funds, mutual funds,
foundations, religious organizations and community development financial institutions, although
comprehensive data breaking out the separate contribution to SRI by these different organizations
is not currently compiled.

TABLE III.1
SOCIALLY RESPONSIBLE INVESTMENT AS A SHARE OF TOTAL
PROFESSIONALLY MANAGED INVESTMENT IN THE U.S., 1999

$ Tril. %

Total Socially Responsible Investments 2.16 13.3

Total Professionally Managed Investments 16.3 100.0

SOURCE: Derived from Schueth, Gravitz and Larsen (1999).

Screening and shareholder advocacy are by far the largest categories of SRI and together they
account for 99.7% of total SRI investments (Table III.2, rows 1, 2 and 3).  Community investment
is the smallest category, accounting for just $5.4 billion or 0.3% of the total (row 4).
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     49For example, the Aquinas (Catholic) funds use shareholder advocacy as a principle SRI
investment instrument, although it also screens out completely incompatible investments.  It
advocates on the basis of the general guidelines of the National Conference of Catholic Bishops
as well as various other criteria.

The major screening criteria for screened SRIs, based on the number of funds using each criterion,
are as follows: tobacco (96%); gambling (86%); alcohol (83%); environment (79%); human rights
(43%); labour (38%); birth control and abortion (23%); and animal welfare (15%).  Most screened
funds use multiple screens, with 88% of funds using three or more screens.  The author is not
aware of data on the extent to which, if at all, community investing and development (of which
affordable housing is a one component) is used by screened funds as a screening criterion.

Some pension funds are among the SR investors using screening criteria.  The United States
Department of Labor’s Office of Regulations and Interpretations has ruled that a screened mutual
fund can be included in retirement plans that qualify under ERISA, as long as the regulatory
authorities determine that the fund has a competitive risk-return profile so that it is acceptable
under the prudent investor philosophy.  In other words, screening is acceptable as long as it
doesn’t compromise fiduciary standards.

As discussed in the next section of the report, pension legislation and regulations in Canada have
not as yet addressed the SRI issue.  In the UK, new regulations came into force on 3 July 2000
that requires trustees to make a statement on their approach to SRI and how they put their SRI
policy into force (FT Money, 8/9 July, 2000 ).  In the pensions Green Paper, "A New Contract for
Welfare: Partnership in Pensions, " December 1998, the Department for Work and Pensions
stated:

Pension funds must consider how their funds are invested.  The Government
believes that, subject to the overriding requirements of trust law in respect of the
interests of beneficiaries, trustees should feel able to consider moral, social and
environmental issues in relation to their investments.  We believe that it is right
that all trustees should consider how far such issues should affect the way they
invest the assets of the pension fund.

While the UK initiative involves no element of compulsion and falls a long way short of being a
requirement that pension funds adopt an ethical investment strategy, it does indicate formal
recognition of the growing significance of ethical investing.  The UK Social Investment Forum
estimates that the measure is already having a substantial effect on UK pension funds.  In a survey
of funds published in October 2000, UKSIF found that 59% of pension funds incorporate socially
responsible investment into their investment strategies (see, Mathieu, 2000 and also the discussion
below).

Shareholder advocacy frequently manifests itself through shareholder resolutions, which are
typically voted upon at annual shareholder meetings.49  The number of advocacy resolutions
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introduced in 1999 by all types of SR investors including religious organizations, foundations,
mutual funds, social investment managers and pension funds was as follows: environment (54);
global corporate accountability (41); equality (38); corporate governance/executive compensation
(30); international health and tobacco (31); global finance (14); and militarism and violence (12)
(Schueth, Gravitz and Larsen, 1999).  No resolutions are reported relating to affordable housing,
such as, for example, resolutions requiring firms to allocate a portion of their profits to affordable
housing or to direct corporate activities in that direction.

TABLE III.2
SOCIALLY RESPONSIBLE INVESTING IN THE U.S., 1999

$ BILLION
% OF

TOTAL

1. Shareholder Advocacy Only 657.0 30.4

2. Screening Only 1,232.0 57.1

3. Both Screening and Shareholder Advocacy 265.0 12.3

4. Community Investing 5.4 0.3

5. Total Screening (row 2 + row 3) 1,497.0 (61.9)

6. Total Shareholder Advocacy (row 1 + row 3) 922.0 (38.1)

TOTAL 2,159.4 100.0

SOURCE: Derived from Schueth, Gravitz and Larsen (1999), Figure 1.

SRI has been growing rapidly in importance (Table III.3).  Between 1995 and 1999, it increased
by 211%.  Screened funds are by far the most rapidly growing component of SRI, increasing by
824%, while community investing is the slowest growing part having increased by just 35% over
the period.
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     50In the UK, 59% of occupational pension funds, that account for 78% of assets, actively
incorporate SRI into their investment strategies.  An additional 27% of funds leave the decision
to the fund manager.  Only 14% of funds take no account of SRI in making their investment
decisions (Mathieu, 2000).

TABLE III.3
CHANGE IN SOCIALLY RESPONSIBLE INVESTING IN THE U.S., 1995-1999

$ Billion %
Change

1995-19991995 1997 1999

1. Total Screening 162.0 529.0 1,497.0 824.1%

2. Total Shareholder Advocacy 529.0 736.0 922.0 74.3%

3. Both Screening and Shareholder
Advocacy (N/A) (84.0) (265.0) 215%*

4. Community Investing 4.0 4.0 5.4 35%

TOTAL 695.0 1,185.0 2,159.0 210.7%

SOURCE: Derived from Schueth, Gravitz and Larsen (1999), Figures 2 and 3.
NOTE: * Percentage change is for the period 1997-1999.

Among SRIs using investment screening criteria, 90% are in separate accounts (i.e., involving a
single large investor), while only 10% are in pooled funds involving many investors (Table III.4). 
Pension funds are included; those managed internally are in the “separate accounts” category,
while those managed externally are in the “pooled funds” category.  Pensions assets invested in
SRIs are sometimes managed by large investment institutions such as Domini, Calvert and
Devcap.  A study sponsored by Calvert reports that 35% of mutual fund investors with defined
contribution retirement plans at work say that socially screened investments are offered by their
employer, while Domini Social Investments reports that in recent years, defined benefit plans
accounted for over 33% of investment in their Social Equity Fund (Schueth, Gravitz and Larsen,
1999).50

Discussions by the author with industry representatives suggest that religious organizations
frequently have an SRI component to their pension investments.  Most screen out businesses that
are engaged in activities that are at odds with the religious beliefs of the order (e.g., firms
producing pornography and, in the case of Catholic pension funds, those connected with abortion
activities or industries producing items used as contraceptives).  They also use numerous other
screening criteria relating, for example to the environment or fair national and international labour
standards.  Furthermore, there seems to be a higher propensity for socially responsible investing
by union and public sector pensions. Union funds tend, not surprisingly, to favour investments in
pro-union businesses, although both union and public sector funds also frequently use other
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     51Evidence for the UK suggests that larger pension funds are more likely to take socially
responsible investment considerations into account than smaller ones (Mathieu, 2000).

     52As discussed in chapter II, the more than 2,000 community development corporations
(CDCs) are an important element of community development initiatives in the U.S.  CDCs may
operate CDLFs and the data in the table include CDC activities in this area.

screening criteria, and both seem to be more inclined to invest in community development
projects.51

TABLE III.4
COMPOSITION OF SCREENED SOCIALLY RESPONSIBLE FUNDS, 1995-1999

1995 1997 1999

No. $ Bil. No. $ Bil. No. $ Bil.

1. Screened Pooled Funds 55 12 139 96 175 154

2. Separate Accounts N/A 150 N/A 433 N/A 1,343

TOTAL N/A 162 N/A 529 N/A 1,497

SOURCE: Derived from Schueth, Gravitz and Larsen (1999).

Community investing is done by both individuals and institutions through Community
Development Financial Institutions (CDFIs).  The Social Investment Forum
(Forum(http://www.socialinvest.org/) defines a CDFI to be: “...an organization that is a private
sector institution, that has a primary mission of lending to low-income or very-low-income
communities, and that engages in finance as its primary activity.”   The breakdown of investments
by type of CDFI is given in Table III.5 below.52

TABLE III.5
COMMUNITY DEVELOPMENT INVESTMENTS IN THE U.S. BY
TYPE OF CDFI, 1999*

 $ Mil. %

1. Community Development Banks 2,922 53.9

2. Community Development Loan Funds** 1,742 32.1

3. Community Development Credit Unions 601 11.1

4. Community Development Venture Capital Funds 150 2.8

Total Professionally Managed Investments 5,415 100.0
SOURCE: Derived from Schueth, Gravitz and Larsen (1999).
NOTES: * The survey methodology does not count the number of institutions in each category. 
** Includes Micro Enterprise Development Funds.
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Community development banks (CDBs) account for 54% community development investments. 
CDBs are for-profit institutions and are located throughout the country; they provide capital to
rebuild many lower-income communities.  For account holders, they offer services available at
conventional banks, including savings and checking accounts and, like conventional banks, are
federally insured.  There are only a handful of community development banks left in the U.S.

Community development loan funds (CDLFs) are the second largest category of CDFI,
accounting for 32% of community development investment.  There are more than 200 CDLFs in
the U.S.  CDLFs operate in specific geographic areas, acting as intermediaries which pool
investments and loans provided by individuals and institutions at below-market rates to further
community development. One form of CDLFs are microenterprise development loan funds, which
focus on making loans to individuals, frequently low income individuals, to assist them with small
business start-ups.  CDLFs are not federally insured.

Community development credit unions (CDCUs) are non-profit CDFIs and are owned by their
members.  There are more than 100 CDCUs and they assist and communities that would
otherwise not be able to obtain financing from conventional financial institutions.  Services at
CDCUs are similar to those at traditional credit unions and are insured under the National Credit
Union Share Insurance Fund.

Community development venture capital funds (CDVCs) provide equity and equity-like
investments in community businesses that are judged to hold good promise for high growth in
disadvantaged communities.  CDVC investments typically range from$100,000 to $1 million in
size and target firms usually employ between 10 and 100 people (Schueth, Gravitz and Larsen,
1999).  CDVC deposits are not ensured.

Unfortunately, the author is not aware of any data that separates out the affordable housing
investments of CDFIs, however, it would be only a portion of the assets in the first two categories
of CDFIs (i.e., CDBs and CDLFs), which total $4.7 billion, since CDCUs and CDVCs are not
engaged in housing investments.  The affordable rental housing activities of CDBs and CDLFs
would be an even smaller fraction since a portion of affordable housing investments are for single
family units.

Many CDFIs take direct investments from individual investors.  Usually there is a $1,000
minimum investment for a period of at least one year, with the yield specified by the investor to
be anywhere from 0% to 5%.  Industry representatives informed the author that the typical
duration of an investment is 3 to 4 years, with an average yield of perhaps 3%.  Community
investments are usually made through a checking account, a certificate of deposit (CD) or a
promissory note.

Low rate loans through CDFIs are considered by many in the community development industry to
be preferable to charitable contributions that are of equal value to the interest rate reduction.  The
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reason for this is that the community development organization receiving the loan has the use of
the capital amount of the loan throughout the loan period.  For example, if an individual makes a
$200 donation then the receiving organization has only the $200 to invest.  If, on the other hand,
the individual gives a loan of $10,000 at a 2% reduced rate of interest for one year, the receiving
organization has an interest payment reduction of $200 plus the full use of the $10,000 in capital
for the year.  Even though most investments in CDFIs are relatively short-term in duration, the
accounts are revolving accounts that constantly accept new investments so that the aggregate
balance is steady or growing.

Pooled Mutual Funds

Many socially responsible investors undertake investments through mutual funds.  While direct
investments give the best loan terms to borrowing community development organizations and
permit the investor to target investments to their home communities, they require a certain amount
of knowledge and initiative on the part of the investor.  Pooled investments can overcome these
shortcomings and can provide the investor with greater risk diversification.

Data show that there are currently 77 socially responsible mutual funds, accounting for $9.5
billion in assets (Table III.6).  The SRIs of these mutual funds can involve screening, advocacy or
community investing (including investments in affordable rental housing), and their investments
would be included in the data presented above.  Many of these mutual funds are relatively small,
with 46% of funds having less than $30 million in assets.  A number are quite large, however,
with almost 10% of funds having more than $500 million in assets.  Two funds have over $1
billion in assets. 

Some SRI mutual funds provide investors with market rates of return.  Others allow the investor
to specify concessionary yields; the average rate and term of investment in such cases tend to
similar to those of CDFIs.  There is currently no aggregate breakdown of the assets of mutual
funds offering market rates of return versus those with a concessionary yield feature.  However,
the author’s interviews with industry representatives indicate that this would likely only be
feasible in the case of fixed income funds.  Such funds total only $322.4 million or about 3.4% of
total socially responsible mutual fund assets.
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     53Appendix C contains a description of the regulations and legislation governing ethical and
SRI pension funds in Canada.

TABLE III.6
SOCIALLY RESPONSIBLE MUTUAL FUNDS: DISTRIBUTION
OF FUNDS AND ASSETS BY SIZE OF FUND, 2001
Asset Size of
Fund $ Mil.

No. of
Funds

% of
Funds

Cumulative
% of Funds

Assets
$ Mil.

% of
Assets

Cumulative
% of Assets

Aver.
Assets

0 to  under 10 11 14.3 14.3 61.9 0.7 0.7 5.6

10 to under 20 13 16.9 31.2 168.1 1.8 2.4 12.9

20 to under 30 11 14.3 45.5 279.2 2.9 5.4 25.4

30 to under 50 10 13.0 58.4 380.4 4.0 9.4 38.0

50 to under 100 10 13.0 71.4 733.2 7.7 17.1 73.3

100 to under 300 8 10.4 81.8 1646.7 17.4 34.5 205.8

300 to under 500 4 5.2 87.0 1577.1 16.6 51.1 394.3

500 to under 1,000 3 3.9 90.9 2131.1 22.5 73.6 710.4

1,000 and Over 2 2.6 93.5 2500.1 26.4 100.0 1250.1

Assets unspecified 5 6.5 100.0 N/A N/A N/A N/A

Total 77 100 9478 100

SOURCE: Derived from information at SocialFunds.Com;
http://www.socialfunds.com/funds/chart.cgi?sfChartId=General+Information

Initiatives to Expand Community Investment in the U.S.

The Social Investment Forum has recently launched a program to encourage expanded community
investment.  The Forum is encouraging all SRIs involved in screening and shareholder advocacy
to invest at least one percent of their portfolios to community investing.  There are $2.2 trillion in
SRI funds involved in screening, advocacy or both (Table II.2), and if successful, it is expected
that this would triple investment in community development from its current level of $5.4 billion
to over $15 billion.  The author is not aware of any information on the success to date of this
initiative.  It should be emphasized that pension funds currently account for a large portion of SRI,
particularly that involving screening (although it is not possible to determine the precise amount),
and they are not allowed under ERISA to make investments that involve a concessionary return. 
Thus, any community development investments made by them would have to entail a fair risk-
return tradeoff.

C. The Structure of the Industry in Canada53

The Industry Composition
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     54See, the Social Investment Organization, December 2000.  There are also a number of books
available on the mechanics of social investing in Canada available through the SIO (see, Ellmen,
1997, Abbey and Jantzi, 2001, Domini, 2001 and Skinner, 2001).

     55According to the latest data available from the SIO website (31 March 2001), the current
value of retail funds has dropped somewhat to $9.7 billion.

The principle trade organization for the ethical investment community in Canada is the Social
Investment Organization (SIO).  In Dec. 2000, the SIO co-sponsored a study on the size and
make-up of the SRI industry in Canada and this study provides the only industry-wide data
industry currently available.54  The SIO also compiles data on asset size for the retail component
of the sector–that is for mutual funds and labour sponsored venture capital funds—but not for the
institutional component, including pension funds and investment management firms.

Table III.7 below shows that the SRI industry accounted for $50 billion in investments in 2000,
which comprised just over 3% of total professionally-managed investment assets.  Thus, the
industry in Canada is only about a-third the size of that in the U.S. in relative terms, and less than
one-sixtieth the size in absolute terms (after adjusting for the exchange rate).

TABLE III.7
SOCIALLY RESPONSIBLE INVESTMENT AS A SHARE OF TOTAL
INVESTMENT IN THE CANADA, 2000

$ Bil. %

Total Socially Responsible Investments 49.9 3.2

Total Professionally Managed Investments 1,553.5* 100.0

SOURCE: Derived from Social Investment Organization, 2000.
NOTE: * The figure is derived as the sum of total funds managed by money managers
($1,132.7) Benefits Canada, Nov. 2000, plus mutual fund assets of $420.8 billion managed by
members of the Investment Funds Institute of Canada (IFIC).  The aggregate figure may be an
underestimate since it appears to exclude the two-thirds of the roughly $650 bil. of pension
assets that are managed in-house.

Table III.8 below shows the composition of Canadian socially responsible investing.  About 21%
(or $10.4 billion) of the total is accounted for by retail investment funds55, with screened mutual
funds accounting for a slightly larger share (11.6%) than labour-sponsored venture capital funds
(9.2%).  Investment management firms that manage large private portfolios and portfolios of
institutional investors such as pension funds, foundations, hospitals and universities, account for
23% of total socially responsible investment funds.  The largest category consists of in-house
institutional investments, which are 55% of the total, while the smallest category is shareholder
advocacy (2%).  In part, shareholder advocacy represents such a small share of total SRI assets
because, until this year, a legislative barrier imposed by the Canada Business Corporations Act
(CBCA) permitted corporate management to exclude shareholder proposals filed "primarily for
the purpose of promoting general economic, political, racial, religious, social or similar causes"
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     56The 2000 Review was the first time that the SIO compiled asset data on the institutional
component so that trend data are not currently available.

from management proxy circulars.  On Feb. 6, 2001, the federal government introduced an
amendment that removed this general restriction.

TABLE III.8
SOCIALLY RESPONSIBLE INVESTING IN CANADA, 2000

$ Billion
% of
Total

Total Retail Investment Funds 10.4 20.8

   - Socially Screened Mutual Funds 5.77 (11.6)

   - Labour-sponsored Venture Capital
Funds 4.58 (9.2)

Investment Management Firms* 11.3 22.6

In-house Institutional Investors** 27.2 54.5

Shareholder Advocacy Initiatives*** 1 2

TOTAL 49.9 100

SOURCE: Derived from information in Social Investment Organization, 2000.
NOTES: * Includes pooled funds (other than mutual funds), pension, endowment and
foundation assets, segregated accounts and private stock portfolios managed by external
management firms.
** Includes funds managed in-house by pension funds and other institutional investors.
***Consists primarily of a single initiative relating to Talisman’s activities in Sudan.

Although it is still a small component of the total investment industry, SRI may be growing more
rapidly than the rest of the industry.  While data on asset growth are not available for the
institutional component of the SRI industry,56 according to SIO figures, the retail component of
SRI increased from $5.9 billion in June 1998 to $10.35 billion in June 2000, which is a growth
rate of 75%.  The mutual fund industry as a whole, as indicated by funds managed by IFIC
members, increased by 30% over the same period.  The number of retail SRI funds also increased
over the period, from 19 in 1998 to 31 in 2000; as of 31 March, there were 47 such funds.  SRI in
Canada appears therefore to be growing in both absolute and relative terms.
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     57The 2,000 review did not report information on the screens used by mutual funds and
labour-sponsored venture capital funds.

     58Note that the total sums to far greater than 100%, implying that many organizations use
multiple screens; however, no information is available on the numbers of screens used by
different organizations.

The SIO survey acquired information on the most common screens employed by investment
management firms and institutional investors.57  Table III.9 below shows the breakdown.58 
Tobacco is the largest screening category, followed by environment, alcohol and military, which
are all at over 60%.

TABLE III.9
PERCENTAGE OF SCREENED
ASSETS BY SCREENING
CRITERION

Tobacco 83

Environment 64

Alcohol 63

Military 62

Employee relations 50

Human rights 48

Nuclear Power 47

Gambling 41

Diversity 36

Aboriginal 20

Animal rights 5

SOURCE: Derived from information in Social
Investment Organization, 2000.

Asset Holdings of Retail SRI Funds

Table III.10 reports the asset holdings of the individual retail component of the SRI industry in
Canada (i.e., mutual funds and labour sponsored venture capital funds) as of 31 March 2001. 
Such information is not currently compiled for separate investment management firms or
organizations in the institutional sector of the industry (including pension funds).  The focus is
almost entirely on screened national and international stock, bond and money market instruments.
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TABLE III.10
RETAIL SOCIALLY RESPONSIBLE INVESTMENT FUNDS IN CANADA, 3/31/01

Fund
Assets

$mil. Fund
Assets

$mil.

Canadian Equity Funds International Equity 
1. Acuity Social Values Canadian Equity 1.7 31. Meritas International Equity 0.2
2. Clean Environment Equity 207.9
3. Desjardins Environment 113.5 Asia and Pacific Rim Equity Funds 
4. Ethical Growth 625.3 32. Ethical Pacific Rim 24.5
5. Generations Growth (Ethical) 0.7
6. Investors Summa 2,611.2 Specialty/Miscellaneous Funds 
7. Meritas Jantzi Social Index 0.2 33. GWL Ethics (DSC) 0.3
8. Quadrus GWLIM Ethics 0.1 34. GWL Ethics (NL) 0.1

35. Sentry Alternative Energy 2001 2.0
Canadian Large-Cap Equity Funds 36. StrategicNova SAMI 1.0
9. Ethical Canadian Equity 14.3
10. YMG Sustainable Development 1.3 Canadian Balanced Funds 

37. Desjardins Ethical Balanced 4.5
Canadian Small to Mid Cap Equity Funds 38. Ethical Balanced 574.4
11. Ethical Special Equity 65.7 39. Generations Balanced (Ethical) 1.1

Labour-Sponsored Venture Capital Funds Canadian Tactical Asset Allocation 
12. Crocus Fund (MB) 171.8 40. Clean Environment Balanced 70.1
13. First Ontario (ON) 55.9
14. First Ontario Growth (ON) 8.4 Canadian Bond Funds 
15. Solidarity (QC) 3,860.0 41. Desjardins Ethical Income 3.0
16. Workers Investment Fund (NB) 6.2 42. Ethical Income 178.0
17. Working Opportunity Balanced (BC) 435.5 43. Generations Income (Ethical) 0.9
18. Working Opportunity Growth (BC) 92.8 44. Meritas Canadian Bond 0.2

US Equity Funds Foreign Bond Funds 
19. Ethical North American Equity 272.7 45. Ethical Global Bond 26.9
20. Ethical RSP North American Equity 27.2
21. Generations North American Equity (Ethical) 2.9 Money Market Funds 
22. Meritas US Equity 0.2 46. Ethical Money Market 114.9

47. Meritas Money Market 0.2
North American Equity 
23. Desjardins Ethical North American 3.7 TOTAL 9,688.0

Global Equity Funds 
24. Acuity Social Values Global Equity 1.4
25. Clean Environment Global Equity 36.6
26. Ethical Global Equity 32.9
27. Ethical RSP Global Equity 18.4
28. Mackenzie Universal Global Ethics 14.9
29. Mackenzie Universal RSP Global Ethics 3.2
30. Mackenzie Universal Global Ethics Cap
Class 0.8

SOURCE: Social Investment Organization, http://www.socialinvestment.ca.
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     59Calmeadow is not-for-profit charity and an industry participant in the area of micro-finance.

Table III.11, which gives the distribution of organizations and asset holdings across asset size
classes, shows that the majority of funds are relatively small but that a number are very large. 
Nineteen funds (49% of the total) have assets greater than $25 million.  However, the two largest
funds (the labour-sponsored venture capita fund, Solidarity, and the mutual fund, Investors
Summa) account for two-thirds of total SRI assets, while the top four funds (including also the
two mutual funds, Ethical Growth and Ethical Balanced) account for almost 80%.  The smallest
27 funds, which are 57.4% of funds, account for less than 0.5% of total SRI assets.

TABLE III.11
RETAIL SRI FUNDS BY ASSET CLASS, 31 MARCH 2001

Assets $Mil. No.

Total
Assets

$Mil

Cumu-
lative %
of Assets

Aver.
Assets
$Mil.

1,000 and Over 2 6,471.2 66.78 3,235.6

500 to 999.9 2 1,199.7 79.17 599.9

100 to 499.9 7 1,494.3 94.59 213.5

50 to 99.9 4 284.5 97.52 71.1

25 to 49.9 4 123.6 98.8 30.9

5 to 24.9 6 86.7 99.69 14.5

1 to 4.9 10 25.8 99.96 2.3

0 to .9 11 3.9 100 0.4

TOTAL 47 9,688.0 100 206.1
SOURCE: Social Investment Organization, http://www.socialinvestment.ca.

Community Investment

The SIO survey also examined socially SRI that falls within the community investment category. 
It attempted to identify individual and institutional assets that are oriented towards developing
local communities through the alleviation of poverty, the evolution of community institutions or
ventures meeting community needs, or the development of new co-operative businesses.  Forty-
six community organizations were surveyed based on lists obtained from Industry Canada and
Calmeadow59 sources, and SIO’s own members who provide community investment services. 
SIO identified the following 7 categories of community investment: (1) micro-enterprise lending;
(2) community development venture capital; (3) non-profit lending; (4) co-operative development;
(5) lending for social or affordable housing; (6) economically targeted investments made by
pension funds and other institutions; and (7) other.
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SIO found a total of $85 million in community development investments.  While figures are not
reported for the individual categories of community development, most of the organizations
reported that their community development investment was in the form of micro-lending.  A
smaller number reported investing in community development venture capital, social housing and
co-operative development.  Thus, only a small fraction of the $85 million in community
development investments is allocated to affordable housing.

C. Conclusions

Ethical or Socially responsible investing is big business and growing rapidly in comparison to the
overall investment market in both the U.S. and Canada.  In the U.S., SRI currently accounts for
13% of all professionally managed investments and totalled $2.2 trillion (U.S.) in assets in 1999. 
In Canada, by comparison, the SRI industry accounted for $50 billion (Cdn) in investments in
2000, which comprised just over 3% of total professionally-managed investment assets.  Thus, the
industry in Canada is only about a-third the size of that in the U.S. in relative terms, and less than
one-sixtieth the size in absolute terms (after adjusting for the exchange rate).

Screening and shareholder advocacy are overwhelmingly the most common form of SRI activity
in the U.S., accounting for over 99% of total investments.  In Canada shareholder advocacy is less
common and available evidence suggests that SRI activity is almost entirely focussed on
screening.  Affordable housing is not an identified screening criterion for SRI funds in either the
U.S. or Canada.

Affordable housing investments, including for rental housing, comprises only a minuscule
component of total SRI investment activity in both the U.S. and Canada.  Community
development investment, of which affordable rental housing is but one component, totals only
$5.4 billion in the U.S. and accounts for less than 0.3% of total SRI assets.  In Canada, community
development investments total only $85 million and affordable owned and rented housing is again
but a small portion of that amount.

In the U.S. initiatives within the SRI industry are currently being made to increase community
development investments including affordable housing; SR investors involved in screening and
advocacy are being encouraged to allocate at least 1% of their investment activities to community
development.  If successful, this could triple the amount of community development SRI.

However, any increased community development investments by pension funds in the U.S., which
account for a large portion of SRIs could not entail concessionary rates of return because of
ERISA restrictions.  CDFIs are the investment vehicles in the U.S. for making SR investments in
community development, including affordable rental housing, and investments are currently made
as loans, not equity, through this route.  Individual investors can invest in CDFIs, typically by way
of a checking account deposits, CDs or promissory notes.  Most such investments are made at
concessionary rates of return, with the yield (0% to 5%) and the term (minimum of one year)
specified by the investor.  Yields and terms tend to average 3% and 3 to 4 years, respectively.  In
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addition to direct investments in CDFIs, pooled mutual funds are another option for both
individuals and retirement plans to undertake SRI in the U.S.  There are currently 77 mutual funds
operating SRI funds in the U.S., with such funds accounting for $9.5 billion in assets in 2001. 
Mutual funds offering SRIs may pay investors market rates of return or, in the case of fixed
income funds and within limits, at concessionary rates specified by the investor.  Rates and yields
in the latter case tend to be similar to those for CDFIs.

The chapter also reviewed the composition of the SRI industry in Canada.  The percentage
composition of the industry is as follows: in-house institutional investments, including pension
funds (55%) investment management firms (23%); retail investment funds (21%, with about 55%
of that in screened mutual funds and about 45% in labour-sponsored venture capital funds); and
shareholder advocacy (2%).  In 2001, there were 47 retail investment funds in Canada functioning
as SRI funds.  Data show that the majority of retail funds are relatively small but that a number are
very large.
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     60Private individual investors who might be adhering to a socially responsible investment
agenda, whether investing alone or through money management firms, are typically not included
in SRI databases.  Large money management firms that invest funds on behalf of pension funds,
group retirement plans or foundations would typically follow the guidelines of each separate
investor group.

     61See, http://www.socialfunds.com/index.cgi.

     62See, http://asp.sriworld.com/sif/ci/index.cgi.

     63The author is solely responsible for any errors of fact or misinterpretation of the views
expressed.

CHAPTER IV: REVIEWS OF SELECTED ETHICAL/SOCIAL FUND
INVESTMENTS IN AFFORDABLE HOUSING IN THE U.S.

A. Selection Criteria

This chapter reviews the investment activity of nine SRI funds in relation to affordable rental
housing.  The organizations covered in the reviews include mutual funds, foundations, community
development financial institutions and pension funds, which covers most categories of socially
responsible institutional investors.60  Funds were selected on the basis of information from a
variety of sources, including: (a) the SocialFunds database on socially responsible mutual funds
and other funds making social housing investments;61 (2) the Social Investment Forum databases
on members involved in community/housing investment;62 and (3) suggestions of members of the
SRI industry.

The reviews are based on information from a variety of sources, including, the author’s
understanding of comments made by representatives of the organizations in telephone interviews,
and information available form the industry databases and individual funds’ websites.63 
Additional information was also obtained from interviews with representatives of national
syndicates and project coordinating organizations, including the Local Initiatives Support
Corporation (LISC), the Enterprise Foundation and the Reinvestment Corporation, and from
various other organizations involved in affordable housing partnerships.

The original intent in conducting reviews of U.S. SRI funds was to identify funds currently
making equity investments in affordable rental housing PPPs and to analyze the nature, strengths
and weaknesses of the various specific investment arrangements.  However, the author was unable
to identify any funds that currently make equity investments.  Therefore, of necessity, the reviews
focus on funds that currently make debt investments or that have some involvement with, or
interest in, affordable rental housing.  The focus though remains on equity investments, and in
particular the following factors: (1) how equity investments could be structured in relation to the
general PPP model; (2) what underlying considerations and obstacles are most important to fund
managers in respect of potential equity investments; (3) views on incentives intended to encourage
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     64See Appendix D at the end of the report for a list of contacts and website addresses for the
eight funds.

equity investments (including most particularly the LIHTC), and (4) improvements that could
potentially be made to promote or facilitate equity investments.

The next section reviews the information gathered on the various funds.  The third section
provides a brief summary and conclusions.

B. Fund Reviews

Because somewhat different considerations arise for each category of SRI fund examined--mutual
funds, foundations, community development financial institutions and pension funds–they have
been grouped in three separate sections.  The first section examines three mutual funds and a
foundation that has been used by one of the mutual funds as a conduit for the fund’s affordable
rental housing investments.  The second section considers two SRI funds that are structured as
community development financial institutions (CDFIs), while the third section covers three
pension funds that follow an SRI approach.  A set of common information on each of the eight
funds has been compiled in tabular form and is presented in tables IV.1 to IV.9.64

Mutual Funds

Background

Mutual funds in the U.S. are tightly regulated financial entities that are required to comply with
federal laws and regulations.  In particular, the Securities and Exchange Commission (SEC) under
the Investment Company Act, imposes restrictions on fund activities, advisers, underwriters,
directors, officers and employees for both closed-end funds and unit investment trusts.  Mutual
funds invest in diversified portfolios of securities and investors buy fund shares that represent
ownership in all of the fund’s securities.  There are four basic types of mutual funds: stock (also
called equity), money market, bond, and hybrid (combination) funds.  Mutual funds play a major
role in U.S. financial markets, with roughly $7 trillion in investments at the end of 2000.

Unlike most other types of corporations, qualifying mutual funds receive “pass-through” tax
treatment; they typically distribute annually to investors most pre-tax earnings and are taxed only
on amounts retained.  Distributions are therefore taxed only once–when received by the investors
(Subchapter M of the Internal Revenue Code).  No tax is collected in respect of distributed
earnings if the mutual fund shareholder is itself tax exempt–for example, because it is a pension or
other retirement fund.  Mutual funds are required by law to redeem shares routinely, which makes
them a very liquid investment.

Affordable Rental Housing Investments
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     65The author was not able to confirm whether or not a mutual fund can actually be structured
as a REIT is the U.S., although it appears to be possible to accomplish something closely akin to
this.  In Canada, a mutual fund can hold units in a REIT or even be structured as a REIT.

     66The possibility of structuring equity investments in affordable rental housing through a REIT
holds considerable promise, however, and is considered in detail later in this report in the context
of the Canadian environment.

Only a relatively small proportion of mutual funds that are classified as ethical or socially
responsible funds actually invest directly in affordable housing in any form.  Some funds screen
their investments in corporations on the basis of the firms’ involvement in community investment,
of which affordable housing is one component.  Three mutual funds that are involved in
affordable housing to one degree or another--ranked in inverse order by their degree of
involvement–are: Aquinas Funds, Domini Social Investment Funds and Calvert Mutual Funds. 
Calvert Foundation is also of considerable interest because it is used by Calvert Mutual Funds to
structure its affordable housing investments in order to gain greater investment flexibility, and so
is also considered in this section.

Aquinas Funds

The investment approach of Aquinas Funds reflects the general guidelines of the National
Conference of Catholic Bishops as well as other social guidelines.  The fund’s investment activity
and circumstances are summarized in Table IV.1 below.  Affordable and low income housing are
currently criteria for investment screening and activism.  However, the fund does not currently
invest in affordable housing and the author rates the fund’s management and investors as having a
low interest in making such investments.  The fund has attempted a debt investment in a 400 unit
affordable housing project in the past, however, the project was not brought to fruition for a
variety of reasons, including difficulties in finding a suitable investment structure.

There are several major hurdles that Aquinas faces in making equity investments in affordable
rental housing projects.  The principle difficulty relates to Aquinas’ status as a mutual fund.–as is
the case in Canada, mutual funds in the U.S. technically cannot invest directly in real estate.  U.S.
mutual funds can, however, invest indirectly in real estate through REITs,65 foundations, or
through share investments in corporations that include real estate operations among their
investments.  While numerous U.S. mutual funds hold REIT shares, the author did not find any
instance of a SRI fund that invested in affordable housing through that route.66  Nor did the author
find any SRI funds making equity investments in ARH through foundations or intermediate
corporate structures, although Calvert mutual fund (see below) makes debt investments in ARH
through an affiliated foundation.
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     67As noted in the table, Aquinas does however allocate a small portion of fund assets (2%) to
riskier social investments.

Even if mutual funds could make equity investments in ARH, such funds are structured to pay
investors market rates of return for the degree of risk assumed.67  Therefore, while access to
capital for ARH would be eased, the actual reduction in financing costs for projects would likely
be minimal.  Achievement of a significant reduction in capital costs would require some form of
subsidy, such as is provided on current equity investments through the LIHTC.  Mutual funds like
Aquinas would, however, face some obstacles in utilizing the LIHTC.  For example, Aquinas’
investors require, or at least would strongly prefer, a five-year exit option for investments; the
minimum 18 to 30 year investment commitment required under the LIHTC is therefore
problematical.  As noted in table IV.1, there are also technical reasons that make the LIHTC
unappealing.  While Aquinas could transfer the credit, this entails costs, and rates of return on
LIHTC investments are already pared to the bone through aggressive competition for credits.

This raises another issue relating to mutual funds.  Such funds are not included in CRA legislation
so there is no legal pressure, as in the case of banks, for such funds to engage in community
investments; they receive no regulatory kudos for doing so.  However, mutual funds would have
to compete in making ARH investments against financial institutions falling under the ambit of
the CRA.
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TABLE IV.1
AQUINAS FUNDS

Total Assets ($mil.) $150

SRI Assets ($mil.) $150

SRI Assets as % Total Assets 100%

Type of SRI Fund Mutual fund

Types of SR Investors Individuals, including IRAs; pension accounts

Invests in Affordable Rental Housing (ARH)? Not currently; has attempted ARH investment; affordable and low-
income housing are specific identified concerns for screening and
activism

Principle Affordable Housing Investment
Vehicle

N/A

Type of ARH Investments N/A

Normal ARH Investment Term N/A

Reduced Yield on ARH Investments? N/A; allocates a maximum of 2% of fund assets to potentially lower-
return “social good” investments

Involved in ARH Partnership Arrangements? No; has attempted investment in an ARH partnership but not completed
owing to complications

Can Use LIHTC Incentive for equity
investments?

Technically yes but doesn’t make qualifying equity investments; current
account losses and extra admin costs make LIHTC unappealing

Degree of potential interest in ARH on part of
investors

Low

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? Yes, as mutual fund can’t hold real estate; can hold shares in real estate
companies and in REITs; CRA doesn’t apply to mutual funds

- Nature of existing Partnership
Arrangements?

Yes; see comment above; need 5-year exit strategy; hard to find suitable
partners

- Lack of Suitable Investment Instruments? No

- Investment Term Yes, see comment above

- Risk/Return Characteristics of ARH
Projects?

Yes for bulk of assets require market returns and ARH has poor risk-
return; however, up to 2% of assets can earn below-market return (see
comment above)

- Absence of Suitable Government Financial
Incentives?

Yes (see comment on LIHTC)

- Size of Investment? Not particularly

- Other? Lack of available investments and suitable partners
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     68Domini’s Money Market Account ($59 million in assets) is also fully directed to local
community businesses through ShoreBank.

     69Domini also has a social equity fund as well but that fund is oriented towards socially
screened corporate investments, not ARH or community investing.

Domini Social Investment Funds

While still a long way from making equity investments in ARH, Domini is somewhat interesting
because it demonstrates how a mutual fund can utilize a Community Development Financial
Institution (CDFI) to make ARH and other community investments.  Up to 10% of Domini’s
Social Bond Fund are invested in debt and other investments that directly support community
development, including ARH.  Investments are made through ShoreBank, an independent CDFI.68 
However, Community Development Banks (two of which are covered in separate profiles below)
are structured for community lending, including for ARH purposes, not for equity investments.69 
Mutual fund restrictions on real estate holdings and the risk/return characteristics of ARH are the
principle reasons why Domini does not currently make equity investments in ARH.  The LIHTC
as currently structured has limited attractiveness as an ARH equity investment incentive for
mostly the same reasons noted for Aquinas.  Domini has not explored the comparative efficacy of
alternative possible investment incentives.



57

TABLE IV.2
DOMINI SOCIAL INVESTMENT FUNDS

Total Assets ($mil.) $1,099

SRI Assets ($mil.) $1,099

SRI Assets as % Total Assets 100%

Type of SRI Fund Mutual fund

Types of SR Investors Primarily individuals; IRA eligible

Invests in Affordable Rental Housing (ARH? No; however, involved in community investing through an independent
CDFI

Principle ARH Investment Vehicle up to 10% of the assets of the Social Bond Fund ($17 mil. in assets) are
invested in ARH and other community investments through the ShoreBank
(an independent CDFI)

Type of ARH Investments Debt

Normal ARH Investment Term Shorebank’s investments typically short-term

Reduced Yield on ARH Investments? No; all at market rates but considered to have above-average risks

Involved in ARH Partnership Arrangements? No; community investment strictly through ShoreBank

Can Use LIHTC Incentive for equity
investments?

Technically yes but doesn’t make qualifying equity investments

Degree of potential interest in ARH on part of
investors

Moderate

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? Yes; as mutual fund can’t hold real estate; can hold shares in real estate
companies and in REITs; CRA doesn’t apply to mutual funds

- Nature of existing Partnership
Arrangements?

Has not explored

- Lack of Suitable Investment Instruments? No; however, only debt investments available through ShoreBank

- Investment Term? No

- Risk/Return Characteristics of ARH
Projects?

Yes; so allocates only a small portion of assets

- Absence of Suitable Government Financial
Incentives?

Has not assessed

- Size of Investment? Has not assessed

- Other? Most SRI oriented towards social screening, including development and
use of screened index funds
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Calvert Mutual Funds and Calvert Foundation

Calvert Mutual Funds (Table IV.3) is interesting because of its creative use of an affiliated
foundation (Calvert Foundation, Table IV.4) as a conduit for ARH investments.  Calvert mutual
funds has about $7 billion in total assets, and is the largest SRI mutual fund in the U.S. with about
$1.9 billion in SRI assets invested through eight funds.  Community investments were started in
1995 when Calvert Group teamed-up with the Ford, MacArthur and Mott Foundations.  Such
investments are made through the Calvert Mutual Funds’ Community Investment Program using
Calvert Foundation’s Social Investment Fund.  Currently, Calvert Mutual Funds has only $13.5
million or 0.2% of total assets invested through the Community Investment Program.  The
previously described restrictions on mutual funds, including inability to hold real estate and the
need to pay market returns are major constraints, as is the investment term required for ARH
investments.

Calvert Foundation (Table IV.4) has about $17 million of its own in assets (of which $6 million to
$7 million are maintained as reserves and subordinate investments) in addition to the $13.5
million managed on behalf of Calvert Mutual Fund.  Affordable housing, including ARH,
comprises about 38% of investments, all of which are made through debt instruments.

Individuals and institutions can contribute to the Social Investment Fund, and the investor can
choose a rate of return ranging between 0% and 4%, with an average commitment period for
funds of about three years.  The Foundation does not make direct investments in ARH;
community investments are made as general recourse loans to CDFIs. including CDCs, and the
Foundation also has an investment in Enterprise Foundation.  While the Foundation feels there is
potentially high interest in ARH equity investments on the part of its investors, it cites a number
of difficulties with making such investments, including, the investment period commitment, and
the small size of its current assets and average investments.  Partnership investments are of
interest but again the fund would have to first grow much larger.  The Foundation could use the
LIHTC but says that there is currently large excess demand for the credit.
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TABLE IV.3
CALVERT MUTUAL FUNDS

Total Assets ($mil.) $7,000

SRI Assets ($mil.) $1,795

SRI Assets as % Total Assets 26%

Type of SRI Fund Mutual fund

Types of SR Investors Individuals, institutions, pension funds, 401K (retirement income)
eligible funds and normal mutual funds

Invests in Affordable Rental Housing (ARH)? Yes; via Community Investment Program, which is currently about
$13.5 mil. (0.2% of total assets)

Principle ARH Investment Vehicle Social Investment Fund of Calvert Foundation (see next review)

Type of ARH Investments Debt; small equity holdings in “high social impact companies”

Normal ARH Investment Term Indefinite

Reduced Yield on ARH Investments? No

Involved in ARH Partnership Arrangements? No

Can Use LIHTC Incentive for equity
investments?

Technically yes but doesn’t make qualifying equity investments

Degree of potential interest in ARH on part of
investors

Moderate

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? Yes, as mutual fund can’t hold real estate; can hold shares in real estate
companies and in REITs; CRA doesn’t apply to mutual funds

- Nature of existing Partnership
Arrangements?

See comment above

- Lack of Suitable Investment Instruments? No

- Investment Term? Long-term commitment presents problems

- Risk/Return Characteristics of ARH
Projects?

Can’t offer below-market yields on pension and retirement savings
accounts; mutual funds structured for market returns

- Absence of Suitable Government Financial
Incentives?

Yes; need an incentive geared towards eligible investments

- Size of Investment? No

- Other? Aside from community investments through Calvert Foundation, SRI is
based on screening only
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TABLE IV.4
CALVERT FOUNDATION

Total Assets ($mil.) $17

SRI Assets ($mil.) $17 mil.; $6-$7 mil. in reserves & subordinate investments by
foundations and corporations

SRI Assets as % Total Assets 100%

Type of SRI Fund Independent foundation (nonprofit 501(c)(3) organization); affiliated
with Calvert Mutual Fund

Types of SR Investors Individuals; institutions; also manages Calvert Mutual Fund’s $13.5 mil.
Community Investment Program

Invests in Affordable Rental Housing (ARH)? Yes; Housing investment constitutes 38% of assets

Principle ARH Investment Vehicle Social Investment Fund

Type of ARH Investments Debt

Normal ARH Investment Term Borrowing: average 3 year; investor chooses term; lending: 3 to 5 years

Reduced Yield on ARH Investments? Yes; 0% - 4%; investor chooses yield

Involved in ARH Partnership Arrangements? No; makes general recourse loans to CDFIs. including CDCs; does have
debt investment in Enterprise Foundation

Can Use LIHTC Incentive for equity
investments?

Technically yes through resale of credit–non-taxable foundation; doesn’t
make qualifying equity investments

Degree of potential interest in ARH on part of
investors

High

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? No

- Nature of existing Partnership
Arrangements?

Yes; currently there is large excess demand for LIHTC credits

- Lack of Suitable Investment Instruments? Not geared toward equity ARH investments

- Investment Term? Exceeds loan duration

- Risk/Return Characteristics of ARH
Projects?

No

- Absence of Suitable Government Financial
Incentives?

Yes (see comment on LIHTC)

- Size of Investment? Yes; average current loan only $200 -$250 thousand

- Other? ARH partnerships are of interest but funds will have to grow much
larger to participate fully
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Community Development Financial Institutions: Loan Funds

In addition to being used as intermediaries social investments by mutual funds, CDFIs are
considered a category of SRI in their own right in the U.S.  The next two tables relate to two SRIs
that are structured as loan funds, a category of CDFI: the Low Income Housing Fund (LIHF, Table
IV.5) and the Institute for Community Economics (ICE, Table IV.6).

Both funds are heavily involved in ARH projects, with such investments accounting for two-thirds
of investments for the LIHF and over 80% of investments for the ICE.  Both funds are also
actively involved in partnership arrangements.  The ICE is somewhat unique in that it is heavily
involved in promoting the Community Land Trust (CLT) model of affordable housing.  CLTs are
private non-profit community-controlled corporations created to acquire and hold land for
affordable housing development and other community-focussed purposes.  While buildings on
CLT properties may change hands, the land always remains in the community trust.  The land
trust contributes to housing affordability through two routes: (1) land may be contributed by
individuals, corporations, municipalities, etc. at below market prices; and (2) escalation in land
prices on CLT property is avoided since the land itself never changes hands.

As relatively unregulated CDFIs, the loan funds are apparently (as far as the author could
determine) not technically prevented from making equity ARH investments.  However, both the
LIHF and the ICE make only debt investments.  Both funds offer reduced rates of return to
investors, which lowers the cost of capital to borrowers.  The average investment term for the
LIHF is 15 years and therefore does not present much of an obstacle to equity investments in ARH
projects; the term is typically much shorter in the case of the ICE and does present problems. 
Both funds routinely make investments in LIHTC-funded projects and thus are familiar with the
credit.  Both have problems with the existing structure of the LIHTC--monopolization of the
credit by syndicators in the case of LIHF, and the required investment term commitment (a
minimum of 18 to 30 years) in the case of ICE.  There is therefore currently no particular
incentive to make equity investments, especially since loan funds are structured to make loans and
debt investments provide investors with a simple and objective way to subsidize affordable
housing.  Neither fund has any particular difficulty attracting investors, at least for the debt
investments currently undertaken.  The author gained the impression that there would be high
potential interest in ARH equity investments among investors if structural and incentive problems
could be resolved.
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TABLE IV.5
LOW INCOME HOUSING FUND

Total Assets ($mil.) $36.4

SRI Assets ($mil.) $36.4

SRI Assets as % Total Assets 100%

Type of SRI Fund CDFI

Types of SR Investors Primarily banks (CRA-motivated), corporations and private foundations;
also some individuals

Invests in Affordable Rental Housing (ARH)? Yes; low-income and special needs rental housing constitutes 67% of
investments

Principle ARH Investment Vehicle Revolving Loan Fund; also serves as intermediary for packaged lending
for banks and other conventional lenders

Type of ARH Investments Debt, including pre-packaged loans

Normal ARH Investment Term 15 years

Reduced Yield on ARH Investments? Typically lends at 2%-3% below market

Involved in ARH Partnership Arrangements? Yes; Actively involved in ARH partnerships with public and private
sector, including, CDCs, federal, state, and local public agencies, banks,
other CDFIs, foundations, private corporations and developers.

Can Use LIHTC Incentive for equity
investments?

Technically yes but doesn’t make qualifying equity investments;
syndicators have all the available quota; involved in LIHTC projects and
has had loans repaid by LIHTC equity

Degree of potential interest in ARH on part of
investors

High

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? No; CDFIs are largely unregulated community lending organizations
created under Treasury Department legislation; may receive matching
funding under Treasury’s CDFI Program.

- Nature of existing Partnership
Arrangements?

No

- Lack of Suitable Investment Instruments? No; loan fund not geared towards equity investments

- Investment Term? No

- Risk/Return Characteristics of ARH
Projects?

No, specifically targets above-average-risk ARH projects

- Absence of Suitable Government Financial
Incentives?

Yes (see comment on LIHTC)

- Size of Investment? Not particularly

- Other? N/A
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TABLE IV.6
INSTITUTE FOR COMMUNITY ECONOMICS

Total Assets ($mil.) $15

SRI Assets ($mil.) $15

SRI Assets as % Total Assets 100%

Type of SRI Fund CDFI

Types of SR Investors Over 80% of loan fund investors are individuals; remainder mostly
religious organizations and foundations

Invests in Affordable Rental Housing (ARH)? Yes; low-income housing constitutes 87% of investments; principal
lending goes to community land trusts (CLTs); also lends to limited
equity cooperatives, and community-based nonprofit organizations 

Principle ARH Investment Vehicle Revolving Loan Fund

Type of ARH Investments Debt

Normal ARH Investment Term Minimum, 1 year; average, 5 to 7 years; one demonstration project for
10 to 20 years

Reduced Yield on ARH Investments? Yes; Investor chooses; 0% - 3% (l.t. 5 years); up to 4% (5 to 10 years);
up to 5% (over 10 years)

Involved in ARH Partnership Arrangements? Yes; frequently partner (as lender only) in land trust arrangements with
Fannie Mae, LISC, CRA-motivated financial institutions, etc.

Can Use LIHTC Incentive for equity
investments?

Technically yes but doesn’t make qualifying equity investments; LIHTC
is almost always involved in its rental housing projects

Degree of potential interest in ARH on part of
investors

High; fairly easy to attract investors: 70% - 90% renewal rate

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? No; CDFI

- Nature of existing Partnership
Arrangements?

Somewhat; Difficulty finding ongoing operating assistance for CLTs

- Lack of Suitable Investment Instruments? No; loan fund not geared towards equity investments

- Investment Term? Yes, see comment above

- Risk/Return Characteristics of ARH
Projects?

No

- Absence of Suitable Government Financial
Incentives?

Yes, term commitment on LIHTC; difficulty finding necessary subsidies

- Size of Investment? Not particularly

- Other? N/A
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     70The Building Investment Trust (BIT) of the AFL-CIO (see the BIT website at
http://www.merctrust.com/bit/Default.htm) is a separate fund with about $1 billion in assets that
does make substantial equity investments in residential properties, but strictly on a commercial
basis.  BIT has on very rare occasions made equity investments in ARH projects in which HIT
was a debt investor, and in which other ARH partners participated.

     71for a detailed discussion of the U.S. and Canadian pension investment rules, see MacNevin
(2001).

Pension Funds

The next three tables relate to pension funds that are involved in socially responsible investing:
the AFL-CIO, through its Housing Investment Trust (the “Trust”, Table IV.7), the Board of
Pensions, Evangelical Lutheran Church in America (ELCA, Table IV.8), and the United
Methodist Church (UMC) Board of Pensions (Table IV.9).  All three are large pension funds, with
assets of $2.6 billion, $6 billion and $11 billion, respectively.  The primary SRI focus of the Trust
relates to screening of fund investments in enterprises on the basis of their active support of
unions.  The ELCA’s central SRI focus is also on screening, although there are no data available
on the extent or nature of the fund’s current SRI investments.  Over 90% of UMC’s SRI also takes
the form of screening.

All three funds make ARH investments, but only by way of debt instruments.70  UMC is
considered to be one of the largest non-governmental investors in affordable housing and
community development in the U. S., and the Trust is also a national leader in pension real estate
investment in housing development.  UMC and the Trust are actively engaged in partnership
arrangements, while ELCA is only tangentially involved through investments in Neighborhood
Reinvestment Corporation (NRC).  UMC also lends money to intermediary organizations such as
community development banks, which lend to developers that are building or renovating
affordable housing, and has relationships with more than 15 such intermediaries.  UMC has
invested about $100 million through ESIC, the subsidiary of the Enterprise Foundation, and more
than $40 million in Enterprise Mortgage Investments Inc., a subsidiary of ESIC.  Fannie Mae
guaranteed mortgage backed securities are the key financing instrument for the Enterprise
projects.

A major reason for the lack of equity investments in ARH by the funds is the poor risk/return
characteristics of such investments.  Most private pension funds in the U.S., including the Trust
and ELCA, are regulated under the Employee Retirement Income Security Act (ERISA), and the
ERISA prudent investor philosophy restricts eligible investments to those entailing market
risk/return characteristics.71  UMC is actually administered pursuant to the retirement income
account provisions of section 403(b)(9) of the Internal Revenue Code (IRC) as a "church plan" as
defined in section 414(e) of the IRC.  The IRC rules require church plans to be generally
compliant with ERISA, although such plans are technically not covered by ERISA.
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     72UMC sometimes provides LIHTC investors with bridge financing that tides them over until
they receive the tax credit from the federal government.

UMC has has been innovative in approaching investment in affordable housing through its
Diversified Investment Fund (DIF), which mixes riskier community development investments
with U.S. stocks, U.S. agency securities, corporate bonds, and cash equivalents. The DIF has been
designed to achieve UMC’s long-term investment objectives while minimizing short-term risk. 
This is accomplished through three key features: (1) adequate diversification; (2) the use of fund
reserve for liquidity protection; and (3) a guaranteed crediting rate for fund investment (3% for
2001), coupled with special distributions at the end of the year if fund earnings warrant this. 
Earnings have been good on its affordable housing debt investments, averaging 7.3% over the past
five years.

While the LIHTC improves the risk/return profile of ARH equity investments that qualify for the
credit, pension funds as non-taxable entities cannot directly use the credit, and so would have to
transfer it to a taxable organization at a discount.  In the case of the Trust, there is also concern
with the minimum commitment period (currently a minimum of 18 to 30 years) for keeping rents
affordable under the LIHTC regulations, since this can potentially entail an extended period of
restricted returns until rents can be raised to market levels.  One related factor of relevance
concerns the current application of the CRA; since the CRA does not apply to pension funds, they
do not face any regulatory incentives to actively pursue ARH investments, although (anomalously
among pension funds) there is no lack of motivation in the case of the Trust and UMC.  While
UMC views the LIHTC as a key stimulus for affordable housing, it has not attempted to earn and
transfer the credit, and is not particularly interested in this given the structure of its current
investments and the fact that this would put the board in the position of competing for credits
against its partners.72  However, UMC did express the view that it might help financing for ARH
if the reach of the CRA was extended to insurance companies, and if the LIHTC rules were
modified to make insurance companies and possibly pension plans directly eligible for credit.

Several other obstacles were noted by representatives of the pension funds.  In the case of the
Trust, the complexity of current partnership arrangements was noted.  ELCA noted difficulties in
locating partners with a true commitment to affordable housing as opposed, for example, to those
merely seeking to satisfy CRA regulators or those in pursuit of subsidies.  Both funds also noted
the desirability of improved securitization to enhance the attractiveness of equity investments–for
example a Fannie Mae-like secondary market for bundles of equity securities.

There are also some additional technical limitations of the LIHTC insofar as pension funds are
concerned.  The current structure of the LIHTC reserves 10% of the credits for non-profits,
however, pension funds do not satisfy the definition of non-profit and, in any event, any
organization qualifying under the provision for non-profits must materially participate in the
development of the real estate project.  While pension funds in the U.S. can invest in real estate
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     73See MacNevin 2001.

through a variety of trust, partnership and corporate vehicles, including REITs, they are
technically not permitted to be involved directly in the development of real estate.73
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TABLE IV.7
AFL-CIO HOUSING INVESTMENT TRUST

Total Assets ($mil.) $2,600

SRI Assets ($mil.) $2,600 (invests only in unionized construction projects)

SRI Assets as % Total Assets 100%

Type of SRI Fund pension real estate investment company

Types of SR Investors Over 400 participating pension funds

Invests in Affordable Rental Housing (ARH)? Yes; invests in numerous ARH projects

Principle Affordable Housing Investment
Vehicle

HIT- a common law trust registered as an investment company and
subject to the regulatory authority of the SEC

Type of ARH Investments Debt, including mortgage backed securities (MBS)

Normal ARH Investment Term Long-term

Reduced Yield on ARH Investments? No; not permitted by ERISA “prudent investor” regulations for pension
funds

Involved in ARH Partnership Arrangements? Yes; involved in numerous projects involving LIHTC, Fannie Mae,
HUD, state financing agencies, etc.

Can Use LIHTC Incentive for equity
investments?

Not directly-non-taxable pension fund; could transfer credit but has not
tried; min. 18 year investment period of potentially restricted returns a
problem; does not qualify as “non-profit” under LIHTC rules so would
have to compete with taxable corporations for credits

Degree of potential interest in ARH on part of
investors

High; conscious effort to seek out ARH

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? Yes; prudency rules require market risk/return trade-off

- Nature of existing Partnership?
Arrangements?

As pension fund, cannot “develop” real estate; complexity of
partnerships somewhat of an issue

- Lack of Suitable Investment Instruments? Yes; improved equity instruments required with acceptable risk/return
tradeoff–e.g., “a Fannie Mae for equity”

- Investment Term? No; but require liquid instruments

- Risk/Return Characteristics of ARH
Projects?

Yes for equity investments; see comment above

- Absence of Suitable Government Financial
Incentives?

Yes (see comments above on LIHTC and risk/return characteristics of
ARH equity investments

- Size of Investment? No

- Other? N/A
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TABLE IV.8
BOARD OF PENSIONS, EVANGELICAL LUTHERAN CHURCH IN AMERICA
(ELCA)

Total Assets ($mil.) $6,000

SRI Assets ($mil.) Not available; SRI done through 3 funds: the social purpose bond,
equity and balanced funds

SRI Assets as % Total Assets Not available

Type of SRI Fund Pension plan

Types of SR Investors Primarily 50,000 pastors and 10,000 congregational employers of the
ELCA

Invests in Affordable Rental Housing (ARH)? Indirectly, through MBS and bond holdings; including those of
Neighborhood Reinvestment Corp. (NRC)

Principle ARH Investment Vehicle Social purpose bond fund

Type of ARH Investments Debt, including MBS

Normal ARH Investment Term Typical investment timeframe is 5 to 10 years

Reduced Yield on ARH Investments? No; not permitted by ERISA “prudent investor” regulations for pension
funds

Involved in ARH Partnership Arrangements? Only indirectly, through NRC and as a long-term debt investor

Can Use LIHTC Incentive for equity
investments?

Not directly-non-taxable pension fund; could transfer credit but has not
tried; has been involved in LIHTC- and other government-funded
projects

Degree of potential interest in ARH on part of
investors

Moderate

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? Yes; prudency rules require market risk/return trade-off

- Nature of existing Partnership?
Arrangements

Finding partners with a true commitment to ARH is a problem

- Lack of Suitable Investment Instruments? Yes; could benefit from improved secondary-market securitization for
equities to ensure acceptable risk/return; need improved
diversification–REITs useful

- Investment Term? Not particularly–need liquidity

- Risk/Return Characteristics of ARH
Projects?

Yes for equity investments; see comment above

- Absence of Suitable Government Financial
Incentives?

Yes (see comments above on LIHTC and risk/return characteristics of
ARH equity investments

- Size of Investment? No

- Other? N/A
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TABLE IV.9
UNITED METHODIST CHURCH (UMC), BOARD OF PENSION

Total Assets ($mil.) $11,000

SRI Assets ($mil.) $11,000; SRI activities include screening and advocacy (93%), and
affordable housing and community development (6% or $700 mil.)

SRI Assets as % Total Assets 100%

Type of SRI Fund Church pension fund

Types of SR Investors Over 66,000 UMC pastors and employees

Invests in Affordable Rental Housing (ARH)? Yes; most of $700 million commitment is allocated to affordable
housing; has financed more than 20,000 units of housing, including
many ARH units

Principle Affordable Housing Investment
Vehicle

Diversified Investment Fund

Type of ARH Investments Debt, including mortgage backed securities (MBS)

Normal ARH Investment Term Longer-term

Reduced Yield on ARH Investments? Technically not permitted by pension investment, but ARH investments
achieved through diversification (see discussion)

Involved in ARH Partnership Arrangements? Yes; involved in numerous projects involving LIHTC, Fannie Mae,
HUD, state financing agencies, etc.

Can Use LIHTC Incentive for equity
investments?

Not directly-non-taxable pension fund; could transfer credit but has not
tried; does not want to compete with partners for credits

Degree of potential interest in ARH on part of
investors

High; conscious effort to seek out ARH

Primary Constraints on ARH Equity Investments

- Legal/Regulatory? Not with current debt investments; pension prudency rules generally
require market risk/return trade-off and is able to structure debt
investments to achieve this

- Nature of existing Partnership?
Arrangements?

As pension fund, cannot “develop” real estate, but not a particular
problem

- Lack of Suitable Investment Instruments? No

- Investment Term? No; sufficient liquidity achieved through reserve fund (see discussion)

- Risk/Return Characteristics of ARH
Projects?

Not as investments are currently structured but sees an important role for
public incentives to reduce overall project risk and achieve affordability

- Absence of Suitable Government Financial
Incentives?

Not particularly; partners with organizations eligible for incentives;
however, might improve investment if CRA was extended to insurance
cos., and the LIHTC to insurance cos. and perhaps pension funds

- Size of Investment? No

- Other? N/A
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C. Summary

This chapter has reviewed the activities relating to ARH by four categories of socially responsible
investment funds–mutual funds, loan funds (a category of CDFIs), foundations and pension
funds–which together constitute the core of the institutional SRI industry in the U.S.  The specific
funds selected were chosen in part because of their current involvement in ARH investments,
although the degree of involvement varied considerably across the various funds.

Based on the discussion in the chapter, Figure IV.1 below sets out in very general terms the
mandatory primary requirements and the secondary facilitating requirements that must be met in
order for any organization to make equity investments in U.S. affordable rental housing PPPs.

FIGURE IV.1
PRECONDITIONS FOR EQUITY INVESTMENT BY AN ORGANIZATION IN U.S.
AFFORDABLE RENTAL HOUSING PPPs

MANDATORY PRIMARY REQUIREMENTS
t the existence of an effective overall affordable rental housing PPP structure
t facilitating legislation and regulations that permit the participation of the particular organization
t the absence of self-regulatory rules within the organization’s industry that preclude or hinder participation
t management knowledge of, interest in and commitment to affordable housing
t access by the organization to investment expertise pertaining to affordable housing projects
t the availability of suitable investment instruments and vehicles with risk-return and cashflow characteristics

that meet the organization’s investment objectives and regulatory restrictions
t an investment horizon for the organization that is consistent with affordable rental housing investments
t the existence of effective program emergency exit rules that suit the organization’s requirements

FACILITATING SECONDARY REQUIREMENTS
t the existence of incentive legislation that encourages participation by the organization’s industry
t financial incentives that encourage investment
t the ability of the organization to access and utilize available financial incentives

In terms of the specific case of ethical funds and SRI pension funds, it is clear from the reviews
that affordable housing is a relatively undeveloped component of that industry.  To this point in
time, all of the funds reviewed make only debt investments in ARH; the author was unable to
locate even a single SRI fund that made equity investments.  The reviews uncovered a variety of
reasons for the lack of equity investments in ARH, some of which apply broadly across most of
the funds, and some of which are unique to a specific category of fund or even a specific fund
within a category.

There are some regulatory obstacles to SRI equity investments in ARH, most particularly the fact
that mutual funds cannot invest directly in real estate, although they could invest through REITs,
or umbrella corporate or foundation structures that provide adequate investment security through
diversification, if those investment routes were developed.  While pension funds can invest
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through a variety of trust, partnership and corporate vehicles (including REITs), they are
constrained somewhat by the fact that they cannot develop real estate directly.

The unfavourable risk/return characteristics of ARH investments were identified as an inherent
problem with such investments by all categories of SRIs covered, except loan funds which are
actually, in many cases, designed to pay below market returns on their investments and to assume
higher degrees of risk.

The importance of the LIHTC to ARH arrangements is obvious from a number of the reviews. 
Several rganizations expressed concern with the length of the investment period required for
equity ARH investments, including the minimum commitment period under the LIHTC.  The
need for liquid investments can also be a problem; for example, in the case of pension funds. 
Several of the respondents referred to the need for improved investment instruments, such as
secondary-market securitization for equity investments–that is, a sort of “Fannie Mae for equity
investments.”  Other obstacles mentioned included, the minimum fund size required to make
equity ARH investments, the lack of availability of suitable investments and well-motivated
partners, and the complexity of existing partnership arrangements for ARH partnerships.

Some funds are able to provide reduced rates of return to investors, although this is not an option
for pension or other retirement funds and mutual funds since regulations require the funds to make
only  investments that have reasonable market risk/return profiles.  Question arises as to how
equity investments could be structured to make a similar contribution to reducing capital costs. 
On the equity side, this would probably be accomplished by the investor accepting a higher than
market risk for the expected return, or a lower return for the degree of risk assumed.

It seems unrealistic to apply coercing legislation like the CRA to pension and mutual funds, since
such funds largely consist of people’s retirement savings although, as discussed elsewhere in this
study, the U.K. has introduced more gentle regulatory disclosure rules that may nudge pension
funds in the direction of SRI investments.  It may not be unrealistic to apply similar legislation to
other types of SRI funds and to target ARH specifically.

One possible type of incentive for ethical/social funds is to lower the risk to them of ARH equity
investments (see Chapter V and Appendix B).  For example, some form of government equity
investment guarantee, possibly through a secondary securitization market, is, in principle, a
possibility.  The idea with this approach would be to emulate loan guarantees that are sometimes
used in the case of debt financing.  One possibility might be a guarantee that placed minimum
bounds on the equity returns accruing to investors.  This would reduce the risk of investments and
therefore increase the risk-adjusted expected returns to the investor.  To the author’s knowledge,
the theoretical framework for risk-reducing instruments on the equity side are as yet relatively
unexplored.  While such instruments would be quite complex because of the complex returns
accruing from equity investments (e.g., dividends, plus accruing and sporadically realized capital
gains), they may warrant further investigation.  In any event, while such instruments might lower



72

     74One possible way around this problem, aside from making the credit refundable, might be to
permit the credit to be flowed through to investors in the fund.  However, this would add
considerable complexity and would not resolve the problem in the case of investors in mutual
funds that are non-taxable pension or retirement funds.

     75As far as the author can determine, loan funds can invest in REITs; even if this is not the
case, it would be a relatively minor matter to change the rules to permit this.

barriers to SRI investment in ARH, and might lower capital costs somewhat, it seems unlikely
that they alone would be sufficient to reduce rents significantly.

Changes could also be made to the LIHTC to improve its accessibility by SRI funds.  The LIHTC
as currently structured, including its interaction with the CRA, has significant limitations as an
incentive for improving the risk/return characteristics of ARH equity investments in the case of
SRI funds.  For one thing, while the CRA does not apply to pension funds, mutual funds or
foundations (and is irrelevant in the case of CDFIs since they already focus exclusively on
community investment), the legislation creates intense competition for SRIs, which, if interested
in obtaining credits, are forced to compete for them at prices that may already be inflated.  There
is also a common view among SRIs that the LIHTC credits are currently monopolized by the
syndicates and generally not available. 

Further, pension funds cannot directly claim the credit because of their non-taxable status, and
therefore would be forced to transfer any credits earned to a taxable investors at a discount since
the credit is not refundable.  While 10% of LIHTCs are reserved for non-profits, pension funds do
not qualify under the definition of non-profit; moreover, qualifying non-profits must be actively
engaged in the development of the real estate project, and pension funds, as noted,  are restricted
from developing real estate.  Since mutual funds cannot invest directly in real estate, they would
not be able to earn LIHTC directly; even if they could qualify they might have to transfer the
credits at a discount if, as is commonly the case now, they have losses and are thus non-taxable.74

On balance, bearing in mind all of the above considerations, the most viable way to encourage
SRI investments in ARH through PPP arrangements, as they are currently structured in the U.S.
might be through some type of REIT vehicle.  Such investments could also be eligible for LIHTC
credits transferred from developers, although this would add considerably to complexity and is not
really necessary as long as incentives to other investors lead to market-level risk/return
characteristics for ethical and SR fund investors.  Government rate of return guarantees for such
investments are also a possibility.  REITs are eligible investments for all categories of SRI
investors.75  If the ethical/SRI fund investment vehicle is to be eligible for the LIHTC, the credit
would have to be altered to make it refundable to resolve the problem arising with non-taxable
retirement funds.  It might be desirable to reserve a certain percentage of credits for SRIs.  This
would reduce the intense competition for credits as well as the tendency for monopolization of
credits by syndicates.
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     76U.S. REITs, which are typically structured as corporations, currently have a number of
significant advantages over those in Canada, which are structured as mutual fund trusts (see
MacNevin 2001).

REITs have a number of inherent advantages as a form of equity investment.  As marketable
securities, they significantly lessen liquidity problems associated with such investments.  This
feature also eliminates problems with the required lock-in period for equity investments under the
LIHTC, which was raised as a concern in the fund reviews.  REITs are compatible with PPP
arrangements and would significantly reduce complexity problems associated with participating as
an equity investor; investors could participate as developers or as less active participants.76
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CHAPTER V: PROSPECTS FOR SOCIAL/ETHICAL FUND EQUITY
INVESTMENTS IN AFFORDABLE RENTAL HOUSING IN CANADA

A. Introduction

This chapter examines the prospects for ethical and social fund investments in affordable rental
housing through PPP arrangements in Canada.  The chapter is based on three sources of
information: (1) a survey and set of interviews with a number of industry participants; (2) data and
information from publically-available fund databases; and (3) legislation and industry regulations
that govern the investment activities of the funds.  The chapter is structured as follows.  Section B
provides background information on the current environment for ethical and SRI pension fund
equity investments through ARH PPP structures in Canada.  Section C presents information
acquired from the surveys, interviews and publically available data sources, including some
existing structures for equity investments in real estate.  Section D assesses potential PPP
structures and investment incentives within the Canadian context.  Section E contains a summary
and concluding comments.

B. The Environment for Ethical Fund Equity Investments through ARH PPP Structures in
Canada

The Current Investment Environment for ARH PPP Structures in Canada

As discussed in Chapter II, the U.S. has a sophisticated model framework, not all elements of
which may necessarily be viewed as desirable, which has evolved over nearly thirty years, to
expedite investments through ARH PPP arrangements.  Equity investments are encouraged
primarily by: (1) the federal Low Income Housing Tax Credit (LIHTC); and (2) complementary
regulatory legislation through the Community Reinvestment Act (CRA), which encourages
regulated financial institutions to become involved in community investing such as low income
housing.  In response, a complex and dynamic array of initiatives by for-profit, not-for-profit and
quasi-public sector organizations has evolved to facilitate equity investments.  While the
partnership approach to ARH is thriving in the U.S., as discussed in Chapter IV, that country has,
to this point in time, apparently been unsuccessful in attracting equity participation by ethical and
SRI pension funds.

In Canada, the development of PPP structures for affordable housing is slowly evolving but
appears to lag considerably behind the U.S.  A major initiative in that direction was the formation
within CMHC in 1991 of the CCPPPH.  The CCPPPH was established with the specific objective
of actively encouraging and supporting groups that were interested in developing affordable
housing through the partnership approach.

Canada does not currently have broad-based incentives to encourage equity investment in ARH
PPPs that are analogous to those in the U.S.  There is no regulatory measure comparable to the
CRA that is designed to induce financial institutions to make investments in affordable housing. 
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     77The Rental RRAP offers financial assistance to landlords of affordable housing to pay for
mandatory repairs to self-contained units occupied by low-income tenants. Mandatory repairs are
those required to bring properties up to minimum levels of health and safety.  The assistance is a
fully forgivable loan and ranges from $18,000 to $27,000 per qualifying unit (or even higher in
special circumstances) depending on location.

     78The term “capitalization rate” is used to refer to the rate used to discount net rent streams.  A
rate of 9% is the lowest rate typically accepted by the CMHC for multiple project mortgage
insurance underwriting.

Nor is there a general financial incentive comparable to the LIHTC that is designed to: (a) assist
financially in the achievement of rent affordabilility standards for qualifying properties; and,
equally importantly, (b) induce for-profit and not-for-profit organizations to join in ARH
partnerships.

This is not to say that there are not measures in place at the federal level in Canada that provide
assistance to rental housing.  Through CMHC, the federal government continues to play its
traditional role of providing mortgage insurance for individual home purchasers and for rental
housing developments.  The federal government also continues to fund existing social housing
through an annual contribution of approximately $2 billion.  CMHC also finances a number of
other programs and special initiatives such as the Residential Rehabilitation Assistance Program
(RRAP),77 as well as an extensive research and information transfer program.  CMHC has also
been involved over the years in the Homegrown Solutions partnership initiative with the Canadian
Housing and Renewal Association, the Canadian Home Builders Association, the Federation of
Canadian Municipalities, and the Co-operative Housing Federation of Canada.  Since 1997, this
initiative has provided seed money of up to $20,000 per applicant for demonstration projects that
encourage and support community partnerships to address local housing needs.  Nevertheless, it is
still fair to say that Canada has not as yet introduced a structured set of incentives that foster a
dynamic ARH PPP environment.

Development of a variety of different sources of private sector equity capital is an important
cornerstone to the further evolution of ARH PPPs in Canada because there is typically a “funding
gap” for ARH projects.  The funding gap exists because rents that are affordable to lower income
individuals typically result in a shortfall in project revenues relative to project costs.  In Canada,
mortgage insurance, which enables projects to be financed at favourable lending rates, is only
available for up to a maximum of 85% of an ARH project’s lending value.  Lending value is in
turn based on the discounted value of the ARH project’s future net rental income stream.  For
lower-rent ARH projects, the discounted value of net rents will inevitably  result in a lending
value that is below actual project costs.78  In order to make the project sustainable without ongoing
public funding, the funding gap must be filled through some combination of the following means:
(1) equity financing (either in-cash or in-kind) provided by commercial organizations, and
foundations, charities and other non-profit entities; (2) public capital subsidies; and (3) efficiency
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     79Item 3 could be viewed as reducing the capitalization rate so that the ratio of the net present
value of net rents to project costs is reduced.

     80As discussed earlier in the report, there may still be a role for rent subsidies, even within
PPP structures; indeed, the U.S. through HUD continues to offer such assistance.

gains through synergistic partnership arrangements that reduce overall project costs.79  In the past,
under the public housing approach to affordable housing, the funding gap was covered by rent
subsidies and other forms of ongoing public sector assistance.80

As discussed below, to fill the funding gap fully through federal capital subsidies would be
counterproductive and would undermine the very foundation of the PPP approach since it would
eliminate much of the need for private sector partners.  The hoped-for synergy, dynamism and
efficiency that effective PPP arrangements could produce would be far less likely to develop. 
This is not to argue that there is not a need for effective incentives and facilitating measures, but
rather to emphasize that the desired end objective is an effective joint relationship between private
and public sector partners, not simply an alternative mechanism for providing government
subsidies.

Investment Regulations for Ethical and SRI Pension Funds

The investment regulations governing ethical and SRI funds place constraints on their ability to
make equity investments in real estate.  This includes both industry regulations that govern funds’
investment activities, and Income Tax legislation applying to funds that are eligible vehicles for
tax-sheltered pension and retirement savings plans.  As discussed in Chapter III, the following are
the primary commercial ethical investment organizations that are a potential source of equity
capital for ARH PPPs in Canada: (1) socially screened mutual funds; (2) pooled funds managed
by investment management firms; and (3) in-house institutional investors, consisting primarily of
pension funds.  Appendix C provides a fairly detailed review of the regulatory/legislative rules for
these types of organizations.  For convenience, the main rules are summarized in the following
two paragraphs.

For SRI pension funds: (1) no more than 5 percent of a fund’s assets may be invested in a single
parcel of real property; (2) all real and resource properties together may not exceed 25 percent of
fund assets; (3) the prudent investment regulatory philosophy mandates adequate portfolio
diversification, including with respect to real estate holdings, and that investments entail market
risk/return characteristics; (4) there are a variety of different options for equity investments in
ARH PPPs, including through direct ownership, taxable corporations, partnerships, joint ventures,
real estate investment corporations (REIC), and pooled trust vehicles; (5) the various vehicles
have different strengths and weaknesses and many confront complex interactions with the foreign
property investment rules; (5) while not without its own limitations, the REIC vehicle offers a
single fund or a group of funds the opportunity to invest through a tax-sheltered vehicle offering
corporate liability protection; and (6) the REIT vehicle, which has considerable merit as a pooled
vehicle to facilitate pension investments in ARH PPP arrangements (particularly for smaller
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     81The survey questionnaire and the accompanying cover letter, which were used to structure
the interviews, are presented in Appendix A of the report.

funds), although it could be improved in various ways.  Investment management firms that
manage pension fund assets are bound by the same rules.

In the case of mutual funds, the main rules are: (1) funds cannot directly own real estate under
either federal regulations or under income tax rules for RRSP-eligible investments; (2) mutual
funds can be structured as REITs, and REIT units are eligible investments for mutual funds; and,
while mutual are not governed by the prudent investment rules governing pension funds, they are
regulated commercial operations that must generally make sound investments on market-
comparable terms.

Ethical investments can also be made through funds managed by commercial investment
management firms.  Many of the funds managed by investment management firms are managed
on behalf of pension funds or are eligible investments for individual and group retirement savings
plans such as RRSPs.  The regulatory and income tax applying to pension funds and RRSPs also
apply in the case of funds managed by investment management firms.  Similarly, credit unions
that participate in ethical or socially responsible investing through their family of mutual funds are
subject to the general regulatory rules for mutual funds described above.

In summary, then, ethical funds and SRI pension funds are potentially able to make equity
investments in ARH PPP arrangements though they face various restrictions on how they may
structure such investments.

C. Current Views and Practices of Ethical and SRI Pension Funds

Organizations Contacted

In order obtain information on the views of fund managers regarding ethical fund equity
investments through ARH PPPs, a survey was conducted of a mix of different types of funds. 
Most funds approached were not interested in participating in the survey.  Indeed, out of fifteen
organizations contacted, only five (including one developer for pension fund real estate
investments) were willing to formally complete the survey.81  Among those that did not participate
were a number of the dominant members of the ethical funds industry.

Aside from busy work schedules, the principal reason for the unwillingness to participate in the
survey seems to be that, to date, ethical investment in Canada has consisted primarily of screened
investments in securities of large, publically traded corporations; ethical/social investment funds
do not make equity investments in real estate of any type and most do not appear to have
contemplated doing so.  It was also difficult for most organizations to relate to the concept of
ethical investment in ARH PPPs, which is not surprising given the relatively undeveloped state of
such arrangements in Canada.  Indirectly, then, the low participation rate probably reflects fairly
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accurately the degree of interest in the issue, at least at this stage, among the ethical/social fund
community.

In light of this, it should be cautioned that the information provided by the survey respondents is
not representative of the ethical SRI industry as a whole.  Firms that responded were undoubtedly
those with the greatest interest in the issue because of their current or planned investment
activities.  Therefore, it would be invalid to extrapolate their responses to the full industry. 
Rather, a more appropriate interpretation would be that the respondents represent the views of a
component of the industry that have a potential interest in equity investments in ARH structures at
the present time.  Also, there may be other organizations with an interest in the issue that the
author failed to identify.  Nevertheless, the responses do provide some insights into current
thinking on the matter.

In addition to the five organizations that completed the survey, additional informal information
was acquired in interviews with staff of a variety of the other organizations; this is reflected where
relevant throughout the discussion.  Table V.1 below contains a list of the organizations
contacted, including those that completed the survey, and information on their principal activities
and asset size.  The organizations contacted include a broad array of ethical and regular fund
managers, investment management firms, pension funds, developers (including a developer
owned by pension funds), REITs and a variety of other organizations with activities relating to the
issue.



79

TABLE V.1
ORGANIZATIONS CONTACTED

Organizations Solicited for
Participation in Survey1 Activities Contact/Phone

Total
Assets
($mil.)2

1. Meritas Funds* EF Brian Barsness, 519-624-6767 12

2. Acre Fund* EF John Vance, 604-875-1836 30

3. Ethical Funds EF Russell Moldowan, 604-714-3800 2,000

4. Desjardins MF, EF Joe Mercone, 888-847-2562 80,000

5. Concert Properties* DEV Lionel Wazny, 604-688-9460 400

6. Acuity Funds IM, MF, EF Martin Grosskopf, 800-461-4570 700

7. Van City Credit Union3* CU, MF, EF See below 7,000

   - Van City Corporate Social
Responsibility Group

CLF Priscilla Boucher, 604-877-8791 2

   - Van City Community Foundation FN David Driscoll, 604-877-7553 6

   - Van City Enterprises DEV Jacques Kohrie, 604-877-7546 N/A

   - Van City Capital CAP Derek Grant, 604-877-7657 unknown

8. Real Assets* IM, EF Kai Alderson, 604-646-5850 70

9. GWL Investment Management IM Patrick Clark, 204-946-8100 8,500

   - GWL Realty Advisors IM, PM David Rose, 416- 359-2929 4,700

10. Dynamic Canadian Real Estate MF Oscar Belaiche, 416-365-5100 62

11. Investors Real Property MF, IM Murray J. Mitchell, 888-746-6344 608

   - Investors Summa EF Scott Morrison, 416-359-3903 2,710

12. Coast Capital Savings CU, MF, EF Peter Fast, 250-380-3128 unknown

13.Ontario Teachers Pension Plan PF Robert Bertram, 416-730-5377 $74,000

14. Bank of Montreal Pension Fund
Society

PF Bob Adams,  416-643-1725 2,600

15. United Church of Canada PF Duc Le, 416-231-5931 877

(Continued on next page)
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(TABLE V.1 cont’d)

Other Organizations Contacted

16. Pension Real Estate Associates IM Eric Lerner, 416-363-6206 unknown

17. Residential Equities REIT Robin Lowder/Maurice Kagan, 416-
869-3003

$535

18. Canadian Apartment Properties REIT Yazdi Bharucha, 416-861-9404 $528

19. Social Investment Organization NIO Eugene Ellman, 416-561-6042 N/A

20. Investment Funds Institute of Canada NIO Sarah Thomson, 416-363-2150 N/A

KEY: CAP, capital financing; CLF, community loan fund; CU, credit union; DEV, developer; DEV (PF),
pension fund developer; EF, ethical fund; FN, foundation; IM, investment management firm; MU, regular
mutual fund; N/A, not applicable; NIO, national industry organization; PF, pension fund; PM property
management; REIT, real estate investment trust;
NOTES: 1. Organizations indicated with a * formally completed the survey presented in Appendix A
2. As per latest publically available data sources.
3. Survey input provided by Van City Enterprises.

Views Towards An Equity Fund for Affordable Rental Housing

Table V.2 below summarizes the views of the five organizations that completed the survey on
equity investments in ARH.

The responses to the first two questions in the table indicate that the surveyed organizations were
generally favourably inclined towards the concept of an equity ethical fund for investment in
ARH.  Four out of five indicated that they thought such a fund would be popular with their
investors and that they would consider offering or investing in such a fund.  However, all five
indicated that their support was conditioned by the assumption that the investment arrangement be
properly structured; their views in this regard are discussed below.  Moreover, two of the
respondents indicated they would prefer debt to equity instruments.

The responses to question 2 in the table indicate that there is a high degree of consensus (four out
of the five respondents) that the principal obstacle to investment is the poor risk/return prospects
associated with ARH investments.  Two managers also noted the lack of an appropriate
investment framework.

In response to question 4 in the table about whether government incentives were required, four of
the respondents answered an emphatic “yes”.  The fifth respondent waffled only to the extent that
he suggested that a guarantee might be sufficient.
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TABLE V.2
VIEWS OF ORGANIZATIONS RESPONDING TO THE SURVEY

1. Would an equity ethical fund for lower-to-moderate income affordable rental housing
(ARH) potentially be attractive to your investors?

Yes1 No

4 1

2. Would you consider, under the right circumstances, offering or investing in an ethical
equity fund for ARH?

Yes No

4 1

3. Primary obstacles to equity investment in ARH. Obstacle2 #

1. Poor risk/return tradeoff 4

2. Absence of a defined investment framework 2

4. Are government incentives required to encourage investment in an ethical equity fund for
ARH?

Yes ?

4 1

5. What type of investment incentive is required? Tax Guar-
antee

?

2 2 1

6. What is your preferred type of investment instrument/vehicle for making ethical fund equity ARH
investments?

?

5

7. Would investors accept concessions on ethical fund equity investments in ARH? Yes No ?

1 2 2

8. What is an appropriate holding period and exit strategy for ethical fund equity investments
in ARH?

Long-
term

?

3 2

9. Estimated amount of funds that could be invested through ethical equity funds in ARH? See discussion

NOTE: 1. If structured correctly.
2. One respondent rated each of the two options equally.

In response to question 5 on the best type of government incentive, two replied tax incentives, two
preferred investment guarantees and one felt that the type of incentive could depend on the
investment circumstances.  Note that this considers the issue from the perspective of the investor
only and does not address the question of whether the recommended form of incentive would be
able to achieve a meaningful reduction in rent affordability.  Several respondents in fact noted
this.  In particular, while investment guarantees might solve the funds’ problems in attracting
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investors, they would undoubtedly be insufficient alone to substantially reduce rents.  However,
investment guarantees might be sufficient to lead to a substantial increase in the stock of rental
housing, which might have a moderating effect on rents.

Respondents have no clear or strong opinions on the preferred type of investment instrument
(question 6).  Three respondents indicated a variety of options would be viable or that it would
depend on the circumstances and investment framework.  Two respondents took the opportunity
to state that they preferred mortgage backed securities or other forms of debt instruments.

Respondents are mixed in their views as to whether investors would be willing to make
concessions when investing in ARH (question 7).  There was one clear “yes”, two clear “nos” and
two qualified responses.  One respondent indicated that individuals might be willing to make
investments on a concessionary basis but that institutional investors would at most be willing (or
able) to accept a deferred investment return.  Another respondent felt that his investors would be
willing to accept a reduced rate of return but not a higher level of risk.  One manager pointed out
that any such concessions would not be sufficient alone to make a significant dent on rent levels. 
In more wide-spread discussions the author had with organizations in the ethical investment
industry, the view was frequently expressed that ethical investing should not involve any
concessions to risk or return for investors; quite to the contrary, many ethical funds argue that
ethical investing should enhance investment returns and security.

A majority of the respondents expressed the need for a long-term investor commitment in the case
of ARH investments (question 8), while two respondents had no particular view on the
appropriate holding period.  One respondent felt that the minimum holding period should be 5 to
20 years while a second felt it should be a minimum of 20 years.  One manager indicated that the
key was a ready market of investors (liquidity) functioning through a closed-end fund unit trading
arrangement.  This hints at something like an ARH REIT.  Another manager suggested that a
strong secondary market for the equity securities (something like a Fannie Mae for equities)
would be the key and could even result in 100% high ratio financing.

Obviously the respondents’ estimates of the total amount of equity funds that they might
realistically expect to invest in ARH under ideal conditions is extremely conjectural given the
completely undefined nature of the investment environment that might prevail.  Nevertheless, the
answers provide some insight into how managers view the matter.  There were four dollar
estimates, which varied dramatically as follows: $24 thousand, $2 million, $40 million and $250
million.  It is clear that most of the respondents put some thought into their answers.  The estimate
of $40 million is based on an estimated 500 units at $80,000 per unit.  One respondent indicated
that he felt that pension funds could safely invest 1% to 2% of total fund assets in well-designed
investments of this sort and still satisfy prudent investment regulatory criteria.  Interestingly,
another manager based his dollar estimate on 3% of assets under management.  A third manager
also based his estimate on a preferred maximum percentage exposure–in that case, only one-fifth
of one percent of total assets.  The estimate of $250 million may be overly optimistic.
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     82By way of comparison, there is currently in excess of $3 billion invested in Labour
Sponsored Venture Capital Funds in Canada (see below for a brief discussion).  However, it
would probably be unrealistic to expect anything near that amount for a narrow segment of a
single industry like ARH, especially given the lower expected growth in returns.

     83Appendix C provides an overview of some of the options available for pension and pooled
fund investments in real estate.

It is possible to do some rough calculations to shed further light on plausible investment flows. 
The ethical industry in the U.S. is trying to encourage ethical funds to allocate 1% of their $2.2
trillion (U.S.) in assets to community development.  If half went into affordable housing, that
would be $11 billion.  In Canada, since total ethical fund assets are currently about $50 billion
(Cdn), a similar calculation yields an estimate of $250 million for affordable housing.  If half of
that was in equity, that would imply a potential $125 million from the ethical industry alone
(although not necessarily all of that would go into rental housing).  As well, it is quite possible
that funds not currently structured as ethical funds would also be interested in investing.  Indeed,
two managers operating real estate funds that are not covered in the survey indicated that they
would probably be interested in investing in a well-designed fund.82

Existing Structures for Equity Investment in Real Estate83

While the author did not find any ethical funds that make rental housing equity investments, a
number of mutual funds, investment management funds and pension funds were located that make
equity real estate investments.  This section briefly examines a few structures in order to assess
their suitability for an ethical ARH fund.

Investment Through an Open-Ended Mutual Fund Trust

The chart below shows the basic investment structure for the Investor Real Property Fund of
Investors Group, which is a major investment management/mutual fund firm.  Investors Group
also offers the Investors Summa fund, which is a $2.7 billion ethical fund.
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     84This emphasizes the importance of incentives, such as capital incentives, that are designed to
stimulate construction of new ARH units or to rehabilitate dilapidated units to that use.

Investors Real
Property Fund
(Open-ended
mutual fund
trust)

Apartment
property

Commercial
real estate

RRSPs

Other
individual
investors

(Unit holdings)(Direct property ownership)

INVESTORS GROUP REAL PROPERTY FUND

The Real Property Fund (RPF) has approximately $610 million in assets and is structured as an
open-ended mutual fund trust.  The fund has been operating since 1984.  Its investors include
RRSPs and other individual investors; the fund manager is not aware of any pension fund
investors.  The fund is authorized to hold only developed real estate (i.e., no idle land) and cannot
hold REIT units.  Because of liquidity problems experienced with such funds, the government
closed them down; however, the RPF has been grand-fathered and continues to fully operate. 
While it is not possible to establish a new fund structured in this way, the RPF is not legislatively
restricted in its ability to acquire new properties or to issue additional units.  Unit holdings can
trade freely among investors and the fund may redeem units at any time.  The fund currently holds
only one apartment, with the remainder being commercial properties.  The fund manager likes the
residential side of the market but says that property prices have been driven up recently through
increasing competition.84

While this fund cannot serve as a model for new ethical funds, it does provide a potential source
of equity capital from mutual funds for investments through ARH PPP arrangements. 
Investments are made on a strictly commercial basis so any investments in ARH PPP
arrangements through this fund would have to have market risk/return characteristics and would
have to achieve rent affordability standards through public incentives or through concessionary
investments made by other investors.

Investment Through Real Estate Investment Trust (REIT) and Corporate Structures

The Dynamic Canadian Real Estate Fund (CREF) of Dynamic Mutual Funds provides an example
of equity real estate investments through REIT and corporate structures.  Since mutual funds
cannot currently own real estate directly, they must make equity investments through such
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     85See MacNevin 2001 for a discussion of REITs in both the Canadian and U.S. contexts.  U.S.
REITs have a number of advantages, including: (1) the fact that they are structured as
corporations, not trusts; (2) that the UPREIT and DownREIT options facilitate property transfers
into REITs; and (3) that they can develop real estate, not only hold it as is the case in Canada.

Dynamic
Canadian Real
Estate Fund
(retail mutual
fund)

Apartment
properties

Commercial
real estate

Pension
Plans

(Unit and share holdings)

(Direct property ownership)

DYNAMIC'S CANADIAN REAL ESTATE FUND

Residential
Property
REIT

Commercial
Property
REIT

Taxable Real
Estate
Corporation

RRSPs

Individual
Investors

(Unit holdings)

arrangement.  The CREF has $62 million in total assets and makes equity investments in both
commercial and residential properties.  The major residential REITs in Canada are Residential
Equities REIT and Canadian Apartment Properties REIT; a major corporate residential real estate
firm is Boardwalk Corporation.  The following chart shows how investments through the fund are
structured.

Since REITs are structured as closed-end mutual fund trusts in Canada, units are fully transferable
and provide a high level of liquidity to a mutual fund, or potential ethical fund investor (although
the author did not find any ethical funds that currently invest in REITs).  REIT units are also
eligible investments for retirement plans, including RRSPs and pension plans, which are included
in the chart to illustrate this.  Untaxed income is distributed from the REIT to unit holders; this is
a particularly attractive feature for non-taxable pension and retirement plans.  While the REIT
structure (as a trust arrangement) does not provide iron-clad liability protection to investors this
does not appear to be a major obstacle.85

The REIT would seem to be a logical structure for potential equity investments in ARH PPP
arrangements in the case of ethical funds.  It is also an appropriate vehicle for pension funds,
particularly smaller funds that can’t make large investments.  The manager of the CREF is
potentially very interested in ARH PPP arrangements (particularly through REIT structures),
although again only on a market risk/return basis.  While investment through a taxable real estate
corporation provides another option, the REIT structure is preferred by CREF management
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Residential
Property REIC

Apartment
properties

Commercial
real estate

(Share holdings)

(Direct property ownership)

PENSION FUND INVESTMENT THROUGH A NON-TAXABLE REIC

Pension Plans

(Investment management}

Investment Management Firm (e.g.,
GWL Realty Advisors)

(Property management)

Commercial
Property REIC

because, in that case, untaxed earnings and depreciation allowances are flowed through to the
investor.

Pension Fund Investment Through a Real Estate Investment Corporation

In addition to the REIT, pension funds have a number of other options for investing in real estate,
including direct ownership, partnerships, taxable corporations, and various pooled fund
arrangements (see Appendix C).

One option that is likely to be particularly attractive to larger pension funds is the real estate
investment corporation, which is designed specifically for the purpose of pension investments in
real estate.  A REIC can be 100% owned by a single pension fund or it can be owned by a number
of different funds.   The REIC vehicle provides flow through of untaxed earnings, and full liability
protection to pensions.  Earnings can also be accumulated tax free by a REIC for purposes of
property acquisition and improvement.  While shares of a REIC are not publically traded, if a
number of pension funds participate in a REIC, there is a greater element of liquidity with respect
to the disposal of shares without the need to sell the underlying properties.

The following chart shows a typical REIC ARH investment structure, such as those managed by a
pension investment management firm such as GWL Realty Advisors/Investment Management or
numerous other investment management firms.
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Restrictions on Real Estate Development and on Partnership Arrangements

As discussed in Appendix C, there are restrictions on the ability of pension funds, mutual funds,
REITs and other types of pooled funds to develop real estate, as opposed to acquiring and
improving properties.  In addition, the foreign property rules under Income Tax legislation create
a disincentive for tax-assisted retirement plans to be engaged in active partnerships because
partnerships can be deemed to be foreign property and can use up a portion of a fund’s 30%
foreign property investment room.  Therefore, although the issues are complex and beyond the
expertise of the author, involvement of such funds in PPP ARH arrangements should probably be
structured so that the funds are passive equity investors, as opposed to active partners engaged in
property development.

D. Optional Investment Structures and Potential Incentives

In light of the above discussion, as well as the information on U.S. ethical funds and PPP
arrangements in earlier chapters, it possible to examine some options for potential ARH PPP
structures in the Canadian context that could potentially attract the attention of ethical funds and
ethical fund investors.

Option 1: Ethical and SRI Pension Funds Ineligible for Tax Credit Transferred from
Developer

The first option is shown in Figure V.1 is very similar to the U.S. model.  It involves a federal tax
credit to the developer in the first instance (with a possible piggy-back supplementary provincial
credit), which is used to entice equity investment by financial institutions, other corporations and
large individual investors.  Ethical and SRI pension funds would either be ineligible for the credit
or (as is the case in the U.S.) the credit would, by design, be unappealing to them.  The federal tax
credit would be insufficient alone to achieve minimum rent affordability targets that developers
would have to meet to be eligible for the credit.  This is a crucial feature intended to force
developers to obtain additional equity and debt gap financing from a variety of partners. 
Presumably, the total amount of credits allocated would be capped and would be allocated to
provinces by formula on the basis of need.  The following summarizes the financing steps, which
are matched by number to the chart.
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Financing Steps: Option 1

1. Federal/provincial tax credits allocated to provincial/local housing authority (PHA).
2. Developer submits project application for tax credits to PHA.
3. PHA allocates tax credits to approved developer.
4. Developer and/or syndicator arranges primary debt and gap (debt or equity) financing,
including ethical/SRI pension fund financing.
5. Eligible equity investors (but not ethical and SRI pension funds) purchase tax credits from
the syndicator who allocates proceeds to the developer through the syndicator’s equity fund as
equity capital.
6. In return, developer transfers tax credits through syndicator to eligible corporate and
individual taxpayers but not to ethical and SRI funds.
7. Tax credit rebate is claimed by taxpayers from Revenue Canada over a period of years (for
example 10 years as in the U.S. model).

Ideally under this option, the combined effect of all incentives and concessionary financing from
not-for-profit sources (e.g., foundations, charities, land trusts, etc.) makes it feasible for ethical
and SRI pension funds to participate.  As discussed earlier in the report, many will have to do this
on the basis of market-level risk/return trade-offs, but some may be willing and able to make a
concessionary contribution by accepting a lower return or higher risk.  However, as the U.S.
situation demonstrates, there is no guarantee that ethical and pension funds will participate as
equity investors.  At a minimum, policy initiatives that foster a friendly environment and that
facilitate the development of appropriate investment vehicles will be required.
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Option 2: Ethical and SRI Pension Funds Eligible for Tax Credit Transferred from
Developer

This option, which is presented in Figure V.2, is similar to the preceding one except that now
ethical and SRI pension funds are eligible to purchase tax credits transferred from the developer
through the syndicator.  The financing steps are set out in the following box.

Financing Steps: Option 2

1. Federal/provincial tax credits allocated to provincial/local housing authority (PHA).
2. Developer submits project application for tax credits to PHA.
3. PHA allocates tax credits to approved developer.
4. Developer and/or syndicator arrange primary debt and gap (debt or equity) financing,
including ethical/SRI pension fund financing
5. Eligible equity investors, including ethical and SRI pension funds, purchase tax credits from
syndicator who allocates proceeds to developer through equity fund as equity capital.
6. In return, developer transfers tax credits through syndicator to eligible investors, including
ethical and SRI funds.
7. Tax credit rebate (including refundable credit for non-taxable pension funds) is claimed by
investors from Revenue Canada over a period of years.

While it might seem that this would create more of an incentive for ethical and SRI pension funds
to participate, this is really not the case since credits are sold in a competitive market so that
expected investment returns should equilibrate to average investor discount rates.  On average,
funds should expect no higher investment earnings than under the preceding option.  Moreover, as
Figure IV.2 illustrates clearly, making the funds eligible for credits adds considerable complexity
to the process.  A positive feature of the previous option, in terms of simplicity, is that the tax
incentives are targeted at a relatively small number of large cap investors; bringing in a large
number of small investors through ethical/SRI pension funds would add a great deal of
complexity.  Indeed, it is hard to imagine how a system could be designed so that credits were
claimed over a 10-year period, or that could result in recapture of credits if the project failed to
adhere to affordability standards.  Also, since pension and other funds involving retirement
savings are non-taxable, the credit would have to be made refundable for such funds to benefit.  A
further substantial disadvantage of this approach is that the specific types of funds that were
eligible for the credit would have to be defined in legislation; since there are a potentially large
variety of different types of funds that might be interested, this would either add considerable
legislative complexity or else result in the exclusion of certain types of funds.
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     86LSVCFs are structured like mutual funds and make equity investments in smaller growth-
oriented companies.  In general, qualifying venture capital companies are start-up or emerging,
small capitalization companies, with less that $5 million in assets.  The minimum investment
commitment period required of investors in LSVCFs is at least 5 years and can be much higher in
some cases.  While the amount an investor can contribute to an LSVCF  is unlimited, the
maximum annual contribution that is eligible for the tax credit (typically at a combined
federal/provincial rate of 30%) is $5,000.

Option 3: Ethical Investors and SRI Pension Funds Eligible for Direct Tax Credit

Under this option, which is illustrated in Figure V.3, tax credits are not transferred from the
developer through the syndicator to the investors.  Rather, ethical investors and SRI pension funds
are eligible for tax credits when they make the investment in the ethical fund or (in the case of
pension funds) in a qualifying REIC, REIT or other approved ARH investment vehicle.  This is,
superficially at least, somewhat similar to the tax credits that investors earn on investments in
qualifying labour-sponsored venture capital funds (LSVCFs).86   The financing steps under this
approach to ARH investments are set out in the following box.

Financing Steps: Option 3

1. Developer submits project application to provincial/local housing authority for approval.
2. Developer arranges primary debt and gap (debt or equity) financing.
3. Pension funds and ethical fund investors contribute equity to REIC, REIT and other
investment vehicles that are qualified by tax authorities to make approved ARH investments.
4. Equity is transferred to developer.
5. Tax credit rebate (including refundable credit for non-taxable investors) claimed by investors
from Revenue Canada in current taxation year.

At face value, this option seems to have the advantage of simplicity, although this may be
deceiving.  With LSVCFs, corporations eligible for investment are defined in terms of relatively
simple size and activity criteria at the time of investment.  In the case of ARH projects, however,
the eligibility criteria would presumably relate to potentially complex rent affordability standards
that the project must continue to meet over a relatively long time horizon.  If the U.S. experience
provides any guidance, complex criteria for qualifying properties would likely have to be
developed, and there likely would have to be provisions for recapture of credits from many small
investors if the projects fail to stay on-side of the established criteria.  It is difficult to see how
such features could be meaningly enforced.

This option also suffers from a number of other drawbacks.  First, as noted there are a potentially
wide range of investment vehicles that funds (particularly SRI pension funds) may want to use in
participating in ARH projects.  Since the investment rules governing these vehicles are contained
in intricate income tax legislation, it would probably be a complex task to design eligibility
criteria for such a diverse range of investment vehicles; on the other hand, limiting eligibility to
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only a couple of vehicles might restrict participation.  Second, ethical and SRI pension funds are
unlikely to be dominant participants in ARH projects so that any reasonable tax credit rate would
undoubtedly be insufficient alone to result in projects meeting rent affordability standards.  As a
result, additional incentives would have to be developed for other categories of investors, which
would significantly add to complexity.

A final major shortcoming of this approach is that it would not foster a partnering environment or
stimulate the synergy and dynamism that are hoped-for by-products of partnership arrangements. 
Under options 1 and 2 above, a crucially important feature is that the incentives are targeted at the
developer who then seeks out partners who are likely to contribute the most to the project and
who are most willing to participate; tax credits are then transferred on a competitive basis to
successful partners.  No such cooperative environment is encouraged under option 3.  Thus, it is
difficult to see how option 3 could alone be effective in the case of affordable rental housing
investments.

Of course option 3 could be used in combination with option 1.  This might help in overcoming
any reluctance of ethical and SRI pension funds to participate as equity investors in ARH projects. 
As discussed above, the use of separate incentives for ethical funds should not, from a strictly
theoretical perspective, be required to ensure that funds get adequate investment returns for the
risk they assume; however, the use of special incentives might help break down psychological
barriers.

Option 3 has been discussed assuming that investment incentives are provided by way of tax
credits.  Of course the incentives could take the form of direct grants to ethical/SRI pension fund
investors or (as discussed in Appendix C) measures to reduce the risk of equity investments for
funds.  Nevertheless, most of the criticisms set out above would still be valid.
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Option 4: Government Grant to Developer Replaces Tax Credits

This option is relatively simple and involves replacing the tax credit incentive in option 1 with a
direct grant to the developer.  The financing steps are as follows.

Financing Steps: Option 4

1. Developer submits application for project approval to provincial/local housing authority.
2. Approved developer arranges primary and gap (debt or equity) financing, including federal
grants and equity financing from ethical/SRI pension funds.

One shortcoming of this approach is that it does not create any direct incentive for a partnership
structure to evolve.  Even if the magnitude of the grant is designed to be insufficient to achieve
affordability standards so that additional sources of financing must be sought, the crucial link to
private sector financing that exists with the tax credit under option 1 is absent.  It would, however,
undoubtedly be possible to add features to this approach that directly encouraged partnering. 
Other disadvantages of this approach include the lack of involvement of tax auditors who could
ultimately enforce adherence to program criteria on an ongoing basis, and the lack of a ready
recapture mechanism through the tax system if program criteria are violated over time.
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E. Conclusions

This chapter examined the prospects for ethical and social fund investments in affordable rental
housing through PPP arrangements in Canada.  The current status of the evolution of structures
for ARH PPPs was briefly reviewed.  That review indicated that Canada lags considerably behind
the U.S.  Whereas a sophisticated model framework has evolved in the U.S. over the past thirty
years to facilitate and encourage equity and other forms of investment in ARH PPPs, Canada is at
the early stages of development of a model framework that is suitable for the country’s
institutional and regulatory environment.

In the U.S., equity investments in ARH PPPs are encouraged primarily by: (1) the federal Low
Income Housing Tax Credit (LIHTC); and (2) complementary regulatory legislation through the
Community Reinvestment Act (CRA), which encourages regulated financial institutions to make
ARH equity investments.  To this point in time, however, the U.S. has still been unsuccessful in
attracting equity participation by ethical and SRI pension funds.

Canada, on the other hand, does not currently have broad-based incentives to encourage equity
investment in ARH PPPs that are comparable in scope to the U.S. initiatives.  There is no
regulatory measure similar to the CRA that is designed to induce financial institutions to make
investments in affordable housing.  Nor is there a general financial incentive comparable to the
LIHTC that is designed to: (a) assist financially in the achievement of rent affordabilility
standards for qualifying properties, and, (b) induce for-profit and not-for-profit organizations to
join in ARH partnerships.

The chapter also reviewed the regulatory/legislative environment applying to ethical funds and
SRI pension funds in Canada.  There are three primary commercial ethical investment
organizations that are a potential source of equity capital for ARH PPPs in Canada: (1) in-house
institutional investors, consisting primarily of pension funds; (2) socially screened mutual funds;
and (3) pooled funds managed by investment management firms.  The review highlighted the fact
that regulatory rules and income tax legislation governing the funds place constraints on their
ability to make equity investments in real estate.  Nevertheless, there are a number of available
options for structuring ARH equity investments.

SRI pension funds have the relatively attractive options of investing through non-taxable
corporate structures (REICs) and pooled fund REITs.  They also have a variety of other options
including direct ownership, taxable corporations, partnerships, joint ventures and various pooled
trust arrangements.  These various vehicles have different advantages and disadvantages and some
could be improved in various ways.  Prudent investment regulations applying to pension funds
restrict them to undertaking investments that entail market-comparable risk/return trade-offs. 
Thus pension funds cannot be expected to make concessionary investments in ARH arrangements,
other that perhaps by way of accepting deferred returns.
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Mutual funds are prevented from directly owning real estate under both federal regulations and
income tax rules for RRSP-eligible investments.  Mutual funds can, however, be structured as
REITs, and REIT units are eligible investments for mutual funds.  As regulated commercial
operations that frequently invest the retirement savings of individuals, mutual funds must
generally also make sound investments on market-comparable terms.

The regulatory and income tax applying to pension funds and RRSPs also apply in the case of
funds managed by investment management firms.  Similarly, credit unions that participate in
ethical or socially responsible investing through their family of mutual funds are subject to the
general regulatory rules for mutual funds.

The chapter also reported on the results of a survey that was conducted of managers of funds
connected to ethical and SRI pension fund investment.  While only five organizations participated
the responses nevertheless provide some insights into current thinking on the matter.  Additional
information was also acquired in interviews with staff of a variety of the other organizations,
including investment management firms, mutual and real estate fund managers, REITs developers
and industry organizations.  As far as the author could determine, ethical/social investment funds
do not currently make equity investments in real estate of any type and most do not appear to have
contemplated doing so.

However, the survey results indicate that the surveyed organizations were generally favourably
inclined towards the concept of an equity ethical fund for investment in ARH, although there was
common agreement that for any such investments to take place, the investment environment must
be properly structured.  There is a high degree of consensus (four out of five respondents) that the
principal obstacle to investment is the poor risk/return prospects associated with ARH
investments.  A second major obstacle was the lack of an appropriate investment framework. 
There was also a virtual consensus that government incentives were required to encourage equity
ARH investments.  Funds were evenly split as to whether tax incentives or investment guarantees
would be the most effective policies to encourage equity investments, although several funds
noted that the latter form of incentive would be unlikely alone to result in significant rent
reductions.  Respondents have no clear or strong opinions on the preferred type of investment
instrument for ARH equity investments and generally noted that a variety of options would be
feasible.

Survey respondents were mixed in their views as to whether investors would be willing to make
concessions when investing in ARH.  The dominant view seemed to be that institutional investors
would at most be willing to make concessions with respect to deferred returns, and that some
individual investors might be willing to make other concessions, particularly through reduced
returns rather than higher risk.  In more wide-spread discussions with the investment industry, the
view was frequently expressed that ethical investing should not involve any concessions to risk or
return for investors; quite to the contrary, many ethical funds argue that ethical investing should
enhance investment returns and security.
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In terms of the investment commitment period, the dominant view was that funds would have to
be committed for a long period of time, possibly even in excess of twenty years.  Views were also
expressed that an effective market trading arrangement for a closed-end fund (e.g. a REIT) would
be an aid, for example in providing liquidity to investors, and that a strong secondary market for
equity securities (something like a Fannie Mae for equities) would also be an important aid.

Survey respondents also provided estimates of the amount of funds they might be willing to
allocate to equity ARH investments under ideal circumstances.  Three of the funds suggested
guidelines relating to percentage of fund assets that could be allocated to equity ARH
investments–these estimates were one-quarter of one percent and 3% in the case of two of the
funds concerned, and 1% to 2% more generally in the case of pension funds.  These estimates are
interesting in light of the fact that the ethical industry in the U.S. is trying to encourage ethical
funds to allocate 1% of their $2.2 trillion (USD) in assets to community development, including
affordable housing.  Such an allocation in the case of Canada might result in $125 million in
equity financing for affordable housing.  As well, other funds may well be willing to invest;
indeed the author had discussions with managers of two real estate funds that said they would be
interested in a well-designed fund.

The chapter also reported on three existing investment fund arrangements that currently make
equity real estate investments.  While the funds are not ethical funds, two of the arrangements
(i.e., investment through REIT and REIC vehicles) could be used as a model for structuring future
ethical fund equity investments in ARH arrangements and the third (i.e., investment through a
grand-fathered open-ended mutual fund trust) could be used as an existing vehicle for making
such investments.

Finally, the chapter examined optional investment arrangements and potential investment
incentives that potentially could be used to structure ARH PPP arrangements that would facilitate
ethical and SRI pension investments in Canada.  The options considered included: (1) an
arrangement in which ethical and SRI pension funds would be ineligible for a tax credit
transferred from the developer through to taxable financial and corporate investors (essentially the
U.S. model); (2) a related option in which ethical and SRI pension funds would also be eligible
for the tax credit transferred from the developer; (3) an option in which ethical investors and SRI
pension funds would be able to claim a direct tax credit; and (4) an option in which direct
government grants replaced tax credits to the developer.  Other options that would reduce the risk
of equity ARH investments for funds were also discussed in the chapter and in a related appendix. 
In the author’s view option 1, possibly in conjunction with supplementary initiatives to provide
financial incentives or to reduce the risk for ethical, SRI pension fund and other investors, has the
most merit since it assists in achieving affordability goals, encourages synergistic PPP
arrangements and can be used to achieve an acceptable risk/return tradeoff on investments.
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CHAPTER VI: OVERALL ASSESSMENT

A. Primary Finding of the Study

The purpose of this study was to assess the feasibility of encouraging equity investment in
affordable lower-to-moderate income rental housing (ARH) in Canada, within the framework of a
public-private partnership (PPP) model, via ethical or socially responsible investment (SRI) funds
and pension funds.  The primary conclusion of the study is that such investments are feasible but
that Canada has a long way to go in developing the investment framework and incentive structure
to facilitate such investments.

B. Summary of Specific Findings

The U.S. Model for ARH PPPs

The study examined the U.S. model for ARH PPP investment.  The U.S. model is a community-
based,  “joint effort” between a wide variety of public sector, quasi-public sector, and private
sector organizations.  The private sector developer is a central figure in ARH PPPs.  An important
characteristic of the U.S. approach is that achievement of affordable rent targets is pursued
primarily from the supply side through capital subsidies and lower cost equity financing, rather
than from the demand side through rent subsidies.  In the U.S., equity investments in ARH PPPs
are encouraged primarily by: (1) the federal Low Income Housing Tax Credit (LIHTC); and (2)
complementary regulatory legislation through the Community Reinvestment Act (CRA), which
encourages regulated financial institutions to make ARH equity investments.  

Because of the large number of stakeholders in ARH PPPs, private sector coordinating syndicates
have evolved to assist, including with the arrangement of equity and other financing, and project
development and implementation.  The syndicates typically operate equity funds that coordinate
equity financing from a variety of sources, including from investors motivated by tax credit
incentives.  The National Community Development Initiative involves a number of major U.S.
corporations and foundations, Housing and Urban Development (HUD) and scores of local public
and private organizations in a joint contribution to equity financing for ARH projects.

An important feature of the LIHTC incentive is that it is typically  insufficient alone to permit
qualifying projects to achieve affordability targets.  Developers, with the aid of syndicators and
community development organizations, must therefore assemble additional equity and debt
financing from a variety of sources in order to be successful in obtaining approval.  This fosters
competition among developers, as well as a general partnering environment.

The Structure of the Ethical/SRI Industry in the U.S. and Canada

Ethical or Socially responsible investing is big business and growing rapidly in comparison to the
overall investment market in both the U.S. and Canada.  In the U.S., SRI currently accounts for
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13% of all professionally managed investments and totalled $2.2 trillion (U.S.) in assets in 1999. 
In Canada, by comparison, the SRI industry accounted for $50 billion (Cdn) in investments in
2000, which comprised just over 3% of total professionally-managed investment assets.  Thus, the
industry in Canada is only about a-third the size of that in the U.S. in relative terms, and less than
one-sixtieth the size in absolute terms (after adjusting for the exchange rate).

Screening and shareholder advocacy are overwhelmingly the most common form of SRI activity
in the U.S., accounting for over 99% of total investments.  In Canada shareholder advocacy is less
common and available evidence suggests that SRI activity is almost entirely focussed on
screening.  Affordable housing is not an identified screening criterion for SRI funds in either the
U.S. or Canada.

Affordable housing investments, including for rental housing, comprises only a minuscule
component of total SRI investment activity in both the U.S. and Canada.  Community
development investment, of which affordable rental housing is but one component, totals only
$5.4 billion in the U.S. and accounts for less than 0.3% of total SRI assets.  In Canada, community
development investments total only $85 million and affordable owned and rented housing is again
but a small portion of that amount.

In the U.S. initiatives within the SRI industry are currently being made to increase community
development investments including affordable housing.  SRI investors involved in screening and
advocacy are being encouraged to allocate at least 1% of their investment activities to community
development.  If successful, this could triple the amount of community development SRI.

The percentage composition of the SRI industry in Canada is as follows: in-house institutional
investments, including pension funds (55%) investment management firms (23%); retail
investment funds (21%, with about 55% of that in screened mutual funds and about 45% in
labour-sponsored venture capital funds); and shareholder advocacy (2%).  In 2001, there were 47
retail investment funds in Canada functioning as SRI funds.  Data show that the majority of retail
funds are relatively small but that a number are very large.

Equity Investment in ARH by Ethical and SRI Pension Funds in the U.S.

This study reviewed the activities of a selection of ethical and SRI funds in the U.S.–including
mutual funds (and a foundation controlled by a mutual fund), loan funds, and pension
funds–which together constitute the core of the institutional SRI industry in that country.  The
specific funds selected were chosen in part because of their current involvement in ARH
investments, although the degree of involvement varied considerably across the various funds.

The reviews revealed clearly that affordable housing is a relatively undeveloped component of the
investment activity of the ethical/ SRI industry.  To this point in time, all of the funds reviewed
make only debt investments in ARH; the author was unable to locate even a single SRI fund that
made equity investments.  The reviews uncovered a variety of reasons for the lack of equity
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investments in ARH, some of which apply broadly across most of the funds, and some of which
are unique to a specific category of fund or even a specific fund within a category.

There are some regulatory obstacles to SRI equity investments in ARH, most particularly the fact
that mutual funds cannot invest directly in real estate, although they could invest through real
estate investment trustes (REITs), or umbrella corporate or foundation structures that provide
adequate investment security through diversification, if those investment routes were developed. 
While pension funds can invest through a variety of trust, partnership and corporate vehicles
(including REITs), they are constrained somewhat by the fact that they cannot develop real estate
directly.

The unfavourable risk/return characteristics of ARH investments were identified as an inherent
problem with such investments by all categories of SRIs covered, except loan funds which are
actually, in many cases, designed to pay below market returns on their investments and to assume
higher degrees of risk.  Several organizations expressed concern with the length of the investment
period required for equity ARH investments, including the minimum commitment period under
the LIHTC.  The need for liquid investments can also be a problem; for example, in the case of
pension funds.  Several of the respondents referred to the need for improved investment
instruments, possibly by way of secondary-market securitization for equity investments–that is, a
sort of “Fannie Mae for equity investments.”  Other obstacles mentioned included, the minimum
fund size required to make equity ARH investments, the lack of availability of suitable
investments and well-motivated partners, and the complexity of existing partnership arrangements
for ARH partnerships.  The importance of the LIHTC to ARH arrangements was obvious from a
number of the reviews, although the study revealed a several deficiencies of the credit from the
perspective of ethical and SRI funds.

On balance, bearing in mind all of the above considerations, in the author’s view the most viable
way to encourage SRI investments in ARH through PPP arrangements, as they are currently
structured in the U.S., might be through some type of REIT vehicle.  Such investments could also
be eligible for LIHTC credits transferred from developers, although this would add considerably
to complexity and is not really necessary as long as incentives to other investors lead to market-
level risk/return characteristics for ethical and SR fund investors.  Rate of return guarantees for
such investments are also a possibility.  REITs are eligible investments for all categories of SRI
investors.

REITs, which are structured as corporations in the U.S.,  have a number of inherent advantages as
a form of equity investment.  As marketable securities, they significantly lessen liquidity problems
associated with such investments.  This feature also eliminates problems with the required lock-in
period for equity investments under the LIHTC, which was raised as a concern in the fund
reviews.  REITs are compatible with PPP arrangements and would significantly reduce
complexity problems associated with participating as an equity investor; investors could
participate as developers or as less active participants.  With the end objective of creating long-
term or permanent affordable rental housing, such a REIT would likely have to be set up with the
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objective of ensuring that the properties would only be used for affordable housing.  This would
prevent the properties from being flipped, for a profit, to market housing.  Such a constraint
should encourage other PPP contributors to participate, which would help close the “funding
gap.”

The Prospects for Equity Investments by Ethical and SRI Pension Funds in Canada

This study examined the prospects for ethical and social fund investments in affordable rental
housing through PPP arrangements in Canada.  The current status of the evolution of structures
for ARH PPPs was briefly reviewed.  That review indicated that Canada appears to lag
considerably behind the U.S. and is likely only in the early stages of development of a model
framework that is suitable for the country’s institutional and regulatory environment.

Canada does not currently have broad-based incentives to encourage equity investment in ARH
PPPs that are comparable in scope to the U.S. initiatives.  There is no regulatory measure similar
to the CRA that is designed to induce financial institutions to make investments in affordable
housing.  Nor is there a general financial incentive comparable to the LIHTC that is designed to:
(a) assist financially in the achievement of rent affordabilility standards for qualifying properties,
and, (b) induce for-profit and not-for-profit organizations to join in ARH partnerships.  Despite
the relative advanced state of the U.S., however, as noted above, that country has still been
unsuccessful in attracting equity investment by ethical and SRI pension funds.

The study also reviewed the regulatory/legislative environment applying to ethical funds and SRI
pension funds in Canada.  There are three primary commercial ethical investment organizations
that are a potential source of equity capital for ARH PPPs in Canada: (1) in-house institutional
investors, consisting primarily of pension funds; (2) socially screened mutual funds; and (3)
pooled funds managed by investment management firms.  The review highlighted the fact that
regulatory rules and income tax legislation governing the funds place constraints on their ability to
make equity investments in real estate.  Nevertheless, there are a number of potential options for
structuring ARH equity investments.  All forms of funds can invest in non-taxable REITs and
pension funds have many additional options, including investing through non-taxable real estate
investment corporations (REICs) that provide full liability protection.

Prudent investment regulations governing pension funds make it impossible for them to make
concessionary investments in ARH arrangements, other than perhaps by way of accepting deferred
returns.  Similarly as regulated commercial operations that frequently invest the retirement
savings of individuals, mutual funds must generally also make sound investments on market-
comparable terms.  The regulatory and income tax applying to pension funds and RRSPs also
apply in the case of funds managed by investment management firms.

The study reported on the results of a survey that was conducted of managers of funds connected
to ethical and SRI pension fund investment.  While only five organizations participated the
responses nevertheless provide some insights into current thinking on the matter.  Additional
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information was also acquired in interviews with staff of a variety of the other organizations,
including investment management firms, mutual and real estate fund managers, REITs developers
and industry organizations.  As far as the author could determine, ethical/social investment funds
do not currently make equity investments in real estate of any type and most do not appear to have
contemplated doing so.

However, the survey results indicate that the surveyed organizations were generally favourably
inclined towards the concept of an equity ethical fund for investment in ARH, although there was
common agreement that for any such investments to take place, the investment environment must
be properly structured.  There is a high degree of consensus (four out of five respondents) that the
principal obstacle to investment is the poor risk/return prospects associated with ARH
investments.  A second major obstacle was the lack of an appropriate investment framework. 
There was also a virtual consensus that government incentives were required to encourage equity
ARH investments.  Funds were evenly split as to whether tax incentives or investment guarantees
would be the most effective policies to encourage equity investments, although several funds
noted that the latter form of incentive would be unlikely alone to result in significant rent
reductions.  Respondents have no clear or strong opinions on the preferred type of investment
instrument for ARH equity investments and generally noted that a variety of options would be
feasible.

Survey respondents were mixed in their views as to whether investors would be willing to make
concessions when investing in ARH.  The dominant view seemed to be that institutional investors
would at most be willing to make concessions with respect to deferred returns, but that some
individual investors might be willing to make other concessions,  particularly through reduced
returns rather than higher risk.  As discussed above, however, this might run into regulatory
obstacles.  Moreover, in more wide-spread discussions with the investment industry, the view was
frequently expressed that ethical investing should not involve any concessions to risk or return for
investors; quite to the contrary, many ethical funds argue that ethical investing should enhance
investment returns and security.

In terms of the investment commitment period, the dominant view was that funds would have to
be committed for a long period of time, possibly even in excess of twenty years.  Views were also
expressed that an effective market trading arrangement for a closed-end fund (e.g. a REIT) would
be an aid, for example in providing liquidity to investors, and that a strong secondary market for
equity securities (something like a Fannie Mae for equities) would also be an important aid.

Survey respondents also provided estimates of the amount of funds they might be willing to
allocate to equity ARH investments under ideal circumstances.  Three of the funds suggested
guidelines relating to percentage of fund assets that could be allocated to equity ARH
investments–these estimates were one-quarter of one percent and 3% in the case of two of the
funds concerned, and 1% to 2% more generally in the case of pension funds.  These estimates are
interesting in light of the fact that the ethical industry in the U.S. is trying to encourage ethical
funds to allocate 1% of their assets to community development, including affordable housing. 
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Such an allocation in the case of Canada might result in $125 million in equity financing for
affordable housing.  As well, other funds may well be willing to invest; indeed the author had
discussions with managers of two real estate funds that said they would be interested in a well-
designed fund.

The study also reported on three existing investment fund arrangements that currently make equity
real estate investments.  While the funds are not ethical funds, two of the arrangements (i.e.,
investment through REIT and REIC vehicles) could potentially be used as a model for structuring
future ethical fund equity investments in ARH arrangements and the third (i.e., investment
through a grand-fathered open-ended mutual fund trust) could be used as an existing vehicle for
making such investments.

The study examined a number of hypothetical investment arrangements and potential investment
incentives that could be used to structure ARH PPP arrangements that would facilitate ethical and
SRI pension investments in Canada.  The options considered included: (1) an arrangement in
which ethical and SRI pension funds would be ineligible for a tax credit transferred from the
developer through to taxable financial and corporate investors (essentially the U.S. model); (2) a
related option in which ethical and SRI pension funds would also be eligible for the tax credit
transferred from developer; (3) an option in which ethical investors and SRI pension funds would
be able to claim a direct tax credit; and (4) an option in which direct government grants replaced
tax credits to the developer.  Other options that would reduce the risk of equity ARH investments
for funds were also discussed in the chapter and in a related appendix.  In the author’s view option
1, possibly in conjunction with supplementary initiatives to provide financial incentives or to
reduce the risk for ethical, SRI pension fund and other investors, has the most merit since it assists
in achieving affordability goals, encourages synergistic PPP arrangements and can be used to
achieve an acceptable risk/return tradeoff on investments.

Finally, the question arises as to whether it would be a good idea to introduce legislation in
Canada comparable to the CRA in the U.S. and to extend it to ethical and SRI pension funds as
well as regulated financial institutions.  In the author’s view introducing such legislation for banks
and other regulated financial institutions might conceptually be a way to encourage equity
investment in ARH and could be an important cornerstone in developing ARH PPP arrangements. 
However, it seems unrealistic to apply coercing legislation like the CRA to pension and mutual
funds, since such funds largely consist of people’s retirement savings.  As an alternative approach,
the U.K. initiative, which simply requires pension funds to disclose their ethical investment
activities, may warrant closer examination.   It may not be unrealistic to apply similar legislation
to pension and perhaps other types of funds and to target ARH specifically.
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     87This PPP model has been extensively used in the U.S. to produce affordable housing for
lower- and moderate-income households.  The U.S. model is being adapted and adopted in
Canada.  Under the PPP approach, financial and in-kind support is provided by a number (often 8
to 10) public and private sources.  The objective is to reduce a project’s mortgage carrying costs
down to such a level that the rental payments of lower- to moderate-income households are
sufficient for the project to remain financially viable without ongoing public sector financial
support.  A major impediment to the development of such PPP projects is Canada is the absence
of equity capital upon which other support contributions can be leveraged.  In order to maintain
the low-to-moderate-income orientation of these projects, in the long-term, equity investors’
capital will ultimately have to be repaid.  Readers interested in learning more about the PPP
approach to the creation of affordable housing are encouraged to read the short research report
highlight (No. 47, 1999) found on CMHC’s website
http://www.cmhc.ca/publications/en/rh-pr/index.html.

Alex MacNevin (Ph.D.)
Consulting Economist
144 Glenforest Dr., Halifax
Nova Scotia, Canada B3M 1J1
 
PH: 902-443-0023
FAX: 902-443-1444
 
RE: Survey on Ethical/Social Fund Investments in Lower-to-Moderate Income Rental Housing
 
Dear Sir/Madam:
 
I am a consultant undertaking a study with the assistance of a financial contribution from Canada
Mortgage and Housing Corporation under the terms of the External Research Program (ERP). 
The ERP provides funding to researchers to undertake investigations into important issues relating
to Canadian housing.  The purpose of my research study it to assess the viability of encouraging
equity investment in affordable lower-to-moderate income rental housing in Canada, within the
framework of a public-private-partnership (PPP) model,87 via ethical or socially responsible
investment funds and pension funds.

The attached questionnaire is an important component of the study.  I therefore request your
cooperation in completing the questionnaire and returning it to me by return e-mail. I will be
contacting you shortly to assist in the completion of the questionnaire.  The survey responses will
be used along with other information to undertake my analysis.
 
You can be assured that none of your individual responses to any of the questions will be divulged
to any person or organization, including CMHC.  The results will be assessed and presented only
in aggregate form in the project report and any subsequent professional journal articles.  I do,
however, request your permission to list you and your organization as a participant in the survey. 
When completed, a report of the project will be sent free of charge to participants in the survey.
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Please let me know if you have questions about any aspect of this survey by e-mailing me at
amacnevin@ns.sympatico.ca.  Additional information about ERP can be obtained from the
CHMC website (http://www.cmhc-schl.gc.ca) or you may contact the Program Administrator at
613-748-2249.
 
Sincerely,
Alex MacNevin
 
ATTACHMENT
Questionnaire
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QUESTIONNAIRE: ETHICAL/SOCIAL FUND INVESTMENTS IN LOWER-TO-
MODERATE INCOME AFFORDABLE RENTAL HOUSING IN CANADA
(Please answer on a separate sheet, matching your answer numbers with the question numbers.)

1. Does your organization currently manage or maintain ethical or social investment funds?

2. If your answer to question 1 is yes, please briefly describe the asset size, types of investors and
nature of any such funds?

3. What legislation or regulations govern the types of investments that are eligible for your funds?

4. Do you think an equity fund for lower-to-moderate income affordable rental housing could
potentially be attractive to your investors as a social/ethical investment fund?  Why or why not?

5. Are there obstacles or disincentives that hinder your organization from offering or investing in
such a fund?  If so, what are the principal considerations?

6. Under what conditions, if any, would your organization consider offering or investing in an
equity ethical fund for affordable rental housing?

7. Do you think government incentives are necessary in order to encourage such investments?

8. If your answer to question 7 is yes, what form should such incentives take (e.g., measures to
reduce risk, financial incentives to the fund or investor, equity take-out provisions, other)?  Please
explain briefly.

9. What do you think would be the most appropriate investment vehicles or instruments for
structuring such investments?

10. What, if any, types of concessions–e.g., reduced or deferred rate of return, high risk, etc.–do
you think might be acceptable to investors in an ethical fund for affordable rental housing?

11. What do you think would be an appropriate holding period for equity investments in
affordable rental housing?

12. What kind of equity exit strategy would be appropriate for such investments?

13. Realistically, what do think would be the total amount of funds that could be invested in an
ethical fund for equity investments in affordable rental housing in your organization if any current
disincentives/obstacles to investment were eliminated and any incentives you recommend were
introduced?

THANK YOU FOR YOUR COOPERATION
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     88See, Boadway, Bruce and Mintz (1987) for a good discussion of the cost of capital.

APPENDIX B: ALTERNATIVE INCENTIVES TO ENCOURAGE
ETHICAL FUND EQUITY INVESTMENT

The Cost of Capital88

The following equation expresses the real cost of finance (rf) for a $1 marginal investment such as
in an affordable rental housing project

r i tf c= − + − −β β ρ π( ) ( )1 1 (1)

where β is the proportion of the project financed by debt (1-β) is the proportion financed by
equity, i is the nominal (market) rate of interest, tc is the corporate tax rate, ρ is the required
nominal rate of return to equity and π is the inflation rate.  The equation reflects the fact that
interest payments are deductible to a corporation but dividend payments are not.  As an example,
consider a project under the following assumptions: financing is half by debt and half by equity;
the corporate tax rate is 30%; the nominal rate of interest is 7%; the required return to equity is
12%; and the rate of inflation is 3%.  Then the cost of finance is 5.45%
[i.e., (.5)(.07)(1-.3)+(.5)(.12)-.03].

To calculate the full cost of capital to the investor on the marginal investment, it is necessary to
also take into account any investment grants, investment tax credits (ITCs), asset depreciation and
tax depreciation allowances.  These are expressed in the equation 2 below
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where rg(1-tc) is the required gross rate of return on the investment after corporate taxes, S is the
proportion of the investment that constitutes depreciable buildings, 1-S is the proportion that is
non-depreciable land, δ is the depreciation rate, µ is the grant rate, θ is the ITC rate, Z is the net
present value of capital cost allowance (CCA) permitted for tax purposes on the eligible capital
cost base for the $1 investment, and  and  are, respectively, the rates of change in the real&p L &p B

value of land and buildings.  The equation as expressed assumes that grants and ITCs apply only
to building portion of the investment.  Also, the eligible capital cost base for tax purposes is
measured net of grants and ITC.

The intuition behind equation 2 is straightforward and can best be demonstrated with a simple
example.  Assume the following: buildings constitute 70% of the investment value; the
depreciation rate is 3%; the grant rate is 5%; the ITC rate is 7%; the NPV of CCA allowances per
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     89This value is roughly consistent with a tax rate of 30%, a CCA rate of 4%, an inflation rate
of 3% and a weighted cost of finance or 5.45%.

dollar of eligible capital cost base is rate is $0.10;89 the real rates of appreciation on buildings and
land are, respectively, 0% and 2%; and the other values of variables are as in the preceding
example.  Then, the required rate of return after tax is as follows.

rg (1-.3) =  .7[(.0545+.03-0)(1-.05)(1-.07)(1-.1)-(.03-.0)]+(.3)(.0545+.03-.02) = 0.0454

so,

rg = 0.0454/.7 = 0.065.

That is, the gross required rate of return before tax is 6.5%.

Alternative Potential Supply Side Incentives to Investment

Equations 1 and 2 clearly indicate the variables that can potentially be affected by policies to
reduce the required gross rate of return after tax.  These are, i, ρ, tc, µ, θ, and the CCA rate (which
determines Z).  Factors that affect i, such as loan guarantees and interest rate subsidies, relate only
to debt financing.  In the case of ethical funds, it is not uncommon for investors to voluntarily
accept a lower return on loans than would normally apply based on the degree of risk associated
with affordable housing projects; it is through this means that investors hope to make a social
contribution.  As discussed later in the report, however, ethical investment funds operated by
pension and other retirement income plans generally are restricted by fiduciary investment
requirements from investing in projects that do not entail risk/return characteristics that are
consistent with prudent market investments.

The required rate of return to equity (ρ) could be affected by mandating legislation such as the
CRA in the U.S. since it, at a minimum, reduces barriers to investment.  The incentive and
competition among financial institutions it creates might even lower required rates of return,
although it is not the intent of the legislation to lower the standards for risk-return characteristics
of investments.  If ethical funds were to make equity investments in affordable housing projects,
investors (other than pension and retirement plans) might be willing to make investments with a
lower ρ than typically prevails in financial markets for the degree of risk assumed.

The other policy variables–the tax, grant, ITC and CCA rate–directly impact the overall cost of
investment, irrespective of whether the financing is through debt or equity instruments.  A dollar
of subsidy (in net present value terms) through any of these routes will have exactly the same
effect on the required rate of return on the project, assuming public and private discount rates are
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     90Since incentives may be credited to the taxpayer only over a period of time (e.g. CCA
allowances or ITCs), if private discount rates differ from public discount rates there may be
differences between the public and private NPVs of the cashflows.

     91There is a distinction between incremental investment and new investment.  Investment
could be new and still not be incremental in relation to the introduction of an investment
incentive.  This would be the case if the investment would have been undertaken even in the
absence of the incentive.  On the other hand, replacement or upgrade investment can be
incremental even though it relates to existing capital if the investment would not have been
undertaken in the absence of the incentive.

the same.90  That is, it doesn’t matter whether the subsidy is by way of grants, ITCs or accelerated
CCA, an equivalent amount of subsidy will have the same effect on the gross required rate of
return from an investment.  There are, however, other more general advantages and disadvantages
associated with each type of subsidy and these are briefly discussed next.

The Corporate Tax Rate

Use of a reduction in the corporate tax rate reduces the tax burden on all income (see equation 2)
and would therefore reduce the required gross pre-tax return, assuming that after-tax returns are
the relevant consideration to investors.  Moreover, because interest costs are deductible for tax
purposes while dividend and other returns to equity capital are not, (see equation 1) this approach
would favour equity investments.  This can be illustrated by a simple example.  Assume that the
tax rate fell to 20% from 30% in the example relating to equation 1 above, while the magnitudes
of the other variables remained as before.  Then the combined cost of equity and debt finance
would rise to 5.8% (from 5.45% previously) as illustrated below

rf = (.5)(.07)(1-.2)+(.5)(.12)-.03 = .028 + .03 = .058.

Note that the debt portion of the cost of finance has risen to 2.8% (from 2.45% before the tax rate
reduction), while the cost of equity finance has remained unchanged at 3%.  This would tend to
encourage a shift to equity finance.  Of course from equation 2, the overall required pre-tax cost of
capital would fall from 6.5% (i.e., 4.54%/.7) to 5.7% (i.e., 4.54%/.8).

Despite the fact that a tax rate reduction tends to favour equity investment, it still has a
fundamental flaw as a potential incentive to stimulate investment in affordable housing.  A tax
reduction applies to income from all types of capital, not just affordable housing developments. 
Moreover, the benefits accrue to both incremental and non-incremental investment.91  As such a
tax reduction would be extraordinarily inefficient instrument to use to accomplish such a specific
objective.

Grants
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Grants have a number of advantages as investment incentives.  For one thing, they can be limited
to affordable housing projects.  Further, they can be restricted to new investment, and even to
incremental investments if the assessment procedures for a successful proposal must determine
that the project would not be feasible in the absence of the grant.

Grants also have the feature that they are discretionary so that projects can be assessed to ensure
that they meet specific current housing requirements.  The granting process can be made quite
competitive so that the only the best proposals receive funding.  Officials (who can be highly
trained in appropriate granting criteria and procedures) can interact with grant applicants to refine
their proposals and ensure that the grants are as efficient as possible.  Grants are also readily
adaptable to a decentralized decision process and joint (federal/provincial/local) revenue sharing,
which further increases flexibility.  One potential disadvantage of the discretionary nature of
grants is that it requires officials to choose between winners and losers.

Another advantage of grants is that they are subject to formal government budgetary controls. 
This ensures that the amount of assistance provided to affordable housing can be constrained to a
finite amount that is consistent with government priorities and fiscal constraints.

One feature of grants, that may be judged as either desirable or undesirable, is that they are
equally valuable to all investors, irrespective of the success of their current investment activities,
including housing investments; in particular, investors don’t have to have taxable income to use
the incentives, unless of course such a restriction is built into the grant approval criteria.  It is
frequently argued that this makes grants difficult to recapture in the event that investors do not
conform to project restrictions over time.  Because of frequent problems in the past, government
officials may be reluctant to give out funds if there is not a ready process of recourse in the case of
such defaults.

Grants also have the advantage that they can be given up front, even in advance of the actual
investment.  This can provide the investor with essential financing for the investment.  If desired,
however, grants can be paid out only in installments to ensure ongoing compliance by the investor
with the investment programs requirements.

Capital Cost Allowances

The income tax regime does not permit a deduction for depreciation associated with decline in
value of assets through wear and tear or obsolescence.  The CCA rules do however, allow an
annual deduction against income for different asset classes.  The CCA amount is typically based
on the aggregate cost base of the assets in the class, measured at historical cost and diminished on
a declining balance basis, times the specified CCA rate for the class.  It may be that the CCA rate
is intended to approximate average rates of depreciation for the class, but the approximation is
inevitably crude in most instances.  Sometimes, assets are put in special narrowly defined classes
and an accelerated rate is set for the class in order to provide an investment incentive for the
assets.
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In the normal case, accelerated CCA rates apply to broad asset categories (e.g., wooden buildings
used as dwellings) and the rate would be applicable to both existing assets and assets acquired
after the accelerated rate was established.  However, there are numerous examples in the income
tax regulations where asset classes distinguish between assets acquired before and after a specified
date, so that it is possible to target accelerated CCA incentives only to newly acquired assets. 
However, unless there is an intervening adjudication process involving government officials
attempting to distinguish incremental from non-incremental investments (which would be unusual
if not unprecedented), accelerated CCAs could not exclude non-incremental investments.

Another deficiency of accelerated CCA allowances as an investment incentive is that the ultimate
tax cost is open-ended and depends solely on the take-up rate by investors.  There is therefore a
lack of fiscal control and accountability.  It is even possible for there to be too much investment so
that over-capacity becomes a problem.

CCA is credited against tax liability only at the time the taxpayer files for income tax purposes,
which is long after the investment has been made.  They therefore do not provide any upfront cash
to the investor so that bridge financing is necessary.  CCA is also only claimed over many years,
which can also create cash flow and financing problems.  On the other hand, the delayed payment
of CCA does provide a mechanism for authorities to ensure ongoing compliance with any
restrictions on the asset class, such as that a rental housing property continue to be maintained for
the use of lower-income individuals.

A related deficiency of accelerated CCA rates is that they are not refundable and thus require that
an investor have taxable income.  The capital cost base for the asset class remains undiminished if
a claim is not made in a particular year so that the CCA claim is automatically deferred to a
subsequent year when it is usable.  However, this does not solve the financing problems of
investors when they need the cash to make the investment.

Capital Gains Taxes

Capital gains in most countries, including Canada and the U.S., are taxed on the basis of
realization rather than as they accrue.  The effective tax rate on realized capital gains can be
affected by a variety of factors, including, the inclusion rate or the portion of any gain that is
included in income, the existence of special tax rates for capital gains income, capital gains
exemptions that shelter a specified dollar amount of gain from taxation.  Favourable effective
capital gains rates for ARH through any of these routes will lower the level of  “rho” (ρ) required
by investors on equity investments in ARH.  Usually, capital gains tax parameters apply broadly
but there are instances when they are targeted–for example, the $500,000 exemption applying to
capital gains on qualifying farmland and small business shares in Canada.  Even if tightly
targeted, however, it would probably be difficult to apply the benefits only to incremental
investments, or to modify the benefits fairly in the case of ARH investments if the investor fails to
continue to comply with program criteria at some point.  Also, such an incentive provides no up-
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     92An example of the latter in Canada is the Labour-sponsored Venture Capital Fund credit. 
This credit accrues to investors (typically at a 30% combined federal/provincial rate) who make
investments in special qualifying mutual funds that in turn invest in risky small businesses with
high growth potential.

front financing since the benefits only accrue when the asset involved is sold, which is typically
only after many years in the case of an ARH project.

Investment Tax Credits

ITCs are calculated as a specified percentage of the amount of investment made and are usually
claimed in whole when the taxpayer files for tax purposes.  In some cases (such as in the case of
the LIHTC in the U.S.) tax credits can be claimed only over time and as long as the associated
assets are maintained in a specified use.  ITCs may be either refundable or non-refundable; if they
are non-refundable, they suffer from the same criticism of CCAs in that they are useless to
taxpayers with no taxable income, although they may also be carried forward or backwards to
taxable years.

The asset base for ITC purposes can be defined in terms of CCA asset classes, but it is not unusual
for there to be an approval process.  This permits ongoing control of the characteristics and quality
of investments that are eligible for the incentive; it involves the same potential advantages and
disadvantages that arise with the exercise of discretion by officials in the case of grants.  As in the
case of grants, the use of discretion in determining eligibility for ITCs can also be used to cap the
overall cost of the program; this is also a design feature of the LIHTC in the U.S..

ITCs (even federal ITCs) are also consistent with a decentralized decision making process.  For
example, the Cape Breton Investment Tax Credit Program in Canada involved a decentralized
certification process  as, indeed, does the LIHTC.

Should Incentives be Targeted at the Developer or Passive Investors?

Equity investment incentives, particularly ITCs and grants can accrue either to the corporation that
actually makes the physical investment (i.e., the developer in the case of ARH projects), or they
can be targeted at arm’s length investors.92  In principle, either approach should be equally
effective in lowering the COC for the project, assuming administrative costs for financial
intermediaries and coordinating organizations are the same under both approaches and that
competitive conditions prevail in financial markets.

However, targeting the incentive at the developer may be much more likely to actually stimulate
incremental projects.  The reason for this is that it is the developer who conceptualizes and
designs an ARH project.  Incentives targeted at him can be combined with regular and gap
financing as an integral element in assembling the project proposal.  If, on the other hand,
incentives are targeted at passive investors, they must seek out, with the assistance of
intermediaries, existing proposed projects that satisfy program criteria.
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     93Another way of expressing this is that all investment assets should be priced so that they are
perceived on average by market participants to be mean-variance efficient in the sense that
expected return exactly compensates investors for the degree of risk assumed.

     94In principle, the percentage guarantee could be set at any level and could even exceed 100%. 
For example, investors could be guaranteed that if they keep their investment in for at least 15
years they will get back 125% of their initial investment.  This is equivalent to the investor being
entitled to exercise a put option against the government after the required holding period.

Direct incentives to the developer are therefore also probably more likely to foster a healthy
partnering environment.  This is especially likely if the developer is able to transfer credits to
equity investors, as is the case with the LIHTC in the U.S.  With this added feature, the developer
is able to enter partnerships with organizations that he feels have the greatest interest in the project
and the most to contribute.  Therefore, the ability for the developer to transfer incentives to equity
investors is an important feature.

One other probable advantage of providing incentives directly to the developer is that it is likely
possible to refine the qualification criteria much more precisely than when the incentive goes, in
the first instance, to passive investors.  As evidence of this, under the LIHTC in the U.S.
developers must design their proposals to meet very rigid minimum standards of affordability and
must ensure that the project continues to adhere to these over the approved life of the project, or
face financial penalties.  Under the LSVC credit in Canada, on the other hand, firms that are
eligible for investment by qualifying LSVC funds only have to meet fairly general (small-to-
medium) size and other criteria.

Reductions in the Riskiness of Investments

In equations 1 and 2 above, the extent to which rho, the required nominal rate of return to equity,
exceeds a riskless cost of borrowing, such as that associated with Treasury Bills, will depend on
the perceived riskiness of the investment being undertaken–that is, on the likelihood that the
investor will actually receive the target return.  This is consistent with efficiency in risk-return
trade-offs for investments that is a crucial underpinning of modern investment theory.93  The
higher the perceived risk of the investment, the higher the required return to equity investments
(rho) required by investors.  The implication of this is that one way to potentially reduce the cost
of capital for an investment, such as an equity investment in an ARH project, is to reduce the
riskiness of the investment.

Government incentives to reduce risk could, in principle, take two general forms.  One approach
is through government equity guarantees which assure the investor that he will get all, or at least
some, of his capital investment back.  This approach would be analogous to loan guarantees in the
case of debt financing.  The effect of such guarantees is to lower the required rate of return
associated with the equity investment because any potential capital loss on the investment is
eliminated or at least reduced.94  This approach is similar to the guarantees to principal provided
currently to pension funds that invest through segregated funds of insurance companies; under
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such arrangements, pension funds are typically assured contractually that some portion of the
principal amount of the investment–for example 75% or even 100%-- will be paid back after the
investment period.

The second general form that risk reduction might take in the case of equity investments in ARH
projects is through rate of return guarantees.  That is, the investor would be provided legal
assurance that the rate of return on his investment would not fall below some specified level such
as 5% calculated either annually or on average over some specified holding period.  Calculating
rate of return guarantees of this form would be highly complex to implement in actual practice
because they would be affected by a firm’s policies relating to dividend payouts versus retained
earnings, and by accruing capital gains.

Improved Securitization for Equity Investments

Another route through which the required return to equity (rho) could potentially be reduced in the
case of ARH projects is through initiatives that improved the market securitization of such
investments.  Securitization refers to the process of commodifying, bundling together and
reselling of income streams associated with investments, such as ARH investments. 
Securitization reduces risk through the process of diversification.  It also improves liquidity of
investments by allowing investors–even small investors–to buy portions of the overall investment
pool.  The process of risk diversification can even be further improved if investment pools are
segregated so that different types of risk can be resold to specific investors who are best suited to
bear it.

In the affordable housing field, CMHC in Canada and Fannie Mae, Freddie Mac and Ginnie Mae
in the U.S. all engage in the securitization of housing debt investments (including, to a certain
extent, affordable rental housing in the case of the U.S. organizations).  This occurs through the
purchase and pooling of mortgages, and the sale as mortgage backed securities (MBS) and other
guaranteed securities, which are backed by the pool of mortgages and the guarantee of the issuing
organization.  Mortgage backed securities effectively repay the investor the principal and interest
of the underlying mortgages in combined regular payments.   They carry a guarantee of timely and
certain payments irrespective of whether or not there is sufficient cash flow from the underlying
group of mortgages.  This process of securitization significantly increases the efficiency and
fluidity of mortgage markets and lowers the cost of debt financing for housing.

The author is not aware of any market securitization relating to equity investments in rental
housing, including ARH.  There does not, however, appear to be any reason technically why
securitization of equity investments in ARH could not be take place in a fashion similar to that for
debt investments.  For example, equity REITs and other forms of equity investments could be
purchased by government sponsored organizations–e.g., Fannie Mae, Freddie Mac and Ginnie
Mae in the U.S., and CMHC in Canada–bundled to provide a high degree of risk diversification,
and then resold (perhaps at a discount to further improve risk/return trade-offs).
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Summary

In summary, in their pure forms alternative investment incentives tend to have design features that
have advantages and disadvantages in different contexts.  Most of the incentives can, however, be
structured in various ways so that it is possible to mix and match the various design features in
order to achieve specific investment objectives.  The LIHTC in the U.S. borrows many of the
features of both tax and direct grant programs.
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     95Labour sponsored venture capital funds, another type of SRI fund, are established under
provincial legislation and invest in growth oriented local businesses that meet various established
criteria.  They are not eligible to invest in real estate.

APPENDIX C: THE LEGISLATIVE/REGULATORY ENVIRONMENT
FOR SRI FUND EQUITY INVESTMENT IN ARH PPPs IN CANADA

There are presently two major groups of legislation that may potentially affect the ability of SRI
organizations to undertake affordable rental housing investments: (1) regulatory and tax
legislation governing pension funds; and (2) mutual fund regulatory legislation and RRSP income
tax legislation governing RRSP-eligible mutual funds.95  Investment management firms that
manage funds on behalf of pension funds or RRSPs would also be governed by the relevant
legislation..  In a previous study (MacNevin 2001), this author has reviewed the rules governing
RRSP and pension fund investment in rental housing.  In this study, I review the aspects of the
rules that relate to ARH investments and add additional relevant information relating to mutual
funds.

Socially Responsible Pension Funds

Regulatory Restrictions

Most pension plans in Canada fall under provincial regulatory authority, although about 10% of
plans and plan assets fall under federal jurisdiction (i.e., plans in federally regulated industries,
those associated with organizations in the North and those of Native organizations.)  There has,
however, been considerable progress in harmonizing provincial regulations with the federal
Pension Benefits Standards Act and the Regulations to the Act (PBSA/PBSR), including with
respect to the pension investment rules.  All of the provinces adhere to the “prudent person
portfolio approach” to fund administration.  Moreover, most provinces have either adopted the
federal investment rules contained in the PBSR and Schedule III of the Regulations or introduced
their own legislation that closely mirrors the federal rules.  In addition, all provinces require the
development of and adherence to a formal investment plan that is either equivalent to or closely
akin to the Statement of Investment Policies and Procedures (SIP&P) required at the federal level.

There are a number of quantitative restrictions under the PBSR/PBSA that affect the ability of a
pension plan to invest in rental housing.  The most important of the rules can be summarized as
follows:

- not more than 10 percent of a fund’s assets may be invested in a single company or corporation
or two or more affiliated companies or corporations;

- a fund may not control more than 30 percent of the voting shares of a corporation;
- the 10 percent and 30 percent restrictions do not apply to investments in a real estate

investment corporation (REIC; see discussion below);
- the 10 percent restriction does not apply to investments made through mutual or pooled funds

that comply with the investment rules of Schedule III of the PBSR;
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- no more than 5 percent of a fund’s assets may be invested in a single parcel of real property;
and

- all real and resource properties together may not exceed 25 percent of fund assets.

In addition to the quantitative restrictions, the prudent portfolio philosophy underlying the
PBSA/PBSR regulatory framework imposes a general atmosphere of professionalism, due care and
prudence in order to protect the retirement assets of plan members.  A detailed SIP&P must be
developed by each plan that specifies, among other things, the fund’s investment objectives and
strategy, categories of investments, approach to diversification, asset mix, and use of derivatives.

As regards real estate specifically, the prudent portfolio philosophy would probably require
greater diversification of fund assets than is mandated by the quantitative restrictions, including
with respect to type and location of property.  It might also create an atmosphere of caution on the
part of fund managers because of potential legal liabilities that could arise from ownership of
rental housing properties arising from negligent injury to persons, or damage to personal and
commercial property.  Prudent investment practice for this asset class would also require the
development of in-house property management expertise or access to such from outside sources,
which creates an additional impediment in comparison to stocks, bonds and other securities.

The possibility of a lingering negative influence of the old rules-based regulatory environment for
pension funds that prevailed prior to the adoption of the prudent portfolio approach might also
still be exerting a negative influence on investment in rental housing.  Under the old framework,
equity investments in real estate were permitted only under the 7%  “basket clause” provision.  It
is quite possible that investment managers continue to be quite cautious toward former basket
clause investments, or at least that managers are wary about the possible attitudes of regulatory
authorities, particularly if problems develop with such investments.

Under the prudent portfolio philosophy, pension funds are constrained to make only investments
that entail risk/return trade-offs compatible with those prevailing in the securities markets.  This
has two major implications in the context of SRI fund investments in affordable rental housing. 
First, it means that funds cannot make concessionary investments in ARH projects–that is, by
accepting a lower expected return for the degree of risk involved, or a higher risk for the expected
return.  To do so would be a violation of the fiduciary responsibilities to the plan members of the
fund managers and custodians.

The second major implication is that it may, in fact, be very difficult for pension investment
managers to make ARH investments at all unless there are public investment incentives that either
improve the return or reduce the risk adequately on ARH investments.  In the absence of
investment incentives, expected returns from ARH investments are very low or even negative,
which puts them outside the sphere of potentially eligible investments for SRI pension funds.

Income Tax Rules
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     96MacNevin (2001).

The Income Tax Act (ITA) places complex additional restrictions on the types of arrangements that
a pension fund can utilize to invest in rental housing, such as those through various pooled fund,
corporate, and partnership arrangements.  Also, certain arrangements for structuring rental
housing investments have complex interactions with the ITA foreign property rules, which limit
foreign investments for a pension fund or an RRSP to a maximum of 30% of the fund’s assets. 
Some arrangements, such as those through various trust and partnership arrangements, run the risk
of being classified as foreign property and thus either using up scarce foreign property room or
exposing the fund to penalty provisions; alternatively, other arrangements may earn extra foreign
property room for a fund.

Specific Vehicles for Investment

Pension funds can potentially make affordable rental housing investments through a number of
different investment arrangements.  The following provides a brief overview of the major
available options.

i) Direct ownership: This is the simplest type of investment and takes advantage of non-taxability
of pension funds.  One drawback with direct ownership arises because of the 5% restriction under
the PBSA/PBSR rules.  As a result, this approach would be an option only for larger funds.  For
example, a $5 million investment (which might represent a 50 unit rental investment) would
require the fund to have $100 million in assets.  For a fund to own, say, five such properties would
require it to have about $500 million in assets; fewer than half of pension funds have assets
greater than $500 million.96  Adequate diversity in its property holdings would also be required for
a fund to develop sufficient specialized investment expertise and to warrant hiring a property
management firm.  The direct ownership approach also exposes the fund to potential liability
risks, and can give rise to cashflow and liquidity problems, thus possibly impeding the ability of a
fund to meet its payout obligations.

ii) Investment through taxable corporations: This approach significantly alleviates liability
concern but exposes the earnings to taxation.

iii) Partnership arrangements: The pooling of financial resources among funds through
partnership arrangements permits access to large property investments, the achievement of
adequate portfolio diversification across property types, and access to investment and property
management expertise.  Exposure to legal liability is reduced though not eliminated through the
diluting of risk across a larger asset pool and can be further lowered through a clause in the
partnership agreement or even through the formation of a limited partnership in which the pension
funds are limited partners.  Because partnership income is flowed through to the partners, earnings
are not taxed in the case of pension fund partners.  Perhaps the major drawback is that most
partnership arrangements are deemed to be foreign property under income tax rules thus reducing
the amount of room available for “real” foreign property investments.  This creates an obvious
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obstacle for pension funds to participate in ARH PPP arrangements–such investments would seem
to run a high risk of being deemed to be partnerships for purposes of the foreign property rules.

iv) Joint venture arrangements: Joint venture arrangements permit the pooling of capital
resources, and reduce the problems of liquidity and liability that arise with sole ownership
arrangements.  Income is taxable by the separate participants, which takes advantage of the non-
taxable status of pension funds.  While in principle joint ventures are not defined to be foreign
property, because of the undeveloped nature of such investments in the real estate sphere, they run
the risk of being considered partnership arrangements and thus being classified as foreign
property.

v) Investment through REICs: The REIC is an important investment vehicle for rental housing and
other real estate investments.  A REIC can be 100% owned by a single pension fund or it can be
owned by a number of different pension funds.  As noted above, an investment in a REIC is not
subject to the 10% and 30% restrictions that generally apply to a pension fund’s investments in a
corporation’s shares.

Tax-exempt REICs fully utilize the advantages that pension funds have as non-taxable entities. 
They also limit the liability exposure of a pension fund’s assets to the amount of the funds
invested in REIC shares.  Liquidity problems associated with direct ownership are lessened,
especially when there is more than one investor in the REIC, since shares could be disposed of to
other investors without sale of the underlying real estate property.  The REIC has the advantage
that it can accumulate earnings tax free to be used for purposes of property improvement or
acquisition.  However, REIC shares are not broadly traded, which limits their marketablity.  When
a number of funds participate in a REIC, there is also the danger of the arrangement being deemed
to be a partnership arrangement.  It might also be that the use of a REIC to invest in an ARH PPP
project would also run into problems with the foreign property rules.

There are additional limitations with the REIC vehicle for investment in ARH PPP arrangements. 
A REIC has to restrict its activities at all times to acquiring, holding, maintaining, improving,
leasing, or managing capital property that is real property or an interest in real property owned by
the REIC, another REIC or an RPP.  This limits the flexibility of a REIC both in holding idle land
for later development and in actually developing properties.

vi) Investment through pooled trust vehicles: Pooled trust arrangements are another potential
mechanism for permitting both small and large pension funds to make equity investments in ARH
PPP projects and to achieve an acceptable degree of diversity in property holdings.  Pension plans
are generally permitted to invest in pooled vehicles under both federal/provincial regulatory and
tax rules.  If the pension fund invests more than 10 percent of its assets in a pooled fund, the
pooled fund must comply with the pension investment rules.

Investments through pooled vehicles that are not carefully structured can give rise to adverse
consequences under the foreign property rules of the ITA.  Three types of trust
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arrangements–pooled fund trusts, master trusts, and certain quasi mutual fund trusts--are of
interest in the context of affordable rental housing equity investments because real estate is an
eligible investment for such trusts.  Interests in these trusts are not considered to be foreign
property although they are subject to the foreign property rules.

Pooled fund trusts have the benefit of providing a potential bump-up in an pension funds’s foreign
property room (to a maximum of 51% of the fund’s assets; see MacNevin, 2001, p. 41 for details). 
However, they have the disadvantage that they must meet stringent income and asset tests.  They
are also not tax exempt so that earnings must be flowed through to the pension fund each year to
avoid tax.

Master trusts face less stringent tests however they do not provide a bump-up in foreign property
room and the pension fund may invest in foreign property through the trust or outside of it but not
both.  They are, however tax exempt.

The quasi mutual fund trust can hold real estate without meeting the stringent income and asset
tests of the pooled fund trust.  It provides the bump-up in foreign property room; however, its
principal drawback is that a class of its units must be qualified for distribution to the general
public, which adds an extra layer of legal procedure and expense.

The existence of the foreign property rules in Canada thus force pension funds to choose between
flexibility in their pooled trust arrangements on the one hand, or gaining access to improved
options for foreign property investments and accepting more stringent restrictions, on the other.

vii) Investment through REITs: REITs are structured as closed-end mutual fund trusts in Canada
and are a potentially important vehicle for pension equity investment in affordable rental housing. 
REITS are securitized (although as trust units, not shares) and traded in open markets and on
stock exchanges.  REITs can hold either commercial or residential real estate.  A REIT must:

(1) be a trust resident in Canada; 

(2) limit its activities to any combination of

• acquiring, holding, maintaining, improving, leasing or managing real property
that is capital property, and

• investing in property other than real property 

(3) hold at least 80% of its property in the form of shares (or property convertible into
shares), bonds, mortgages, marketable securities, cash, rental or royalty rights to
natural gas or petroleum resources located in Canada, and real property situated in
Canada;



124

(4) derive not less than 95% of its income for the year from, or from the disposition of,
investments described in (3) above; and 

(5) hold not  more than 10% of its property in the bonds, securities or shares in the
capital stock of any one corporation or debtor.

Canadian REITs can invest in real estate located outside of Canada; however, because of the
combined operation of the 80 percent asset test and the 95 percent income test, options in this
regard are very limited.

To this point in time, the REIT industry in Canada is relatively small and is essentially a small cap
industry attractive primarily to the smaller investor, although pension funds do hold small
amounts of REITs.  In 1998, the REIT industry in Canada consisted of only 15 funds with a total
capital value of $3.5 billion (MacNevin, 2001).  When this figure is compared to the $644 billion
in pension assets or the $885 billion in combined pension and RRSP assets in that year, it is clear
that the REIT industry would have to grow significantly if REITs are to constitute major
investments of pension funds or RRSPs.  The small size of the Canadian REIT market also limits
somewhat the liquidity associated with REIT investments, and the ability of trusts to achieve an
adequate degree of property diversification as required by the prudent portfolio philosophy.

To avoid taxation and take advantage of the non-taxable status of pension funds and RRSPs,
earnings in a REIT must be passed on to the funds.  This significantly limits the ability of REITs
to expand their property holdings.  The fact that REITs are structured as closed-end mutual funds
also limits any growth in property acquisitions.  In a closed-end fund, units are bought and sold
but the contributed capital remains fixed following an initial period at the time the units are
offered for sale. Thus, funding for new acquisitions must come from earnings generated, which, as
noted, potentially exposes earnings to taxation.  REITs also have very little potential to construct
new buildings because of the ITA restriction that limits them to “improving” properties, as
opposed to developing them  While existing tax rulings might allow new units to be added to an
existing capital property, even this is a grey area and could conceivably be ruled out in the future.

REITs in Canada suffer from other shortcomings.  The potential liability risk exposure associated
with REITs may limit their attractiveness to pension funds, especially given the restrictions under
the prudent portfolio philosophy.  Also, empirical evidence suggests that investment returns on
REITs are significantly more highly correlated with those of the general market than are earnings
from direct real estate holdings so that they may not deliver all of the portfolio risk diversification
benefits of direct holdings.

One advantage of REITs is that, as in the case of pooled fund trusts and quasi mutual fund trusts,
they can be used to potentially provide the fund with the bump-up in foreign property room.  As
discussed, this significantly increases the flexibility of a pension fund in mixing foreign and
domestic investments in its portfolio with real estate investments.
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     97The regulatory rules governing mutual funds, including the National Instruments are
available from the website of the Investment Funds Institute of Canada (IFIC)
http://www.ific.ca/.

U.S.  REITs have advantages over Canadian REITs in that:

• they can be incorporated and provide full liability protection;
• they can function as fully integrated companies that can finance, develop, own and manage
rental housing properties; and
• the UPREIT (Umbrella Partnership REIT) and DownREIT variants of the vehicles in the
U.S. provide a deferral of tax to investors on property transfers into the REIT.  This provides
investors with the ability to lock-in the gain on the appreciated value of real properties during
up-cycle periods without triggering capital gains tax.

Despite its limitations currently as a major vehicle for general pension fund investments in rental
housing, the REIT vehicle may well have considerable merit as a limited vehicle to facilitate
pension investments in specific ARH PPP arrangements.  While the legal issues are beyond the
expertise of this author, there may not be any conflict with the foreign property rules as long as the
pension fund is clearly involved as a passive investor and is not formally in partnership with other
participating organizations.  Of course, project incentives would have to be in place so that the
risk/return characteristics of the investment were acceptable by market standards.

Socially Responsible Mutual Funds97

Regulatory Restrictions

The securities regulator (usually called a securities commission) of each province and territory in
Canada is responsible for regulating mutual funds, including mutual funds that manage SRI funds. 
Firms and individuals that act as a mutual fund’s portfolio manager must also be registered with
the securities commissions and must meet certain educational prerequisites and experience
requirements relating to portfolio management.  Securities commissions are government agencies
and have an umbrella agency--the Canadian Securities Administrators (CSA), which on occasion
creates national rules.  There is also a self regulatory organization-- the Mutual Fund Dealers
Association of Canada (MFDA).  Some securities commissions use the MFDA to regulate mutual
funds in their jurisdictions.  In such cases all mutual fund dealers in these provinces must be a
member of the MFDA.

One set of national rules relating to mutual funds issued by the CSA that is important in the
current context is contained in National Instrument 81-102 which, in addition to regulating how
mutual funds are managed, bought, sold and redeemed, also specifies and the kinds of investments
they can make.  Part 2, section 2.1 contains a concentration restriction that limits the ownership of
any security or derivative to less than 10% of the assets (at market value) of the mutual fund.  This
restriction does not apply in the case of a government security or a derivative in which the mutual
fund’s interest is less than 10% of the interests outstanding.  Section 2.2 imposes a control
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     98Canada Customs and Revenue Agency, Interpretation Bulletin 320 R2 contains a detailed
description of the RRSP investment rules.

     99This fund invests primarily in commercial property; the IFIC says that a special exemption
would have been obtained for this fund.

restriction, which specifies that the value of any single security held by the mutual fund can not be
more than 10% of the outstanding voting shares or the equity securities of the issuer.

Section 2.3 of National Instrument 81-102 specifies the types of investments that are ineligible to
a mutual fund.  The most significant restrictions for present purposes preclude a mutual fund from
purchasing: (1) real property; (2) a mortgage other than a guaranteed mortgage; and (3) guaranteed
mortgages that in total exceed 10% of the market value of the mutual fund’s assets.  Section 2.3
also imposes restrictions on holdings of illiquid assets.  A mutual fund cannot purchase illiquid
assets if the total of such assets will exceed 10% of the fund’s assets, nor can it hold illiquid assets
totalling more than15% of fund assets for more than 90 days.  Essentially, an illiquid asset is
defined to include any asset not sold through market facilities using public quotations or an asset
whose sale is restricted in some manner.

Income Tax Rules

Eligible investments for an RRSP are defined under the Income Tax Act (ITA) and the Regulations
to the Act.  The specific kinds of property that constitute qualified investments for an RRSP are
described in paragraph 146(1)(g) of the ITA and section 4900 of the Regulations.98  Of interest in
the present context, units of a mutual fund trust, and insured mortgages are among the eligible
investments.  Real property is not a qualified investment for an RRSP.  However, real estate
investment trusts (REITs) are qualified investments since in Canada REITs are structured as
closed-end mutual fund trusts (section 132(6) of the ITA).  As in the case of pension funds,
ownership of REIT units can earn an RRSP a bump-up in its 30% foreign property limit, since
RRSPs are also subject to the foreign property restriction.

A representative of the IFIC informed this author that REITs, while mutual funds for tax purposes,
are not retail investment funds and are not subject to National Instrument 81-102.  As closed end
trusts, they are subject to provincial/territorial securities regulations as well as the income tax
rules.  Retail mutual funds can invest in REITs and some invest primarily in REITs; other retail
mutual somehow invest in real estate through other means.  Some examples of funds that invest in
real estate through various means are, AGF Global Real Estate Equity, CIBC Canadian Real
Estate, Dynamic Canadian Real Estate, Investors Real Property99 and Sentry Select Real Estate
Securities.

Investment Management Firms

Investment management firms manage individual and pooled investment accounts on behalf of
clients, including pension funds.  Many of the funds managed by investment management firms
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     100See, “The Canadian Financial System February 2000: Canada's Credit Unions and Caisses
Populaires, Federal Department of Finance,” 2000.  Available on the Department of Finance
website at http://www.fin.gc.ca/finsearch/FinResults_e.asp?Who=Pub&Scope=2000.

are eligible for individual and group retirement savings plans such as RRSPs.  The regulatory and
income tax applying to pension funds and RRSPs also apply in the case of funds managed by
investment management firms.

Credit Unions100

Canada's credit union movement consists of 820 credit unions and 1,351 caisses populaires.  All
credit unions and caisses populaires are provincially incorporated.and the industry is primarily
regulated at the provincial level, although the federal government plays a regulatory role through
some of the centrals.  Credit unions and caisses populaires are co-operatives owned and controlled
by their members.  In 1998, the movement had about $110 billion in assets.  Based on assets,
some of Canada’s credit unions rank among the largest in the world.  Credit unions participate in
socially responsible investing primarily through their family of funds called Ethical Funds, which
is the largest group of socially responsible mutual funds in Canada.  Ethical Funds is subject to the
general regulatory rules for mutual funds described above.

Summary

The principal rules affecting the ability of different categories of SRI funds to invest in ARH PPP
arrangements can be summarized as follows:

SRI Pension Funds

- no more than 5 percent of a fund’s assets may be invested in a single parcel of real property

- all real and resource properties together may not exceed 25 percent of fund assets

- prudent investment regulatory philosophy mandates:

- adequate diversity in property holdings

- market risk/return characteristics for investments

- there are a variety of potential options for equity investments in ARH PPPs, including through
direct ownership, taxable corporations, partnerships, joint ventures, REIC, and pooled trust
vehicles

- the various vehicles have different strengths and weaknesses and many confront complex
interactions with the foreign property investment rules
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- while not without its own limitations, the REIC vehicle offers a single fund or a group of funds
the opportunity to invest through a tax-sheltered vehicle offering corporate liability protection

- the REIT vehicle has considerable merit as a pooled vehicle to facilitate pension investments in
ARH PPP arrangements, although it could be improved in various ways

SR Mutual Funds

- cannot directly own real estate under either federal regulations or under income tax rules for
RRSP-eligible investments

- can be structured as REITs, and REIT units are eligible investments for mutual funds

- are regulated commercial operations that must generally make sound investments on market-
comparable terms

Investment Management Firms

- regulatory and income tax applying to direct investments made by pension funds and RRSPs
also apply in the case of funds managed by investment management firms on behalf of such plans

Credit Unions

- participate in socially responsible investing primarily through their family of mutual funds
(Ethical Funds), which are subject to the general regulatory rules for mutual funds described
above
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APPENDIX D: LIST OF U.S. CONTACTS

1. Todd Larsen, Social Investment Forum, 202-872-5319

2. Jeff Sedwin, National Community Capital Association, Ph. 215-923-4754.

3. Mark Pinsky, National Community Capital Association, Ph. 215-923-4754.

4. Danny Natal, shareholder Representative, Dominic Social investment Fund, 800-762-
6814.

5. Maura Calleran, National Equity Fund, 212-217-1069.

6. Julie Gorte, Social Research Division, Calvert Funds, 301-657-7039.

7. Brian Hardy, Calvert Funds, 800-368-2750.

8. Ron Wolfsheimer, Calvert Funds, 368-800-2750.

9. Lori Scott, Investment Manager, Calvert Foundation, 800-248-0337.

10. Ned Hogan, Manna Corporation–The Capstone Fund, 202-832-1845.

11. Abyssinian Development Corporation, Darren Walker, 212-368-4471

12. Carol Lewis, Institute for Community Economics, 413-746-8660.

13. Eric Yates, Institute for Community Economics, 413-746-8660.

14. Bill Cunningham, Evangelical Lutheran Church in America, Board of Pensions, 612-752-
4268.

15. David Lamb, Loan Administrator, Low Income Housing Fund, 212-346-9790.

16. Frank Rauscher, President and CEO, Aquinas Funds, 1-800-423-6369.

17. Chandra Weston, Executive Director, National Community Development Assoociation,
202-293-6587.

18. Steve Tuminaro, Director of External Affairs, Neighborhood Reinvestment corporation,
202-220-2415.

19. James Campbell, Somerset Devlopments, 301-986-0910.
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20. Steven DeBara, Tuckerman Group, State Street Global Investors, 914-701-4400.

21. Joe McGrail, Community Affairs, State Street Global Investors, 914-701-4400.

22. Stanley Mavromates, Massachusetts State Treasury Pension Fund, 617-8444.

23. Scott Pinover, AFL-CIO, pension, 202-331-8055.

24. Walter Kamiat, lawyer, AFL-CIO, pension, 202-331-8055.

25. Susan Fingerman, Enterprise Foundation, 410-964-1230.

26. Amanda Johnson, Enterprise Social Investment Corporation, 410-772-2538.

27. Colleen Mulcahy, Local Initiatives Support Corporation (LISC), 202-739-9276.

28. Stephen Sagnar, Director of Development, Local Initiatives Support Corporation (LISC)
212-455-9807.

29. Jerome Sullivan, United Methodist Church, 847-869-4550.
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