
DEVELOPING 
THE RESIDENTIAL 
MORTGAGE 
MARKET 

A report prepared by J. V. Poaps! 
lor Central Mortgage and 
Housing Corporation 

Volume II Mortgage 
Investment Companies 



I 
DEVELOPING THE RESIDENTIAL MORTGAGE MARKET 

Volume II 

Mortgage Investment Companies 

A Report prepared by J. V. foapst, 

for Central Mortgage and Housing Corporation 



Foreword 

In 1970, a Special Project Team was set up jointly by the Minister of State 
for Urban Affairs and Central Mortgage and Housing Corporation, to research 
and formulate legislative proposals on possible new financing mechanisms in 
the mortgage market. Three basic possibilities were examined by the team. 
These were the formation of a residential mortgage market corporation, the 
formation of mortgage investment companies, and variable terms mortgages. 

It was considered that the studies and materials produced to aid the Pro
ject Team in its deliberations might well be of interest to a wider public. 
Accordingly, the research material related to each of the three mechanisms is 
presented in volumes I, II, and III, respectively, in this series. 

Much of the material contained in these volumes is new, and that which 
has been reworked is presented in a new way. It should provide a helpful 
knowledge base for public discussion, and it has already proved most useful 
in legislative discussion. It should also be of considerable interest to the 
Canadian academic world and, to a more limited extent, on the international 
scene. 

As a matter of interest, the Residential Mortgage Financing Act, Bill 
C-135, was introduced in the House of Commons on February 1, 1973. The 
new bill provided for the establishment of a mortgage market corporation, 
such as that discussed in Volume I in this series. It provided also for the 
formation of private mortgage investment companies, which form the subject 
of Volume II. 
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Chapter 1 

Introduction 

by J. V. Poapst 

A well-developed financial system enhances national productivity, economic 
growth, and employment. One characteristic of such a system is the presence 
of a diverse set of efficiently operating financial intermediaries. Broadly de
fined, these institutions are all in the same type of business. They all raise 
funds from many suppliers by creating obligations of one form or another 
against themselves, and transfer the funds to many users in exchange for 
claims of one form or another against them. In so doing, the intermediaries 
provide a particular service. They reconcile differences between the charac
teristics of the claims preferred by the suppliers of financial savings and the 
characteristics of the obligations which the users prefer to issue. Providing 
this service requires diverse product lines, which are supplied by banks, in
surance, trust and loan companies, closed and open-end investment funds, 
credit unions, holding companies, and investment dealers. 

Financial intermediaries are distinguishable primarily by the type of 
assets they hold and/or the type of liabilities they issue, or by the mix of 
assets they hold and/or the mix of liabilities they issue. Demand for financial 
intermediation changes. At any point in the development of a country's 
financial system, a question may arise as to whether there is place for a new 
type of financial intermediary; that is, is there a new form of financial inter
mediary which could earn an economic return on the resources committed 
to it? And for the subject at hand, is there a new, economically viable form 
of intermediary which would provide housing finance? 

In recent years, a form of financial intermediary, the real estate invest
ment trust (REIT), has grown to prominence in the United States. Such 
trusts invest in real estate mortgages or equities, or a combination of the two, 
and issue equity and debt to finance their acquisitions. They are typically 
closed-end institutions, and equities in the larger firms and some smaller ones 
are listed on one or more stock exchanges. They are eligible for conduit 
treatment in the taxation of their income. Provided that they payout a 
speCIfied high proportion of their income, and comply with certain rules 
governing their investment and financing behavior, the income is taxed, not 
in their hands, but only in the hands of the recipients at the rates applicable 
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to them. This study explores a proposal to authorize in Canada the formation 
of a corporate counterpart of such vehicles, mortgage investment com
panies (MICs). 

This volume is the second in a series of three based on selected materials 
prepared for the Special Project Team on New Financing Mechanisms and 
Institutions, formed in CMHC in 1970. The Project Team was assigned the 
task of exploring means for increasing the access of private investors to 
housing finance. In particular, it was asked to examine three possible inno
vations in the residential mortgage market. 

The first was a residential mortgage market corporation (RMMC) , 
originally referred to in our work as a central mortgage bank, and the subject 
of Volume I in this series. The second was mortgage investment companies 
(MICs). These institutions were originally referred to in our work by the 
name of their American counterpart, real estate investment trusts (REITs). 
The third possible innovation was variable terms mortgages (VTMs). In a 
VTM, provision is made for the variation of specified terms of the loan, 
especially the interest rate and the amortization period, on a predetermined 
basis during the lifetime of the contract. Such loans are often more narrowly 
described as variable interest rate mortgages (VRMs). VTMs are the subject 
of Volume III in this series. 

The work of the Project Team culminated in the presentation to the 
Federal Government of recommendations for the adoption of all three 
measures as devices for improving the volume, terms, and conditions of pri
vate finance for housing in Canada. In May 1972, Bill C-209, the Residen
tial Mortgage Financing Act, was introduced in the House of Commons by 
the Minister of State for Urban Affairs; the legislation was reintroduced 
with some changes as Bill C-135, on February 1, 1973.1 This Act would 
provide for the creation of an RMMC as a Crown corporation and for the 
creation of MICs as a special form of loan company. Bill C-135 makes no 
provision for VTMs. 

I. GOVERNMENT HOUSING POLlCY AND THE 
MORTGAGE MARKET2 

Federal Government housing policy seeks to assist Canadians in achieving 
higher housing standards. Improving housing standards for a rapidly growing, 
mobile population requires a high level of residential construction. This in 
turn implies a large demand for residential mortgages, the principal instru
ment for financing residential capital formation. In addition, a large and 
ever-growing supply of mortgage funds is needed to finance the turnover of 
the existing housing stock that occurs when households adjust their accom
modation to changing needs and circumstances. At any point in time, O'Verall 
housing standards are determined by matching the characteristics of new 

I The Honourable Ron Basford, The Residential Mortgage Financing Act, Notes on 
Bill C-209, Introduced in the House of Commons, May 15, 1972. See Chapter 12 
and appendices D and E of this study for the changes affecting MICs. 

2 The content of sections I to V, inclusive, of this chapter is almost identical for all 
three volumes in the series. Readers who are familiar with this material may prefer 
to skip to the last section, which outlines the contents of the present study. 
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and existing housing stock to the needs and preferences of the population 
which occupies it. Housing standards thus depend upon the volume, terms, 
and conditions of available mortgage money. 

In pursuing its housing objectives, the Federal Government has long 
sought to increase private participation in financing new housing. Indeed, 
this was a purpose of the Housing Acts from their beginning in 1935. It 
was the primary reason for admitting the chartered banks to National 
Housing Act (NHA) lending in 1954, and for the concurrent switch from 
joint private and public lending to insured private lending. Unlike the 
Government's Pool Guarantee System, which protected the private lender's 
share of the joint loan against loss, loan insurance was made transferable 
so that investors unwilling or unsuited to participate in the original market 
could acquire NHA loans through secondary market purchases. 

In the 1960s, several steps were taken to improve the private supply of 
residential mortgage funds. Central Mortgage and Housing Corporation tried 
to broaden investor interest in NHA mortgages by conducting a series of 
auctions of loans from its portfolio. To elicit their participation in the 
market investment, dealers were invited to bid. Altogether, thirteen auctions 
were held in the period January 1961 to May 1965, in which over $300 
million of NHA mortgages were sold. (See Table A-23.) Rising interest 
rates and tight money led to a halt in the series. It was not resumed. To 
improve the liquidity of the NHA mortgage market, a Mortgage and Loans 
Purchase Fund of $100 million was established in December 1962, to 
permit CMHC, under the provisions of Section 11 of the National Housing 
Act, to function as the lender of last resort. The terms of borrowing were 
established on a relatively punitive basis-"suicide financing" as one practi
tioner described them-and the facility has never been aggressively used. 
Although not too much should be claimed for the contribution of these two 
measures to the development of the residential mortgage market, they were 
antecedents of the two functions proposed for the RMMC. 

At one time, the NHA and chartered bank loan interest rates were both 
subject to ceilings. Conditions governing the NHA rate provided for a change 
in ceiling from time to time, but required that whenever a new rate was 
struck it must not exceed the prevailing rate on long-term Canada bonds 
by more than 2Y<1 percent. The ceiling for chartered bank loans was 6 
percent. In December 1959, when the NHA ceiling was raised to 6% per
cent, the chartered banks, which were legally able but tactically unable to 
continue lending at 6 percent, withdrew from the field. The revision of the 
Bank Act in May 1967 enabled the chartered banks to resume full-scale 
NHA lending, and authorized them to engage in conventional lending on a 
restricted basis. 

Subsequently, NHA-insured mortgage lending was made more attractive. 
In three steps, culminating in June 1969, the interest rate was freed so 
that approved lenders would not be periodically diverted from the field by 
an unattractive maximum rate. In July 1969, the five-year renewable NHA 
loan was introduced to appeal to medium-term lenders, especially trust 
and loan companies. At the same time, equity participation loans were per-

3 



mitted on rental housing to adapt the insured loan to the needs of lenders 
seeking to protect their funds from erosion by inflation. In February 1968, 
the lock-in period for rental loans was lengthened to appeal to long-term 
investors. 

Meanwhile, action was taken to ease the non-interest terms of mortgage 
borrowing. The maximum amount of an NHA loan was raised in progressive 
steps to the current level of $25,0003 for a single-family dwelling to pre
vent undue increases in downpayment requirements as the price of houses 
increased. The maximum loan to value ratios on NHA loans were increased 
in progressive steps to 95 percent of the first $20,000 and 80 percent of the 
remainder, again to cut downpayment requirements. To lower monthly pay
ments, the maximum amortization period on NHA loans was lengthened 
from thirty-five years to forty years. Existing houses became eligible for 
NHA-insured loans in several stages. Finally, the maximum loan to value 
ratio on conventional loans by federally registered insurance companies and 
loan and trust companies was raised to 75 percent. Private mortgage loan 
insurance was authorized, and for such insured loans, the maximum loan to 
value ratio was 90 percent. These changes increased the demand for mort
gage funds. 

The net effect of all these measures was that the Federal Government 
continued to provide large amounts of mortgage funds. Mortgage loans 
approved under the National Housing Act (1954), during the period 1954 
to 1971, totaled $15.4 billion. Of this sum, $8.8 billion, or 57 percent, was 
provided by private lenders and $6.6 billion, or 43 percent, was approved 
by CMHC. Of CMHC's share, 64 percent was for private housing for sale 
or rental at market prices, and 36 percent was for rental to low-income 
households at sub-market rents, or for other special purposes.4 

II. OUTLOOK FOR DEMAND AND SUPPLY OF FUNDS 
IN THE MORTGAGE MARKET 

Long-term projections of housing requirements in the 1970s, prepared in 
CMHC and based on demographic variables, pointed to a need for higher 
levels of house building if housing standards were to continue to improve.' 
In the Speech from the Throne opening the Second Session of the 28th 
Parliament in 1969, the Government committed itself to a house-building 
program of one million dwelling units in the five-year period 1970 to 1974. 
This was 19 percent more than the number of units completed in the pre
ceding five years. In its Annual Report for 1970, CMHC observed that 
even this volume of house building would not maintain the rate of improve
ment in housing standards that had been achieved in recent years.6 

3 Changes in the National Housing Loan Regulations on August 24, 1972, raised 
the maximum loan to $30,000 and the loan ratio to 9S percent of value. 

4 Central Mortgage and Housing Corporation, Canadian Housing Statistics-1971 
(Ottawa: CMHC, 1972), p. 23. 

S Albert B. Goracz, Housing Requirements to 1981, Technical Paper No.3, Central 
Mortgage and Housing Corporation, February 4, 1969, mimeo. 

6 Central Mortgage and Housing Corporation, Annual Report, 1970 (Ottawa: CMHC, 
1971), p. 8. 
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Whether housing standards were to improve at a lower rate, at the old 
rate, or at a higher rate, a higher demand for mortgage funds was in pros
pect. Long-term projections of the demand for NHA and conventional funds, 
prepared in 1970 by CMHC for internal use, pointed to an even greater 
need of public funds in future years if Government housing objectives were 
to be met. 7 The Government did not wish to be committed to such levels 
of mortgage lending for households which could afford adequate housing on 
a self-supporting basis. It wished to concentrate more of the resources it 
devoted to housing to the low-income field. It also wished to reduce the cost 
of financing new housing.8 There was thus a desire to incre'ase the access 
of private savings to housing finance. 

Meanwhile, structural changes were occurring in financial intermediation 
which raised uncertainties about the prospective long-term rate of growth 
in the private supply of mortgage funds. Total assets of trust and loan 
companies grew at a higher rate in the 1960s than they had in the 1950s, and 
both types of institutions had high ratios of mortgage loans to total assets 
(Table 1-1). Trust and loan companies, however, are the smallest of the 
major financial intermediaries which engage actively in mortgage lending. 
Life insurance company mortgage holdings in 1970 were 15 percent greater 
than those of loan and trust companies combined, a product of 50 percent 
greater total assets and a mortgage to asset ratio more than three-quarters 
as high. 

Life insurance companies had long been the backbone of the supply of 
mortgage funds for new residential construction, but their assets grew at a 
slower rate in the 1960s than in the 1950s. An important reason for the 
slowdown in growth was the rise of the trusteed pension funds. Pension 
savings that once would have gone into group annuities now frequently 
flow into uninsured pension plans. From 1960 to 1970, while life insurance 
company assets increased by only 89 percent, trusteed pension fund assets 
increased by 209 percent. By 1970, the latter's assets were about two-thirds 
the size of life insurance company assets, and as large as the assets of loan 
and trust companies combined. By 1970, only 9 percent of trusteed pension 
fund assets were in mortgages, exclusive of the small amount held through 
pooled funds. 

7 The projection indicated that if recent trends persisted, the proportion of annual 
expenditures on new housing which was financed by mortgages from major lending 
institutions would decline from about one-half of total expenditures in 1969 to 
about two-fifths of an estimated $5 billion of expenditures in 1975. J. V. Poapst, 
"R and D in the Mortgage Market", in Mortgage Investments for Trusteed Pension 
Plans (Ottawa: Central Mortgage and Housing Corporation, 1971), p. 60. 

8 In introducing Bill C-209, the Minister of State for Urban Affairs described recent 
policy for housing finance as follows: 

Federal Government policies over the last several years have been directed toward 
generating new sources of money to finance construction of residential property. The 
purpose has been threefold: 
a) To ensure a strong and adequate supply of private mortgage capital to fill the 

needs of home buyers of middle and moderate incomes; 
b) To permit Federal Government funds to be increasingly applied to the provision 

of housing for low-income groups and senior citizens, whose needs cannot be filled 
through freeplay of market forces; 

c) To reduce where possible the cost of funds for financing residential construc
tion. 

The Honourable Ron Basford, The Residential Mortgage Financing Act, p. 1. 
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The chartered banks are by far the largest financial intermediaries. Their 
total assets in 1970 were about two-thirds of the total for all major lending 
institutions and trusteed pension funds combined. Their assets grew at a 
higher rate in the 1960s than in the 1950s. Their return to the NHA mort
gage field in 1967 and their new authority to engage in conventional lending, 
acquired at the same time, obviously had major positive implications for the 
growth of the private supply of residential mortgage funds. 

In the context of 1970, it was not altogether clear how large a contribu
tion the chartered banks could be expected to make in the years immediately 
ahead. Only 3 percent of their total assets were invested in mortgages at 
that time. Their volume of loan approvals was rising in 1970, but it had 
declined in 1969 from the preceding year. Major banks had set up mortgage 
subsidiaries to tap additional funds specifically for the mortgage market, 
by the issue of debentures and short-term paper backed by the mortgage 
portfolio of the subsidiary company. This, however, was the area of financial 
intermediation long engaged in by the trust and loan companies, so that 
substantial expansion of the bank subsidiaries would be financed partly at 
the expense of asset growth of traditional intermediaries which were heavily 
committed to mortgage lending. 

Table 1-1 

INDICATORS OF STRUCTURAL CHANGE IN THE SUPPLY OF 
RESIDENTIAL MORTGAGE FUNDS BY FINANCIAL INTERMEDIARIES 

CANADA, 1970 

Increase in % of Total 
Total Assets % Assets in 1970 

Mortgages l Intermediary 

Life Insurance Companies 
Trust Companies 
Loan Companies 
Trust and Loan Companies 
Chartered Banks 
Total Lending Institutions 
Trusteed Pension Funds 
Total 

1 Includes non-residential. 
2 $72,867 million. 

1950-60 

102 
207 
126 
167 
79 
91 

1960-70 

89 
404 
313 
367 
180 
168 
209 
171 

Excl. Incl. as % of Total 
T.P.F.s T.P.F.s Assets-1970 

21 18 50 
9 8 58 
5 4 76 

14 12 65 
65 57 3 

1002 87 22 
133 94 

1004 20 

3 $11,059 million of which $1,022 million were mortgages exclusive of holdings via 
pooled funds. 

4 Not including mortgages in pooled funds. Pooled funds were 7.3% of total assets. 
Source: Appendix A, tables A-6, A-7, and A-B. 

III. THE MORTGAGE MARKET AND TIGHT MONEY 

The five-year housing program got off to a slow start. Activity declined in 
the residential mortgage market. The amount of loans approved by lending 
institutions for new construction decreased by 17 percent from 1969 to 
1970. Dwelling unit starts decreased by 9 percent to 191,000 units. The 
drop would have been larger if there had not· been a large increase in direct 
lending by CMHC in the second half of the year. Of the total NHA mort-
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gage loans approved in 1970, $903 million or 53 percent were CMHC 
loans, a proportion well in excess of the long-term average noted above. 
This was the highest level of government lending in Housing Act history. 

Tight money conditions, of course, were an important cause of the 
reduced level of activity in the residential mortgage market. Among private 
borrowers, purchasers of housing (for owner occupancy or rental) are 
relatively sensitive to changes in interest rates. Housing is more capital in
tensive than most businesses, and interest, or more broadly the cost of 
capital, is an important cost. Unlike major corporations in some industries, 
the purchaser of housing cannot readily shift increased costs. In the case 
of housing for owner occupancy, the impact of a change in interest rates 
is not modified by a reduction in income taxes payable. 

There were problems on the supply side of the market, too. Chartered 
banks are primarily high-turnover businesses, in both their assets and their 
liabilities. Business customers maintain current account deposits on which 
the banks pay no interest, and borrow on a basis in keeping with the 
generally short-term characteristic of bank liabilities. Current loans custom
arily are extended on the basis of a line of credit which the bank must take 
pains to honor, and on condition that the borrower clean up his debt once 
or more annually. Recently there has been much term lending to business 
customers. Term loans, however, are commonly written so as to turn over 
on a five to ten-year basis, with the interest rate subject to interim revision 
and linked to the prime rate. Business customers also make use of secondary 
bank services in the form of payroll servicing and foreign exchange facilities. 
Finally, business customers offer the prospect of a long-term association with 
the bank and a growing volume of business. 

Residential mortgages, on the other hand, are low-turnover investments. 
Five-year loans are typically amortized on a twenty-five-year basis and 
written with the expectation that the lender will renew loans in good stand
ing. There is not a close link between mortgage borrowing and the demand 
for other bank services. The mortgage borrower may well do his banking 
with another bank. Under these circumstances, residential mortgage lending 
tends to be a residual form of investment. It expands in times of easy 
money and contracts during periods of tight money, relative to current loans. 

Life insurance companies have become peculiarly subject to tight money 
in recent years. A high proportion of outstanding policy contracts is subject 
to policy loan rights on which a maximum interest rate of 6 percent can be 
charged. As personal loans from other sources become scarce and borrowing 
costs rise, policy loans become more attractive. Investible funds, including 
mortgage money, are partly pre-empted by policy contract holders. 

Other conditions of mortgage lending also operate to restrict the supply 
of mortgage funds during periods of tight money. Mortgage interest rates 
are politically sensitive, and major financial institutions have an economic 
incentive to maintain a positive social posture. As interest rates rise, the in
stitutions may become hesitant to raise mortgage interest rates sufficiently to 
maintain their attractiveness relative to other long-term investment outlets. 
By law, loans to unincorporated borrowers are subject to prepayment after 

7 



five years, no matter how long the term. Thus, when interest rates are high, 
and there is a possibility that they will be lower after five years, mortgages 
lose in attractiveness relative to other long-term debts which have better 
protection against prepayment. Imposing the higher rate required to main
tain the relative attractiveness of the mortgage in the face of this risk is 
difficult because of the political sensitivity of the rate. 

Although less important, the same consideration applies to default risk. 
If default occurs when interest rates are low, any principal recovered be
comes available for reinvestment at a less favorable rate. Thus, even if the 
loan principal is insured, there is some incentive to prefer investments with 
low default risk when interest rates are high, unless a premium to cover this 
risk can be included in the interest rate. In general, mortgages are subject 
to higher default risk than Federal Government bonds and high-grade bonds 
of other issuers. 

Recent econometric work on the short-term behavior of the residential 
mortgage market indicates how institutional mortgage flows are affected by 
tight money.9 These studies indicate that "monetary factors have a substan
tial influence upon the volume of Canadian financial institution mortgage 
approvals, influencing both the inflow of funds and portfolio investment 
decisions. "10 Ordered by the combined effects of the two influences, the 
chartered banks are the most sensitive lending institutions, followed by 
the trust companies, with the life insurance and loan companies third. Life 
insurance companies have the least interest-sensitive inflows, and loan 
companies the least interest-sensitive portfolio decisions, but the mortgage 
flows of both institutions are "strongly influenced by monetary factors".l1 

Uncertainty and instability in the supply of residential mortgage funds 
have pervasive effects upon housing costs through effects upon construction 
wage rates, material prices, methods of construction, and the costs of land 
development. Injections of public money into the residential mortgage 
market can alleviate shortages of funds for house building, but they do not 
remove the possibility that future shortages might be permitted to develop. 
Thus, any success realized in reducing the instability of the private supply of 
mortgage money is conducive to reducing the costs of producing housing 
over the long run. A more efficient house-building industry, in turn, makes 
the price of existing housing less than it otherwise would be. Therefore, while 
the effects of tight money upon privately financed house building highlight 
the problem of achieving the Government's near-future house-building 
objective, broadening the private supply of mortgage funds and reducing its 
instability are, from a housing standpoint, desirable ends in themselves. If 
these ends are pursued in a way that improves the efficiency of the capital 
market as a whole, they are desirable not only from a housing standpoint, 
but from the standpoint of the economy as a whole. 

9 Lawrence B. Smith, The Postwar Canadian Housing and Residential Mortgage Mar
kets and the Role of Government (Toronto: University of Toronto Press, forth
coming); and Lawrence B. Smith and Gordon R. Sparks, "The Interest Sensitivity of 
Canadian Mortgage Flows", Canadian Journal of Economics, August 1970, pp. 407-21. 

10 Smith, Postwar Canadian Housing, p. 16. 
11 Ibid. 
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IV. IMPROVING THE PRIVATE SUPPLY OF MORTGAGE FUNDS 

To improve the private supply of residential mortgage money, we need to 
operate in some way upon the regulators of the flow of funds in the capital 
market. There are three types of regulators: (1) the expected after-tax 
rewards (profitability), and the risks of the investor; (2) legal constraints 
of a protective or regulatory kind upon the terms and conditions of financial 
contracts, upon their primary and secondary marketing, and upon the activi
ties of investors; and (3) monetary and fiscal policies. 12 

There are many possible ways of approaching the problem. Any action 
that would raise the margin of revenue over cost associated with mortgage 
investment without altering its risk, or the expected after-tax rewards and 
the risks associated with other forms of investment, would increase the 
supply of mortgage funds. To illustrate, such an action might take the form 
of a reduction in mortgage administration costs per dollar of mortgage 
investment, which does not lead to an increase in risk; or it might take the 
form of improved diversification in the mortgage portfolio to reduce risk 
without sacrificing net income. It might take an indirect form. If the 
liquidity of mortgage investments were increased, the amount of associated 
investment in low-yielding liquid assets could be reduced, thereby enabling 
some substitution of mortgages for these and other assets. _ 

Any change in the legal basis of mortgage investment that is attractive to 
investors would increase the supply of mortgage funds. This assumes, of 
course. that the change in law does not merely shift some of the burden of 
mortgage investment from the lender to the borrower. This would just mean 
a different basis for itemizing costs and receipts associated with the trans
action. It also assumes that the change is feasible from a regulatory stand
point. Given these conditions, a change in the law which widened the range 
of terms and conditions on which the transacting parties could come to a 
binding agreement could increase the supply of mortgage funds. For ex
ample, if the Interest Act were amended to allow borrowers the option of 
legally postponing their prepayment privilege from the present five years 
to, say, ten years, the supply of mortgage funds for home ownership might 
contract less in times of tight money. 

An example of a restriction upon mortgage marketing that might be 
considered for relaxation is the requirement in Ontario that securities sales
men qualify for selling either stocks and bonds or mortgages, but not both. 
An example of a legal constraint upon the activities of investors is the 
requirement of trust and loan companies that 20 percent of their demand and 
term deposits maturing within 100 days be held as cash, bank deposits, and 
federal or provincial government bonds (see Chapter 4). This places an 
upper limit upon the proportion of assets invested in other ways. In the 
absence of such a constraint, some companies might invest a higher pro
portion of their assets in mortgages, especially when an RMMC exists. 

12 The idea of classifying regulators of fund flow in the capital market is given in W. C. 
Hood, Financing of Economic Activity in Canada, a study prepared for the Royal 
Commission on Canada's Economic Prospects (Ottawa: Queen's Printer, 1958). A 
different classification is used here. 
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Monetary and fiscal policies can be divided into general and selective 
policies. General policies are not intended to affect one type of capital market 
participant, lender or borrower, more than another. They may have that 
effect, but that is a shortcoming rather than an intention. Monetary policy 
applied to chartered bank cash reserves is general in that it is not directed 
against specific classes of bank borrowers. It is anticipated that the banks' 
reaction will transmit the impact, ideally, throughout the capital market. 
In contrast, selective credit controls are applied to specific sectors of the 
capital market-for example, to consumer credit or to the residential 
mortgage market. Similarly, one can speak of general fiscal policy which 
focuses on total tax revenues and total government expenditures and is not 
intended to favor one type of economic activity over another. Fiscal policy 
that is general in its intended impact on the capital market would not, by 
design, discriminate between one type of investment and another, and 
would also be neutral between consumption and saving. Selective fiscal policy 
would discriminate. Obviously the imposition of a tax upon capital gains, 
taken in isolation, discriminates between common stocks and residential 
mortgages. The particular mix between the use of would-be general monetary 
policy and would-be general fiscal policy in combating economic instability 
is important for the supply of mortgage funds. Changes in general fiscal 
policy are thought to have less short-term impact upon the supply of mort
gage funds. 

To further the Government's objective of increasing the role of private 
funds in housing finance, the Special Project Team on New Financing Mech
anisms and Institutions was formed in CMHC. The Project Team was 
necessarily concerned with all three types of regulators. Unless private mort
gage investment was to be increased by legislative fiat, the measures adopted 
would have to be attractive in terms of profitability and risk. If legislative 
restraints of a regulatory or would-be protective kind were found to stand 
in the way of a potentially efficacious measure, the question of whether the 
constraint should be modified, replaced, or simply removed had to be con
sidered. Because of the impact of monetary policy upon the mortgage and 
new housing markets, we were naturally interested in the effect that any 
measures might have upon that impact. It was not within the Project 
Team's terms of reference, however, to consider changing monetary policy, 
or changing the mix between the use of monetary and fiscal policies, as a 
means of improving the private supply of mortgage funds. 

Finally, we were necessarily concerned with tax policy, for two reasons. 
First, the White Paper on tax reform, published in 1969, included proposals 
to encourage Canadian investment in corporate equities and proposals 
which would have the effect of discouraging private investment in rental 
housing.13 Second, the tax treatment of mortgage investment funds was 
believed to be of central importance to their feasibility. 

There are many possible ways of influencing the flow of funds in the 
capital market. In making a selection, it is important to consider their 

13 E. J. Benson, Minister of Finance, Proposals for Tax Reform (Ottawa: Queen's 
Printer, 1969). 
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effect upon the efficiency of the capital market. Efficient measures raise 
economic growth and living standards above the levels that would otherwise 
prevail; inefficient measures have the opposite effect. In selecting measures 
for improving part of the capital market, it is necessary to take into account 
their effect upon the efficiency of the market as a whole. A measure which 
reduces the efficiency of the capital market as a whole should be rejected, 
however effective it may be in solving the problem of the part. 

Efficiency here has two dimensions-operational and allocational. 14 The 
former relates to the costs and profits on the services supplied to the capital 
market by financial institutions and other suppliers (such as lawyers). Effi
cient measures reduce the costs of supplying the services, or move the level 
of profit on them closer to the optimum. The optimum level of profit is the 
level that is sufficient, but· not more than sufficient in the long run, to 
attract enough resources to expand the supply of services to meet increases 
in demand. In the short run, the level of profits in an efficient market may 
exceed this level in the case of suppliers who respond quickly to changes 
in market conditions, and in the case of successful innovators. It is important 
for long-term improvement in the efficiency of the capital market that 
would-be innovators not be precluded from earning above-average profits 
in the short run. This requirement is no different from that of other in
dustries. The fact that innovators in the provision of capital market services 
do not enjoy patent protection for their innovations tends to make the short 
run shorter than for innovators of patentable products. 

Allocational efficiency refers to the ability of the capital market to al
locate the limited supply of savings to those users whose projects have the 
highest expected total returns, after due allowance for risks and the costs 
of transferring funds. Conceptually, "returns" include benefits which are not 
normally quantified but which are nonetheless real, as in the case of the 
return on investment in owner-occupied housing. "Total returns" include 
both the return to the investors (both equity and creditor) and the benefits 
which accrue to others in the case of certain investments. For example, if 
the operations of an RMMC have the effect of reducing residential mort
gage market interest rates, benefits accrue to borrowers in the form of 
reduced costs of financing housing. External benefits are noteworthy be
cause they can be sufficient to warrant subsidizing an investment proposal 
for which the internal returns are too low to attract investors. 

The foregoing view of efficiency served as a guideline for the work of 
the Project Team. 

V. FACTORS RELATING TO THE SELECTION OF 
THE THREE PROJECTS 

The Project Team was asked to examine in particular a residential mortgage 
market corporation, mortgage investment companies, and variable terms 
mortgages. Many factors were considered in selecting these projects. These 

14 James S. Duesenberry, "Criteria for Judging the Performance of Capital Markets", 
in H. K. Wu and A. J. Zakon, eds., Elements of Investments: Selected Readings (New 
York: Holt, Rinehart and Winston, 1965), pp. 1-9. 
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were enumerated originally by M. J. C. Boyd, Project Team Leader, as part 
of an internal memorandum, following discussions with members of the 
Project Team and with officials from the private and public sectors. They 
are reproduced here with only minor editing. 

1. The position of the chartered banks, the pre-eminence of their branch 
system in Canada, the formation of such subsidiaries as Kinross, Roy
more, Tordom, their asset/liability structure, the low percentage of 
mortgage assets in their portfolios, their traditional lending practices 
on commercial loans, their role in lending to developers during con
struction 

2. The role of trust and loan companies as mortgage lenders, their position 
in the institutional mosaic, their liquidity needs, their role as mortgage 
bankers, their role as portfolio advisers, the fairly disparate nature of 
asset and liability structure from one company to another 

3. The position of pension funds as collectors of long-term impounded 
savings, their tax status, their expected growth, their sources of portfolio 
advice, the differing and complicated structure of the control over pen
sion fund investments, the trend of long-term savers toward income 
property loans rather than single-family loans, the low percentage of 
their assets in mortgages, the differences in this percentage between large 
and small pension funds 

4. The historic position occupied by the life insurance companies in mort
gage lending, the development over many years of a well-established and 
experienced mortgage originating operation, the trend in recent years 
toward investment in income property loans and toward direct owner
ship of income properties, the effect of policy loans on their liquidity 
during tight money periods, the effect of taxation on their future growth, 
their excess mortgage expertise and how it can be harnessed 

5. The absence in Canada of such thrift institutions as building societies, 
mutual savings banks, and savings and loan associations 

6. The development in the past few years of independent mortgage bank
ing companies in Canada, the requirements of such companies in the 
light of their relatively small capital 

7. The development by the Royal Trust Company of the M Fund and 
its apparent acceptability to individual investors 

8. The arrival on the scene in the past five years of large, publicly owned 
and traded real estate development companies such as Markborough, 
Cadillac, Trizec, Bramalea, and Campeau 

9. The isolated nature of the primary mortgage market in Canada and the 
rudimentary form of the secondary mortgage market 

10. The interest shown in the first part of the last decade by members of 
the Investment Dealers' Association in mortgage trading during the 
period when CMHC was auctioning blocks of mortgages to approved 
lenders and IDA members, the important position of the investment 
dealers in their bond trading activities as principals, their isolation in 
the past few years from the mortgage market, how to harness their 
expertise 
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11. The restrictions imposed by provincial securities commissions on the 
investment by mutual funds in illiquid assets 

12. The increasing concern over the past five or six years by institutions 
and institutional investors in liquidity 

13. The structure of the United States mortgage industry, the activities of 
an independent mortgage banking industry in the United States, the 
interface of mortgage bankers with commercial banks, the government 
or quasi-government back-up structure to the mortgage banking industry 

14. The history and development of real estate investment trusts in the 
United States, and the property bond experiments in the United 
Kingdom 

15. The development of the Government National Mortgage Association 
(GNMA) and the market for mortgage-backed securities in the United 
States 

16. The increasing activities in the United States of investment bankers in 
mortgage banking firms, the increased interaction of the bond, stock, 
ness of real estate investment trusts and GNMA securities, the purchase 
by a number of leading investment bankers of mortgage broking or 
mortgage and real estate matters brought about by the growing aware
and mortgage markets 

17. The widespread use of variable terms mortgages in the United Kingdom 
and the growing debate in the United States 
In addition to the above list (which is not intended to be comprehensive), 

the following considerations appeared important: 
1. In examining the future growth of pension funds as an increasingly 

important factor. an assessment has to be made of the method by which 
they will be provided with mortgage advice and mortgage banking ser
vices. It appears that the pension funds will require the development of 
mortgage banking services capable of originating and servicing mortgages 
in any major urban center in Canada. 
The nature of pension fund mortgage investment in relatively large 
income property loans requires a high degree of mortgage expertise, The 
Canadian life insurance companies and trust companies developed a 
branch system enabling them to place mortgage lending personnel in all 
important areas. Similar arrangements are not open to the individual 
pension funds. A correspondent/mortgage banker/investment dealer re
lationship simIlar to the United States structure may have a role to play 
in Canada in respect to individual pension funds. supplementing the acti
vities of some trust companies in this area. 

2. Subsequent to the Second Conference on Mortgage Investment for 
Trusteed Pension Plans convened by the Honourable Robert Andras. 
Federal Minister Responsible for Housing. in December 1970, it was pos
sible to assess the views of pension fund investors. The principal concerns 
(by no means unanimous) of such investors appear to be 
a) the lack of liquidity in the mortgage market 
b) the unavailability of a suitable packaging device such as conduits 
c) the long lead time from commitment to funding 
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It was also suggested that one of the difficult problems was to reach 
the right decision-making personnel or strata of management in attempt
ing to promote pension fund investment in residential mortgage loans. 

3. Actions that would aid only one segment of the market at the cost of 
hurting another segment should be avoided. For example, to urge the 
banks to borrow in the mid-term market, thus providing them with more 
suitable liabilities against five-year renewable mortgages, will not help 
if it hurts the trust companies. 

4. Recognition must be given to the needs of the home owner as borrower. 
One of the obvious factors is that, under the present and the proposed tax 
structures, the home owner may not deduct mortgage interest payments 
for tax purposes. Thus, to the extent that imperfections in the mortgage 
market are reflected in higher yields, the borrower's position is more 
serious, particularly as the mortgage loan can be considered the largest 
long-term debt liability a family is likely to incur. In addition, this 
factor tends to increase the variability of demand for home mortgages 
and contributes to instability in the mortgage market. Similarly, the 
ability of the home owner to voice concern in influential circles is 
greatly restricted vis-a-vis the businessman. 

From an overall consideration of the various factors, it seemed desirable 
that any proposed action should attempt to facilitate 
1. Greater residential mortgage lending activity by the chartered banks 
2. Greater residential mortgage investment by the pension funds 
3. Involvement by individuals and small institutions in the residential real 

estate and mortgage markets 
4. Greater use of existing available expertise in both mortgage originating 

and trading 
Thus, it appeared necessary to concentrate on financial devices designed 

to improve the efficiency with which the mortgage market 
1. Provides liquidity and an effective response to changes in supply and 

demand 
2. Links different market segments and utilizes available expertise 
3. Offers small institutions and individual investors access to expertise, 

diversification, and participation in large mortgages and real estate 
projects 

4. Uses a mortgage instrument flexible enough to meet the reasonable re
quirements of different types of borrowers and lenders 
The principal requirements to ensure the development of the mortgage 

market in an effective manner and to enhance the long-term input from the 
private sector were considered to be 
1. The creation of a more fully integrated residential mortgage market struc

ture, with a strong center or focal point assisting in the establishment of 
an effective secondary mortgage market 

2. A greater interface between such market segments as institutional lenders, 
investment dealers, mortgage bankers, investment counselors, and private 
mortgage insurers 

3. An interaction between the mortgage, bond, and stock markets through 
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the provision of mechanisms which would permit investment dealers to 
distribute to the public shares in mortgage-based intermediary vehicles 
and to trade actively in mortgage-backed securities 
The possibility of developing a more integrated market structure and of 

providing for improvements in liquidity, flexibility, stability, and efficiency 
in the utilization of existing expertise resulted in a decision to concentrate 
on the Residential Mortgage Market Corporation, mortgage investment 
companies, and variable terms mortgages as providing the fastest results. 

THE RESIDENTIAL MORTGAGE MARKET CORPORATION (RMMC) would ease 
the restrictive effects upon the supply of residential mortgage funds 
caused by the low marketability of the mortgage instrument. The RMMC 
would operate as a secondary market maker. To do so, it would maintain 
a portfolio of residential mortgages ready for sale, and a liquid position 
(cash, other liquid assets, unutilized borrowing capacity) to enable it to 
increase its portfolio readily should the need arise. This would enable mort
gage investors to achieve their target portfolios more readily when their 
holdings were below or above target levels. This would enable existing 
mortgage investors to hold relatively more assets in this form. It would also 
encourage new investors to enter the field. At the same time, the RMMC 
would remove some of the needs of lenders to sell their residential mort
gages, or adjust their lending activity, for liquidity reasons. It would do 
this by making available to lenders collateral loans secured by a pledge 
of residential mortgage holdings. 

An RMMC might also help to reduce the sensitivity of the supply of 
residential mortgage funds to changes in monetary policy. An RMMC 
might exert such an influence in one or two ways. First, it would do so if 
it increased the role of investors in the market who would participate with 
above-average stability. Second, it would do so if it could effectively supple
ment or enlarge the supply of residential mortgage funds during periods 
of tight money and reduce it during times of easy money. If the RMMC were 
profit motivated, it would be required to speculate judiciously on interest 
rate movements. 

MORTGAGE INVESTMENT COMPANIES (MICs) would provide a type of 
intermediary for the mortgage and real estate markets analogous to the 
closed and open-end investment companies which operate primarily in the 
stock market. It is easy for small institutional and individual investors to 
own (indirectly) a portion of a well-diversified, professionally managed 
portfolio of securities because sizing, marketing, management, marketability, 
legal, regulatory,' and taxation problems are recognized by the device of the 
investment fund. By contrast, such investors typically face these problems 
if they wish to invest in residential mortgages and real estate equities on a 
comparable basis. It is legally and administratively cumbersome to split 
mortgages and real estate equities in such a way that investors become 
owners of separate divided interests. The small investor needs some form 
of intermediary to split single large investments effectively, or to acquire a 
diversified portfolio of fractional interests in such investments. This is the 
basic reasoning on which MICs are predicated. 
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MICs would make a noteworthy contribution to housing finance, and to 
the improvement of the capital market, if they provided a useful service not 
otherwise readily available to important classes of investors. Thus, their 
differences from three other types of intermediaries should be noted. They 
would differ from traditional investment companies in assets in that they 
would hold mortgages and real properties. The predominant form of the 
traditional investment company is the open-end mutual fund. Reflecting the 
low marketability of their assets, the predominant form of MIC is likely to 
be the closed-end company, with shares listed on stock exchanges for market
ability.Is Also, the mutual fund is normally unlevered whereas levered MICs 
will probably be the predominant form. 

The MIC's nearest substitute is the loan company,I6 but MICs would 
differ from loan companies in important ways. They would be allowed to 
hold a higher proportion of real estate in their investment portfolios, and 
would be restricted to lower levels of leverage. Most important, they could 
qualify for conduit status for income taxation. If they met prescribed re
quirements, including the payout of a high proportion of net income, their 
earnings would not be subject to income tax at the corporate level. The 
payout would accrue tax at the applicable rates of the recipients. In exchange 
for such tax treatment, MICs would be precluded from engaging in "active" 
business, even any speculative trading of their assets. They are intended to 
be "passive" vehicles for holding mortgage and real estate investments. 

Finally, MICs would differ from real estate development companies in 
their high mortgage orientation, "passivity", and high payout characteristics. 

MICs would be like the RMMC in that they could have the effect of 
bringing investment dealers actively into the residential mortgage market. The 
RMMC would enable them to offer residential mortgages to their investor 
clients, along with stocks and bonds. The MICs would provide familiar forms 
of securities to offer their investor clients and also would provide under
writing opportunities. The active and widespread involvement of the invest
ment dealing industry in the mortgage market would be a significant step 
in the development of that market, and in the development of the capital 
market as a whole. As with the RMMC, MICs might help to reduce the 
sensitivity of the supply of residential mortgage funds to changes in monetary 
policy. They would do this if they succeeded in bringing investors into the 
market who have above-average stability in their mortgage investment behav
ior. They would also have a stabilizing effect if their activities offset changes 
in market participation by other investors. 

In searching Canada's financial system for means of broadening the 
supply of residential mortgage funds, one is certain to observe the large flow 
of money savings that occurs in the form of increases in deposits in the 
chartered banks and other deposit-taking institutions. As is evident in Table 

15 Conceivably this condition could change in due course, if an RMMC were successful 
in developing the secondary market in residential mortgages, and if the MIC held few 
other assets of low marketability. 

16 In fact, Bill C-l3S proposed that MICs be treated as a form of loan company and 
regulated under the Loan Companies Act. Canada, House of Commons, Bill C-13S, 
The Residential Mortgage Financing Act, First Reading, February 1, 1973. 

16 



1-1, the chartered banks stand "head, shoulders, and torso" in size above the 
other financial intermediaries. While chartered banks and other depositories 
participate in the residential mortgage market, it is fair to say that a relatively 
low proportion of mortgage lending is financed by these low-cost short-term 
deposits. It is well recognized, of course, that financial intermediaries must 
be concerned about the degree of mismatching between the term structures 
of their assets and their liabilities. Mortgages, even the five-year kind, com
plicate the matching problem for short-term depositors. 

This condition raises three questions. Can a form of residential mortgage 
be devised which would ease the matching problem for depositories? Would 
the mortgage be sufficiently attractive to induce depositories to invest more 
of their short-term deposits in residential mortgages? At the same time, 
would it be attractive to borrowers? The importance of these questions led 
the Project Team to examine variable terms mortgages as a possible addition 
to Canada's residential mortgage market mechanisms. 

A VARIABLE TERMS MORTGAGE (VTM) is a mortgage wherein provision is 
made for the variation of specified terms of the contract on a predetermined 
basis during the lifetime of the loan. The important terms that may be 
varied are the rate of interest, amortization period, and the amount of the 
installment payments. Some lenders may be able to accommodate a variable 
balance feature as well, which would not penalize prepayments and would 
permit further borrowing as part of the lending arrangement. The term of 
the loan would remain fixed. 

As proposed by the Project Team, the interest rate in a VTM would be 
linked to a well-established capital market rate, such as the average rate 
for long-term Canada bonds as published by the Bank of Canada. The 
lender would be free to set the initial spread over the anchor rate, which 
would be maintained (approximately) by annual or possibly semi-annual 
updating over the term of the loan. To the extent that movements in its 
deposit rates correlated with movements in the anchor rate, the lender's 
spread would be stabilized. Variations in the interest rate on the loan, 
within certain limits, would not preclude stable monthly payments if provi
sion were made for appropriate variation of the amortization period. Alterna
tively, provision could be made to vary the amortization period from year to 
year independently of the interest rate. The borrower then could use the 
VTM as a flexible savings device. A variable balance feature would further 
facilitate the borrower's saving-investment process. 

For the chartered banks, the VTM would be less unlike commercial loans 
than are fixed terms mortgages. How effective VTMs might be in competing 
for the investible funds of the banks would depend upon the importance of 
the remaining differences, especially in their profitability. The profitability 
of the VTM depends to a great extent on how attractive its non-interest 
features are to borrowers. 

These were the three proposals for improving the private supply of 
mortgage funds which were examined by the Project Team. They do not, 
of course, exhaust the list of possibilities. One could argue, perhaps, that 
they are not the three best measures to examine. On the other hand, the task 
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of improving the residential mortgage market, like the task of improving the 
capital market as a whole, should be treated as continuous. In that context, 
ranking the possibilities is important, but so is getting on with the job. 

Once the three proposals were selected for examination, a study team was 
formed to explore each one. The teams were structured to include, in each 
case, at least one economist, lawyer, and financial practitioner, and to have 
private market, government, and academic viewpoints all represented. From 
the beginning of the work, a special effort was made to elicit the views of 
appropriate practitioners. For the RMMC project, an extensive interview 
survey of major lending institutions and investment dealers was conducted, 
and a mail questionnaire survey of trusteed pension funds was undertaken. 
For VTMs, two small interview surveys were conducted: one of selected 
banks and trust companies; the other of house builders. Some interviews also 
were conducted as part of the MIC project. In the MIC project, there was 
extensive study of United States experience, but the lessons of foreign expe
rience were sought in the other two projects as well. 

Once the projects were considered to be sufficiently advanced, an Inter
departmental Committee was formed to examine them. The Project Team 
was represented on the Committee and worked with it in developing the 
latter's report to the Government. The Project Team was dissolved upon 
submission of the Interdepartmental Committee's report. 

In this volume, we shall encounter several descriptions for real estate 
investment vehicles. We begin with the REIT. Its corporate counterpart is 
the real estate investment company (REIC). REITs and REICs are the two 
primary legal vehicles for real estate investment funds (REIFs). Investment 
in real estate may take other forms, but the main ones are mortgage loans 
and equities. Thus, REIFs divide into mortgage, equity, or mixed funds, 
depending upon whether one or both types of assets are included in their 
portfolios. The MICs provided for in Bill C-135 would invest in mortgages 
only, or in mortgages and in equities in rental property. No provision has 
been made for companies which would invest in real estate equities only. 
In this study, the MIC is used to denote the type of vehicle proposed in Bill 
C-135. 

VI. CONTENTS OF VOLUME II 

This study contains ten chapters and seven appendices. Chapter 2 out
lines some fundamentals of financial intermediation and describes the basic 
characteristics of MICs. Chapters 3 to 10 could be subtitled, "How we got 
from the United States REIT to the Canadian MIC". In chapters 3 to 5, 
Michael Davies writes about REITs in the United States, the status of REITs 
in Canada in 1971, and the scope for REIFs in Canada. Next James Peter
son outlines the characteristics of alternative legal vehicles for REIFs, espe
cially trusts and corporations. Then follow two chapters on taxation, the 
first by James Peterson on REIFs and taxation before tax reform, and the 
second by R. M. Wingfield on REIFs and the White Paper. In Chapter 9, 
Michael Davies discusses securities regulations applicable to REIFs. Chap-
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ter 10 on proposed characteristics of a Canadian REIC, by T. F. Tyson, 
completes the sequence. 

The material for chapters 3 to 10 was prepared in 1970 and 1971, most 
of it before the introduction of tax reform legislation in Bill C-259. Since 
1971, important events have occurred in the REIF field, including Bill 
C-259, the announcement by the Ontario Securities Commission of a policy 
on REITs, and the launching of TDRI-TD Realty Investments and other 
institutions. James Peterson discusses these recent developments in Chapter 
11. Finally, MIC legislation was reintroduced by Parliament in Bill C-135 
on February 1, 1973. Chapter 12 comments on the MICs proposed in that 
bill. 

An explanation is required of the content of the tax material in this 
volume. Virtually all the work of the Project Team on this subject was done 
in the eight months immediately preceding the introduction of the Tax Re
form Bill in June 1971. This was an unenviable period in which to examine 
a proposed institution whose success is so dependent upon its tax treatment. 
Although serving the same master, understandably we did not have access 
to the work on the forthcoming tax bill,17 The march of events naturally has 
reduced interest in many facets of pre-reform tax law. The Tax Reform Bill, 
however, did not change all tax law; and because knowing the pre-reform 
law helps to evaluate the potential impact of MICs, that law and proposed 
changes in it are treated at length in chapters 7 and 8. 

17 Recommendations for tax conduit treatment for REITs and REICs, which were 
included in reports prepared for the Project Team, were made known to the 
Government, however, before the Tax Reform Bill was published. 
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Chapter 2 

Financial Intermediation and the Mortgage Investment Company 

by J. V. Poapst 

As noted in Chapter 1, financial intermediaries are distinguishable by the 
types or mix of assets they hold and/or the types or mix of liabilities they 
issue. There is a place for a new form of intermediary in the financial system, 
provided that it can earn an economic return on the resources committed to 
it. In this chapter, we first outline some fundamental points about financial 
intermediation and then describe some basic characteristics of mortgage in
vestment companies (MICs). 

I. FINANCIAL INTERMEDIATION 

It was stated earlier that the function of the financial intermediary is to 
raise funds from many suppliers, by creating obligations against itself, and 
to transfer the funds to many users in exchange for claims against them.l 
The intermediary may create one or more types of claim against itself and 
may invest the bulk of its funds in one or more types of claims against other 
organizations or individuals.2 In so doing, it reconciles differences between 
the characteristics of investments preferred by the suppliers of funds and the 
characteristics of the obligations which the users of funds prefer to incur. 

Holders of a financial intermediary's obligations have direct claims 
against it and only indirect or contingent claims against its assets. In this 
sense, they are similar to holders of the obligations of ordinary business 
corporations. Unlike the latter, however, the process of creating obligations 
for most financial intermediaries is a significant part of their total activity. 3 

Thus, banks devote much time to creating and extinguishing deposits; life 
insurance companies, to selling and settling policy contracts; loan and trust 

1 Although a financial intermediary could place all its funds in a single investment, 
single-investment intermediaries appear to be rare. 

2 Where the investment is in real property, the claim takes the form of a series of 
periodic rental payments rather than an amount of principal. Such an investment 
can be thought of as involving an implicit flow of principal to the lessee when the 
lease is signed. 

3 Closed-end investment companies are an example of financial intermediaries with 
relatively little "liability" activity. 
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companies, to creating and extinguishing deposits and to issuing and retiring 
one to five-year debts; and mutual funds, to issuing and redeeming their 
shares. 

These activities produce services for which the intermediaries naturally 
impose a charge. Banks and loan and trust companies have chequing charges, 
life insurance companies provide for expected mortality and expense rates 
in their premiums, and mutual funds have loading charges. While their 
accounting systems mayor may not separate the profit attributable to these 
activities from the profit attributable to their asset activities, clearly profits 
are accrued on this basis, because the direct and indirect benefits of each 
type of activity is expected to exceed the costs. 

The services of financial intermediation thus are divided into those 
arising from the nature of the claims on the fund and those arising from the 
nature of the claims of the fund. The former include provision of a medium 
of exchange, of other liquid assets, and of long-term investments of suitable 
size, term, and marketability; and various kinds of insurance, including 
pensions. The asset services consist of managing the whole range of financial 
investments - debt and equity, short term and long term, liquid and il
liquid, low risk and high risk, small and large - where the obligation is 
divided (as in securities) or undivided (as with loans). Pooling the funds 
of many investors enables the realization of economies of scale in invest
ment management. It also enables the provision of another asset service, 
diversification. 

A financial intermediary must be concerned with the extent to which its 
assets and liabilities (including equity) are matched, at least in respect to 
two main characteristics. These are the maturity structure of principal and 
the maturity structure of the returns on principal.4 The extent to which these 
characteristics are unmatched affects the risks of intermediation. 

Most financial intermediation is debt oriented. First, debt investments 
account for a high proportion of the assets of all the larger groups of finan
cial intermediaries, except mutual funds that invest in shares. Among banks, 
life insurance companies, loan and trust companies, and trusteed pension 
funds, only the latter hold a significant proportion of assets invested in 
equities (28 percent in 1970).5 Closed-end investment funds and holding 
companies are of secondary size.6 Similarly, the major types of financial 
intermediaries are highly levered in respect to principal. At the end of 1971, 
the debt to asset ratio was 96 percent for chartered banks, 92 percent for 
trust companies, and 84 percent for loan companies.7 For Canadian federally 

4 Principal and returns on principal are separated in recognition of variable interest 
rate loans. 

5 Including pooled funds. Statistics Canada, Trusteed Pension Plans Financial Statistics, 
1970 (Ottawa, 1972). 

6 For comparative data to 1969 and 1970, see E. P. Neufeld, The Financial System 
of Canada (Toronto: Macmillan of Canada, 1972), p. 632. 

7 For banks, debt is taken as total assets less accumulated appropriations for losses 
and shareholders' equity. For trust and loan companies, debt is taken as total assets 
less "other liabilities" and shareholders' equity. All data are as reported in Bank of 
Canada Review. 
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registered life insurance companies in 1970, the ratio was 93 percent.s All 
the liabilities of trusteed pension funds are to the employees, with the em
ployees in effect guaranteeing the obligations. Except where settlement 
would be in the form of variable annuities, the obligations are fixed in 
character. As with life insurance contracts, long-term forecasts are required 
to determine the actuarial size of the obligations; but subject to errors of 
estimating, the obligations are largely fixed. 

How closely the characteristics of assets and liabilities should be matched 
is another question. Banks, for example, are able to accept withdrawals 
without notice for a high proportion of their obligations, whereas their assets, 
while largely short term, effectively cannot be called at short notice in large 
quantity. The matching of returns on principal can be somewhat closer, in 
that interest rates on demand and short-term loans can be kept more or less 
in line with deposit rates. Trust and loan companies generally are in an 
analogous situation. The average maturity of their debt principal is less than 
the effective average maturity of their assets. Their mortgages are typically 
written for a term of five years, but are predicated on renewal. Apart from 
this, not many companies can claim to be fully matched. As with banks, 
matching in respect to interest is closer. 

The services produced by financial intermediaries are subject to more 
government regulation than is characteristic of other types of business. These 
institutions appeal to inexperienced investors, investors with little capital, 
investors who wish to take relatively little risk, and investors who are too 
busy to manage their own portfolios. Also, in many financial intermediaries, 
including very large ones, ownership of the residual interests is widely dis
tributed. This makes voting control of management minimal. Regulation has 
a role to play in ensuring that the managers of financial intermediaries act 
in the best interests of the owners of the residual interests. 

Major elements in the regulatory framework are the set of special acts 
under which the collection of institutions operates and, for those institutions 
to which it applies, the set of laws governing the issuance of securities. 
Generally speaking, the regulatory framework partially compartmentalizes 
the capital market, reducing its sensitivity and its capacity to respond to 
shifting demands for and supplies of funds. This condition needs to be recog
nized in an exercise that is concerned with developing the residential mort
gage market in a manner consistent with improving the capital market as a 
whole. 

II. MORTGAGE INVESTMENT COMPANIES 

Special-purpose financial intermediaries can provide housing finance by in
vesting in residential mortgages, in rental properties, or in both. The real 
estate investment trust (REIT) movement in the United States, which 
attracted the attention of the Special Project Team, includes mortgage 
REITS, equity REITS, and mixed REITS. As the Federal Government's 

S Debt is taken as total assets less paid up capital stock and shareholder and insurance 
fund surpluses. Report of the Superintendent of Insurance for Canada, for the year 
ended December 31, 1970, Vol. 1 (Ottawa: Information Canada, 1971), pp. 46c-47c. 

22 



ultimate interest lay in housing finance, our work extended to all three types. 
There was also a special reason for including equity investment. Proposed 
changes in taxation which related directly to investment in real estate9 were 
likely to have material adverse effects upon equity investment in rental hous
ing. Investment in rental housing via mortgage investment companies (MICs) 
would help to offset these effects. 

Rental projects and mortgages on them can be very large. It is therefore 
conceivable that a pool of funds might be created to undertake a single 
investment. In this case, the intermediary may be used to create obligations 
of a size, term, and priority to suit investors, without at the same time pro
viding diversification. The investor would provide for himself such diversifi
cation as he wanted. 

A single-investment intermediary is not likely to provide a large amount 
of housing finance. Its scope is limited to larger investments, and this elimi
nates the large proportion of investment in housing for owner occupancy. 
Another disadvantage is that professionally managed diversification is an 
attractive feature for investors. Also, growth of the fund through diversifi
cation provides increases in fees for its manager, new issue opportunities 
for underwriters, economies of scale for investors, and wider participation 
in the fund, with a resulting increase in marketability for the equity partici
pations in it. 

Residential mortgage and rental housing portfolios could provide one 
level of diversification. A higher level would be possible if the funds could 
be invested in non-residential real estate mortgages and equities as well. It 
has been argued that the additional potential for diversification is sufficiently 
attractive that more funds for housing finance might well be provided through 
vehicles which were not precluded from non-residential real estate invest
ment. In support of wider investments, it can also be argued that there is 
less compartmentalization of the supply of funds than is the case with a 
single type of investment. But to press either of these arguments beyond a 
point deprives the intermediary of its special purpose. 

Investment funds which invest in stocks are either-closed or open-end 
with respect to the issue of additional shares. Closed-end funds provide 
marketability for their shares by listing them on stock exchanges; open-end 
funds provide for the redemption of their stock on conditions related to the 
market value of their assets. If redemptions exceed current sales, they are 
financed by the sale of part of the fund's portfolio. Because of the low market
ability of mortgages and rental real estate, it is anticipated that funds in
vested primarily in these assets would be closed-end in most cases. 

The formation of some open-end mortgage funds is to be expected be
cause of three conditions. First, where a mortgage lending institution spon
sors the fund, it may be in a position to undertake redemption of the fund's 
mortgages should this be necessary in order to meet withdrawals. This was 

9 Namely, mandatory separate treatment for purposes of capital cost allowance of each 
rental building costing $50,000 or more, and losses on rental property attributed to 
capital cost allowance not to be offset against non-rental income. See Stuart C. Legge, 
Economic Effects of Tax Reform, Commerce Clearing House Canadian Limited, Tax 
Reform Booklets, 1971, p. 37. 
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the situation of the Royal Trust Company when it formed its M Fund. The 
company had a mortgage to total asset ratio well below the industry average. 
By 1970, it was only 46 percent as compared with 58 percent for the indus
try as a whole (tables A8 and A9). Second, once an RMMC was formed, 
mortgages would be saleable to it at its prevailing prices. Finally, unlike 
stocks, mortgages are repaid. Regular amortization payments, together with 
some prepayments, endow a mortgage portfolio with some liquidity, par
ticularly once the portfolio is seasoned. 

An open-end fund requires a method for valuing its assets on an up-to
date basis. If mortgages were actively traded, the trading prices could be 
used. An alternative is to revalue loans on the basis of changes in the interest 
rate on new ones - for example, according to changes in the average inter
est rates on new NHA loans on similar types of housing. If the mortgage 
portfolio is valued on a current yield basis, its value will tend to be in line 
with other debt market opportunities. Presumably investment in mortgage 
pools is not as susceptible to changes in investor interest as is investment in 
common stocks. If so, mortgage funds should not have the problem of net 
withdrawals to the same degree as stock investment funds. 

Financial intermediaries which invest in mortgages and in real estate for 
the production of income are characteristically highly levered. tO What use 
of leverage might MICs be expected to make? 

The answer depends upon the type of company and its assets. Open-end 
companies can experience net outflows of funds from redemptions. Although 
net outflows seem less likely than for stock funds, should they occur, assets 
would have to be liquidated. If the assets were levered, some debt would 
also have to be retired if the level of leverage were not to be allowed to rise. 
This would require further liquidation of assets. It would also require that 
there be short-term or callable debt. The need to dispose of additional assets 
to retire debt could aggravate the original problem of equity redemptions, 
causing them to increase. If an open-end levered fund were to prove viable, 
it would likely be an NHA mortgage fund, have a strong sponsor, and be 
formed after an RMMC became active. Undoubtedly, the leverage would 
have to be low. 

Conceptually at least, the investor has the alternative of providing his 
own leverage, should he wish to do so. Investors in any fund have a choice 
in the level of home-made leverage, ranging from zero up to whatever limit 
lenders, presumably banks, would be prepared to lend against the collateral 
of shares in the fund. The attractiveness of home-made leverage of course 
would depend upon the margin between the return on the shares in the fund 
and the interest rate, term, and repayment provisions of the debt. It would 
also depend upon the income tax treatment of the interest cost of the debt. 

For closed-end funds, liquidity requirements clearly should not preclude 
the use of leverage. The question is what maximum level should be allowed. 
The answer is partly a matter of protection for the investors. For this pur
pose, the limit to leverage should depend upon the need for liabilities and 
assets to be matched, and for leverage to be profitable to the shareholders. 

to The Royal Trust M Fund is an exception. 
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The answer is also partly a matter of the tax treatment accorded to MICs. 
If, as in the case of mutual funds, MICs are treated as conduits for income 
tax purposes, their tax treatment will be more favorable than that of other 
major mortgage lending institutions, including trust and loan companies, 
which also are highly oriented to housing finance. A lower limit on leverage 
is one form of trade-off for the favorable tax treatment. 

A conduit for income tax purposes can be defined as an organization 
which receives income, but which in effect is considered not to generate it, 
and which pays out all or substantially all its net income to its owners. The 
conduit is a device for enabling some investors to do indirectly what others 
can do directly. On the basis of the foregoing definition, an argument is 
advanced that to impose income at the conduit level is inappropriate; the 
tax should be imposed on the final recipients of the conduit's net income at 
their applicable marginal rates. It is thus advantageous for an organization 
to be classified as a conduit for income tax purposes. 

Closely linked to the concept of a conduit is the concept of passivity.ll 
The latter arises from an attempt to distinguish between organizations which 
are actively engaged in business or trade and organizations which simply 
hold investments for a long time for portfolio purposes. In the United States, 
the distinction arose originally from efforts by the Treasury and the courts 
to distinguish between corporations and trusts. The concept is applied in the 
Internal Revenue Code in a number of sections, and other United States 
taxing statutes have sought, for purposes of selective taxation, to apply an 
active-passive classification of sources of income. 

In its American use, there appears to be no general definition of passiv
ity, and its meaning is not altogether clear. In legal or general dictionaries, 
it is usually explained as an opposite of activity. It is not defined as a 
general concept in the Internal Revenue Code. 

Perhaps the most precise legal delineation of the concept in the United 
States is provided by the rules for registered investment companies and 
REITs in the Internal Revenue Code. A review of the rules for REITs indi
cates that these institutions must meet the following broad criteria for 
determining that passivity exists: 
1. There is no trading. 

Thus, there must be no inventory or trading assets and no more than 
incidental trading income. 

2. There is no active business. 
There must not be more than incidental income for rendering services. 

3. The participants are passive. 
There must be trustees and many shareholders, the shares must be read
ily available and control must not be in the hands of a few. 

4. The investments in other organizations are of a portfolio nature. 
There must not be more than a limited interest in the securities of any 
one issuer. 

11 This and the following two paragraphs are based on material provided in a report 
by Arthur Andersen and Co., Real Estate Investment Funds: U.S. and Canadian 
Tax Aspects (prepared for the Special Project Team on New Financing Mechanisms 
and Institutions, submitted June 1, 1971, unpublished). 
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S. Investments are mainly held, not sold. 
There must not be a frequent turnover of the capital investments or too 
great a proportion of capital gains.12 

Two points about these criteria are worth noting. One is that the bearing 
of risk in itself is not treated as activity. No restriction is specified for the 
degree of risk of the assets REITs may hold. Successful management of a 
high-risk portfolio may require special expertise, and even with such exper
tise sizable losses may be incurred, but these are not matters of passivity. 
Similarly, no limit on leverage is specified. Government regulation of these 
institutions may include limits upon both asset risk and leverage for the 
protection of investors in REITs, but again, these are not matters pertaining 
to passivity. 

The second point is that ownership is to be widespread. If it were not, 
a controlling group could use the vehicle to serve its business interests, 
thereby indirectly making it a part of the group. 

In citing these criteria, it is not presumed that they are a necessary, 
sufficient, and optimum set for application in Canada. Rather, they are cited 
to indicate the nature of the institution to be examined. 

Nor does it follow that because MICs would be passive in the above 
sense, they should enjoy conduit status for income tax purposes. The con
cept of passivity delineated by the five United States criteria does not accom
modate the services produced by financial intermediaries, in this case the 
provision of investment claims of suitable size, term, and marketability, and 
asset selection and diversification. The MIC would be akin to a cooperative 
in the sense that the owners of the enterprise consume the services it pro
vides. If it is appropriate to tax cooperatives, presumably it is appropriate 
to tax organizations which produce and distribute to the owners certain 
services of financial intermediation. 

But even if passivity, together with "full" payout of earnings and capital 
gains, are not considered sufficient conditions to justify conduit treatment 
for tax purposes, it does not follow that conduit status should not be given 
to MICs. Such status might be justifiable on other grounds. For example, 
given that the Federal Government wishes to increase private financing for 
self-supporting housing investment, MICs with conduit status might be an 
efficient means of achieving the objective. The justification for conduit status 
needs to be ascertained if the proposed MICs are to be properly evaluated. 
We shall return to this subject in Chapter S. 

12/bid., pp. 44-45. 
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Chapter 3 

Real Estate Investment Trusts in the United States 

by Michael B. Davies 

As a first step in assessing the role that real estate investment funds (REIFs) 
might play in Canadian housing finance, it is helpful to review the develop
ment and characteristics of real estate investment trusts (REITs) in the 
United States. This chapter first provides a brief historical background of 
the rise of REITs in the United States from their beginning over a century 
ago. It then outlines their main characteristics: their tax treatment, invest
ments, organizers, advisers, organizational structure, and liability and asset 
management. 

I. HISTORICAL BACKGROUND 

1. Pre-1960 Historical Capsule 

United States' REITs had their origin in Massachusetts in the 1850s. They 
took the form of business trusts, because the law of that state did not permit 
corporations at that time either to deal in or to hold real estate for invest
ment purposes. This situation prevailed until 1912. Because the business 
trust as a form of organization can be structured to resemble closely a cor
poration with limited liability, with the ability to pool investment funds and 
transfer certificates of ownership, with perpetual life and centralized manage
ment, it was used in Massachusetts by many companies and individuals for 
investing in real estate. 

In the 1920s and 1930s, the popularity of the Massachusetts business 
trust as a business vehicle was set back by a number of United States Su
preme Court cases which determined that trusts, which were actively carrying 
on business as if they were corporations, would be taxable like corporations. 
In 1935, after concluding a series of cases, the Supreme Court decided that 
all business trusts, including those passively managing investment funds, 
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should pay taxes at corporate rates. l In 1936, however, Congress reversed 
that decision and expressly gave conduit tax treatment to trusts and corpora
tions passively managing securities - that is, mutual funds. With modifica
tions, that decision was enacted in the Regulated Investment Companies Act 
of 1939. 

In 1955, a number of the old-line Massachusetts REITs, which were 
still operating, began to lobby for similar tax privileges accorded to mutual 
funds. Congress passed a bill for this purpose in 1956, but it was vetoed 
by President Eisenhower. In 1960, the lobby to give conduit tax treatment 
to REITs was successful, and three new sections were added to the Internal 
Revenue Code of 1954 - sections 856, 857, and 858.2 

During debate pursuant to making the change to the Internal Revenue 
Code, the Committee of Ways and Means in the U.S. Congress stated: 
Your Committee believes that the equality of tax treatment between the 
beneficiaries of real estate investment trusts and the shareholders of regul
ated investment companies is desirable since in both cases the method of 
investment constitutes pooling arrangements whereby small investors can 
secure advantages normally available only to those with larger resources. 
These advantages include the spreading of the risk of loss by the greater 
diversification of investment which can be secured through the pooling ar
rangements; the opportunity to secure the benefits of expert investment 
counsel; and the means of collectively financing projects which the investors 
could not undertake singly. 

In addition to providing equality of tax treatment between the trust 
beneficiaries and the investment company shareholders, your committee 
believes it is also desirable to remove taxation to the extent possible as a 
factor in determining the relative size of investments in stocks and securi
ties on one hand and real estate equities and mortgages on the other. This is 
particularly important at the present time because of the shortage of private 
capital and mortgage money for individual homes, apartment homes, office 
buildings, factories and hotels. At the present time the financing of these 
real estate equities and mortgages is dependent largely on Government
guaranteed money, and investments by special groups, such as insurance 
companies and pension trusts. 3 

1 Business trusts first appeared in Massachusetts about the middle of the 19th Century. 
They arose in response to Massachusetts law, which until 1912, did not permit 
Corporations to deal in real estate or hold it for investment purposes. 
(Massachusetts Act and Resolves [1912], Chapter 595, Section 1.) 

Even after 1912, the trust vehicle was used for investing in real estate because it 
possessed most of the attributes of a corporation. 

In 1924, U.S. tax law caused problems for the trust vehicle, because the U.S. 
Supreme Court held that trusts which actively conduct business were to be taxed as if 
they were corporations (Hecht v. Malley etc.) 1924, 265 U.S. 155. 

Then in 1935 the Supreme Court held that all business trusts, even those which 
were passive, must pay tax at corporate rates. (Morrisey v. Comm), 1935, 295 U.S. 
334. This decision meant that no conduit tax treatment was available to unitholders 
of a trust which passively invested its trust property in real estate. 

J. S. Peterson, Historical Development of u.s. REITs, in a memorandum prepared 
for the Project Team, April 6, 1971. 

2 E. Norman Bailey, "Real Estate Investment Trusts; An Appraisal", Financial An
alysts' Journal, May-June 1966, p. 107; and Charles D. Post, of the law firm of 
Messrs. Goodwin, Proctor and Hoar, of Boston, Massachusetts, personal interview, 
January 6, 1971. Mr. Post was involved with the lobby in 1960 as counsel for the 
National Association of Real Estate Investment Funds. 

3 United States Congress, Committee on Ways and Means of the House of Repre
sentatives, cited in National Association of Real Estate Investment Funds, NAREIF 
Handbook of Member Trusts 1970, August 31, 1970, p. 4. 
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According to one U.S. investment banker, Congress passed the legisla
tion for two other reasons: their concern about the post-1956 economic 
recession and the housing problems that the Second World War baby boom 
was expected to create. This source said that Congress felt that REITs 
would channel funds into the housing sector to ease the baby boom prob
lem, and they would stimulate the economy by providing new funds for the 
overall construction industry. 

The critical feature of the change made by the U.S. Congress in the 
Internal Revenue Code was the provision that REITs which distributed 90 
percent or more of their ordinary income would be taxed at corporate rates 
on their retained earnings only. REITs were thereby given flow-through tax 
treatment and, as such, REITs do not pay income tax at the corporate level, 
although each individual investor in the United States pays income tax at 
his own tax rate on all dividends received. According to all the Project 
Team's sources, this provision has been the single most important factor 
responsible for the success of the U.S. REIT industry today. 

2. REIT Financing since 1960 

An analysis was made of all public REIT underwritten offerings of $10 
million or more in the decade ended in December 1970. From the time of 
the change in the U.S. Internal Revenue Code permitting tax exemption 
(conduit treatment applied to fiscal years beginning after December 31, 
1960) to March 1962, only five REITs were formed; in the six years from 
March 1962 to June 1968, none was formed; in the remainder of 1968, 
there were three, but in 1969 and 1970, fifty-three new REITs were started. 
Table 3-1 shows U.S. REIT industry figures at December 31, 1970, giving 
the number of REITs, total assets, and total equity. 

Table 3-1 

THE U.S. REIT INDUSTRY AT DECEMBER 31,1970 
($ Millions) 

Number Total Assets Total Equity 

All Trusts 114 $4,310 $3,109 

Source: Federal Reserve Bank of Boston, "Real Estate Investment 
Trusts: A New Financial Intermediary", New England Re
view, November/December 1970. 

What was the reason for the relatively low volume of REIT financing 
from 1961 to 1968, and the heavy volume of REIT formation and financing 
which followed? 

According to one study made of the early history of the U.S. REIT 
industry,4 creating a REIT during the first few years after the passage of the 
Act in 1961 was extremely difficult. Apparently, these were some of the 
technical problems: 
1. Few lawyers, except in Massachusetts and Chicago, had appreciable 

experience with the common law and trust form of organization. 

4 Bailey, op. cit., p. 109. 
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2. Except in Massachusetts and Illinois, there was a general lack of trusts 
as a form of business organization; therefore, the laws of all the other 
states were not well developed, and there were wide areas of legal un
certainty and difficulty. 

3. The federal Securities and Exchange Commission and the various state 
commissioners also lacked experience in dealing with the business trust 
form of organization and with the public offering of securities in the 
well-known but little understood area of real estate investments. 

4. Attempting to comply with the new tax laws raised problems, primarily 
because of some unclear areas in the new law; there was a twenty-month 
lag between enactment and issuance of related Treasury Regulations 
which amplified the new tax law and interpreted the application of the 
new provisions in the Internal Revenue Code. 

S. Rigorous organizational and operating standards were set for alI new 
REIT issue financings in the "blue sky" rules adopted by the Mid-West 
Securities Commissioners.5 
Market and economic conditions also retarded development. In the first 

phase (1961-1968), REITS were equity oriented. These REITs had only 
modest access to leverage, and this meant that their earnings were unexciting. 
During this period, the market for REITs securities was regional in scope 
and volume was thin.6 Only three REITs had been listed on any stock ex
change by 1966; alI others traded in the over-the-counter market. Investors 
also had a difficult time valuing the early equity trusts. The value of real 
property, which is shown on the balance sheet at cost, decreases over time 
through the write-off of depreciation. But this is not always an accurate indi
cation of the value of the property. Real estate has always been regarded 
as one of the best hedges against inflation, and the market value of real estate 
properties often actually increases with time, given the underlying land value 
and barring extreme deterioration in the improvements. 

The average investor is unable to determine the present value of real 
estate assets or predict the future value, and therefore is reluctant to pay more 
than book value for such assets. Investors are also cognizant of the relative 
lack of liquidity of such assets and the possibility that a forced sale may 
yield less than book value. For these reasons, investors experienced difficulty 
in valuing the early equity trusts. 

5 Prior to the entry of the United States Government into the field of general securi
ties regulation with the enactment of the Securities Act of 1933, establishing the 
Securities Exchange Commission, most states had adopted statutes designed to pro
tect the investor public from "speculative schemes which have no more basis than 
so many feet of blue sky" (Hall v. Geiger Jones Co., 242 U.S. 539). In 1961, in the 
absence of any federal regulatory rules for REITs, a number of states under securi
ties acts that generally had been in existence prior to 1933 formulated regulations 
to govern RElTs issuing securities in their respective states. 

The Mid-West Securities Commissioners Association (a voluntary group of 
twenty-two Mid-Western states, Texas, and California) initially adopted a policy 
statement regulating REIT securities qualified in their respective states in 1961, with 
revisions in 1966 and a supplemented policy statement in 1970. 

The policy statement set out rules on composition of the board of trustees, self
dealing, fees and expenses, leverage, minimum capital, investments, terms of the 
advisory contract, financial reporting, and shareholders' meetings. See Mid-West 
Securities' Commissioners' Association, Statement of Policy on Real Estate Invest
ment Trusts, adopted July 16, 1970. 

6 Bailey, Real Estate Investment Trusts, pp. 111-12. 
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Investors also misunderstood another feature of the early equity REITs; 
according to one U.S. investment banking firm that was interviewed, "they 
were not a capital gains instrument for land development as many investors 
envisaged all real estate enterprises as being." Moreover, in 1962, the stock 
market experienced a severe slump. In 1963, a number of New York real 
estate syndicates went into bankruptcy, causing a wholesale collapse of the 
real estate market in the United States. While REITs were not directly in
volved in the syndicate collapse, they were badly affected by both the syndi
cate problem and the stock market slump. 

In 1968, the REIT industry entered a second phase. Beginning in that 
year and continuing into 1970, tight money conditions resulted in strong, 
unsatisfied demand for real estate and construction funds. At the beginning 
of 1968, Wall Street was attracted to the records of the two oldest and 
largest mortgage trusts - Continental Mortgage Investors (CM!) and First 
Mortgage Investors (FM!). These two trusts, both formed in 1962, invested 
in mortgages instead of real estate equities. Through the use of leverage, 
they had developed excellent earnings records over the six-year period follow
ing their founding. CMI, with a consistent record of 25 percent compound 
annual earnings growth, attracted a growth stock price/earnings ratio of 36X 
in 1968. FMI, with a 10 percent compound growth record, acquired a 
growth stock price/earnings ratio of 28X in the same year. Apart from 
their outstanding earnings records, investors were also attracted by the low 
loss record of these two trusts, despite their interim mortgage lending activi
ties, traditionally regarded as a risky area of real estate financing. (CMI's 
loss experience over eight years was $66,000 on over $500 million volume 
of loans, while FMI's losses over the same period were $13,000 on over 
$252 million volume of loans.) 

CMI's 1970 annual report describes the trust's successful historical de
velopment. 7 In the early years after its formation in 1962, CMI oriented its 
construction and development mortgage lending to the single-family resi
dential market and, beginning in late 1965, increased the scope of its activi
ties to encompass a wider range of interim real estate loans. The expansion 
of activities at that time into this latter area was due to fundamental changes 
that began to take place in 1965 in the supply/demand relationship in the 
United States money market between the providers and the seekers of capital. 
Up to 1965, the U.S. commercial banks and thrift institutions were almost 
the exclusive source of interim real estate loans of a commercial nature. 
These institutions, under the then prevailing easy money conditions, were 
able to attract substantial amounts of deposits at low cost, which they 
actively invested in loans to finance construction of a variety of commercial 
projects, including office buildings, shopping centers, and multi-family apart
ment and industrial buildings. According to CMI, these institutions with 
access to low-cost funds were willing to make loans at rates that the REITs 
could not match. At the time, CMI relied primarily on bank loans for 
leverage, and the effective cost to the company was higher than the amount 
the banks were paying on their certificates of deposit. Also at that time, 

7 Continental Mortgage Investors, 1970 Annual Report, June 19, 1970, pp. 2-3. 
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banks had substantial amounts of free demand deposits to lend. As money 
conditions began to tighten in late 1965 and early 1966, however, corpor
ate treasurers in the United States lost interest in maintaining demand de
posits at their banks and began to invest idle funds in commercial paper and 
other short-term money market instruments in an effort to maximize returns. 
Banks suffering disintermediation in this form found it necessary to ration 
their funds in the "1966 credit crunch". When they did this, they tended to 
favor their corporate customers with whom they had a call for funds, be
cause of previous maintenance of free deposit balances. Thus, real estate 
developers found themselves well down the banks' list of favored customers, 
and they were forced to seek alternative credit sources. CMI said that during 
this period the company became a logical alternative for many real estate 
developers. 

At the same time, institutional investors began to take note of CMI's 
earnings and low loss records. CMI was thus able to borrow long-term 
funds, either in the form of debt coupled with warrants or in the form of 
convertibles, enabling the company to raise capital at competitive rates vis-a
vis banks and thrift institutions. 

Even though money eased in 1967 and 1968, the banks took the oppor
tunity to rebuild liquidity which had been so badly depleted in 1966. Almost 
as soon as this was done, the tight money conditions of 1969 transpired, 
making the 1966 credit crunch seem pale in comparison. U.S. commercial 
banks generally have not resumed their active real estate lending of the 
early 1960s; and, in CMf's opinion, they will probably never again have 
such an excess of demand deposits as to be as competitive in the construc
tion lending market as they were at that time. 

Disintermediation also affected thrift institutions, the other traditional 
U.S. interim mortgage lenders. In late 1968 and early 1969, in an environ
ment of tight money, a number of regional mortgage bankers started con
struction and development REITs and made successful initial public offer
ings of their securities. During this period, a number of new issues came out, 
and some of them doubled in value over issue price as "hot new issues". 
But by May 1969, REIT shares lost their appeal in the secondary market. 
This was due to the fact that investors could purchase REIT shares at book 
value from underwriters marketing new issues - there was a multitude of 
new issues pending at the time - instead of having to pay growth stock 
multiples to acquire REIT shares in the secondary market. This caused a 
wholesale readjustment of prices for REIT shares in the secondary market. 
After May 1969, REITs' shares, for the most part, lost their growth stock 
multiples as investors priced them according to yield. 

Paine Webber's index for mortgage trusts fell almost 40 percent by the 
end of August 1 970 from its high set in May 1969; during the correspond
ing period, the index for equity trusts fell 20 percent.8 Industry critics at this 
stage said that the REIT industry was another Wall Street promotional fad, 

8 Source: McLeod, Young, Weir & Company Limited, Real Estate Investment Funds: 
Financial, Marketing, Operational and Regulatory Aspects (report prepared for 
Special Project Team on New Financing Mechanisms and Institutions, 1971, un
published) . 
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similar to the promotions of the savings and loan associations and the small 
business investment companies of the 1960s. But the industry then entered 
what is now called its third phase, as a number of large major U.S. financial 
institutions, banks, and life insurance companies sponsored REITs. By spon
soring REITs, these institutions added a new quality to the REIT industry 
which stabilized it and induced substantial new investor interest. 

Table B-1 (Appendix B) shows the offering dates, names of issuers, offer
ing amounts, type of REIT, and type of adviser for all new publicly under
written REIT offerings exceeding $10 million for the period 1961 to Decem
ber 31, 1970. 

II. TAX LAW SUMMARY 

In the United States, under the provisions of the Internal Revenue Code and 
related regulations, REITs enjoy quite broad powers to invest in real estate 
equities and mortgages. But U.S. REITs must be passive investment ve
hicles; that is, they cannot conduct any active real estate business in the 
ordinary course of their trade or business. This proviso has led to the prac
tice of REITs contracting out almost all management functions in which 
they are involved to independent advisers and contractors, so that they oper
ate strictly as investment intermediaries engaged in earning passive invest
ment income. Apparently, this passivity feature was specifically designed 
by the U.S. Congress to prevent real estate developers, hoteliers, and other 
real estate operators from using the vehicle to avoid paying income tax 
on their regular operations, although nothing prevents these types of com
panies from acting as advisers to REITs. 

The following briefly summarizes the applicable provisions of the Internal 
Revenue Code (IRC) - sections 856, 857, and 858: 9 

1. Eligibility of a REIT 

To qualify for special status under the IRC, a REIT must observe strict 
conditions, and among these are the following: 
a) Be organized under any U.S. state law as an unincorporated trust or 
association by one or more trustees 
b) Have transferable shares or certificates of beneficial interest 
c) Be a type of organization which would be taxed as an ordinary domestic 
corporation in the absence of the special provisions of the IRC 

2. Beneficial Ownership 

The beneficial ownership of qualified REITs must be held by 100 persons 
or more. No five or fewer individuals may directly or indirectly own more 
than 50 percent of the equity capital. 

3. Income Limitations 

The IRC divides REIT income requirements into three categories, all of 
which must be met in order to qualify: 

9 National Association of Real Estate Investment Funds, NAREIF Handbook 0/ 
Member Trusts 1970, pp. 4-8. 
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a) Ninety percent or more of gross income must be obtained from dividends, 
interest, rents from real property, gains from the sale of securities and real 
property, and abatements and refunds of taxes on real property. 
b) At least 75 percent of gross income must be obtained from real property, 
which is defined to include rents from real property; gains from the sale of 
real property; mortgage interest, dividends, and other distributions from 
real estate trusts qualifying under the IRe; and abatements and refunds of 
taxes on real property. Thus, 75 percent of gross income must be derived 
from real property, another 15 percent must be derived from either real 
property or from sources from which a regulated investment company may 
derive 90 percent of its income, and the remaining 10 percent is not limited 
as to source. 
c) Not more than 30 percent of gross income may be obtained from sales 
of securities held for less than six months or from sales of real property 
held for: less than four years, apart from involuntary conversions. 

4. Investment Requirements 

To take advantage of the conduit tax treatment, REITs must meet the follow
ing tests at the close of each quarter of their taxable year: 
a) Seventy-five percent of the value of the REIT's assets must be real 
estate assets (as defined below), cash and cash items, and government secur
ities. This test is designed to ensure that most of the REIT's assets will be 
in real estate. 
b) Not more than 25 percent of the value of the REIT's assets may be in
vested in securities of other companies (except other REITs, which qualify 
as real estate assets). 
c) Not more than 5 percent of the value of the REIT's assets may be in
vested in the securities of anyone issuer, or in more than 10 percent of the 
voting securities of such issuer. 

5. Threat of Disqualification and IRe Safeguards 

The IRe contains certain provisions to prevent a REIT from losing its 
status because of inadvertent or temporarily unavoidable failure to meet 
these tests in anyone fiscal quarter. Thus, a REIT which does not meet the 
investment requirements at the close of any quarter, by reason of a dis
crepancy existing immediately after the acquisition of any security or other 
property which is wholly or partly the result of such acquisition during such 
quarter, does not lose its status as a REIT for such quarter if the discrepancy 
is eliminated within thirty days after the close of the quarter. In such cases, 
REITs are considered to have met the investment requirements at the close 
of the quarter for the purpose of that statute. Even with this proviso in the 
Act, however, threat of disqualification for minor infractions, accounting 
errors, and subsequent changes of tax ruling is one of the biggest problems 
for the U.S. industry. While no REIT has ever been disqualified from con
duit tax treatment by the Internal Revenue Service, during every interview 
conducted by the Project Team, it was emphasized that disqualification was 
an improper method of dealing with REITs which have inadvertently failed 
to comply with any requirement of the IRe. 
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6. Definitions 

a) Value 
With respect to securities for which market quotations are readily available, 
the value for these tests is the market value of such securities. 

With respect to other securities and assets, fair value is that determined 
to be such in good faith by the trustees. In the case of the securities of REITs, 
"fair value shall not exceed market value or asset value, whichever is higher." 
Research by another member of the Project Team indicated that the above 
quotation, which is based on sections 856 of the IRe and 856(6) of the 
Regulations, was badly drafted; it does not mean that REITs are encouraged 
to anticipate profits by writing up the book value of their assets. The inten
tion of the IRe and the Regulations in this regard was to adhere to good 
accounting principles by writing investments down to market value where 
this was below book value. 

b) Real Estate Assets 
These are defined to include real property, including interests in real prop
erty and interests in mortgages on real property, and shares of transferable 
certificates of beneficial interest in other REITs. 

c) Interests in Real Property 
These are further defined to mean fee ownership and co-ownership of land 
or improvements thereon, and leaseholds of land or improvements thereon, 
but not mineral, oil, or gas royalty interests. 

d) Rental Income 
To ensure that most of a REIT's income is investment income and not in
come derived through providing services to tenants or trading in real estate, 
rental income from real property must not include any amounts received 
from such property when the determination of these amounts depends in 
whole or in part on the income or profits derived by any persons from the 
property. This rule is apparently designed to prevent a REIT from becom
ing an active participant in the operation of the property through a profit
sharing arrangement. An exception to this general rule is allowed with 
respect to income based on a fixed percentage or percentages of gross re
ceipts or sales since these are customary types of rental contracts and are 
not generally considered related to the profit or loss of the lessee. 

A second restriction in the IRe excludes from the definition of rental 
income monies from real property, amounts for the direct furnishing or ren
dering of services to tenants, or for managing or operating property. The 
IRe, however, permits a REIT to provide these services indirectly through 
an independent contractor. The independence of the contractor is assured 
by requiring that 

(i) The REIT may not receive any income from the contractor. 
(ii) The contractor may not own directly or indirectly more than a 35 per

cent interest in the REIT. 
(iii) Not more than 35 percent of the stock, or voting power of a corporate 

contractor, or interest in the assets and profits if not a corporation, can 
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be held directly or indirectly by a person or persons holding a 3S per
cent or greater interest in the REIT. 

A third restriction excludes from the definition of rental income monies 
received from a tenant if the REIT has a direct or indirect interest of 10 
percent or more in the assets or profits of that tenant. This restriction is in
tended to prevent any substantial business relationship between the REIT 
and the business of any tenant. The direct ownership rules are quite broad 
and detailed. 

7. Taxation Provisions 

As stated before, where 90 percent or more of ordinary income is distributed 
to shareholders, REITs are taxed only on the undistributed income. Any 
amount which a REIT retains is subject to the regular corporate income tax. 
The following essential provisions should be noted: 

a) Taxation of Distribution 
Income which is distributed is taxable in the hands of the beneficiaries as 
ordinary income. No dividend-received deduction or exclusion is allowed. 

b) Capital Gains 
Capital gains of a REIT, to the extent distributed, are taxable in the hands 
of the beneficiaries as long-term capital gains rather than as ordinary in
come. Undistributed capital gains are taxable on the same basis in the hands 
of the REIT. 

c) Loss on Sale or Exchange 
Where a share or interest in a REIT is held for thirty days or less, any loss 
on the sale or exchange of the share or interest, to the extent of any capital 
gain dividend received in the thirty-day period, is treated as a long-term 
capital loss. 

III. TYPES OF REAL ESTATE INVESTMENT TRUSTS 

Traditionally, REITs in the United States have been categorized as either 
equity trusts or mortgage trusts. Equity trusts have been primarily involved 
in the ownership of real property, while mortgage trusts have invested in 
mortgages. In the past year and a half, however, this distinction has been 
blurred as many of the earlier established equity trusts have come to market 
with new issues to raise funds to invest in short-term mortgages - that is, 
construction and development loans. These have been labeled hybrid trusts. 
In the recent study by the Federal Reserve Bank of Boston, REITs are 
categorized according to the maturity of their investment portfolio; this is 
a more accurate way of describing the different types of REITs. The four 
different categories are construction and development, long-term investment, 
mixed maturity and other. lo 

10 Peter A. Shulkin, "Real Estate Investment Trusts: A New Financial Intermediary", 
Federal Reserve Bank of Boston, New England Economic Review, November/ 
December 1970, p. 2. 
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1. Construction and Development REITs (C and D REITs) 

This is the most dynamic category of REITs in terms of new formations and 
total assets administered. l1 C and D REITs make construction and develop
ment loans to finance single and multi-family housing, and commercial and 
industrial buildings. Generally, construction loans are for a term of eighteen 
months to two years and are secured by first mortgages for up to 75 percent 
or 80 percent of the appraised value of the mortgaged premises. They are 
funded by firm take-outs with long-term lenders which the real estate devel
oper normally arranges prior to obtaining any commitment for the con
struction loan. As a rule of thumb, the effective interest rate charged in 
the United States for construction loans ranges from 4 percent to 5 percent 
over the U.S. commercial bank prime lending rate. The reason for such 
high interest cost is that construction loans have traditionally been regarded 
as having high risk characteristics. 

C and D REITs also invest in development loans which are used to 
finance the purchase of unimproved land and the installation thereon of 
utilities, drains, sewers, and roads. Development loans are usually made for 
60 percent to 75 percent of the appraised value of the land and secured 
by a first mortgage charge. The normal term is two to three years. This 
category of loan is generally held to have higher risk characteristics than 
construction loans because the property is in an earlier stage of develop
ment, and because there is an absence of any prearranged firm take-out 
financing commitment from any long-term lender. Development loans are 
generally repaid by proceeds of a construction loan or by sale of the de
veloped land. Interest rates range from one percent to 3 percent above con
struction loan rates. 

C and D REITs also earn fee income from standby commitments. In 
acquiring a first mortgage construction loan, a REIT will generally require 
a builder to obtain a commitment for long-term mortgage money from an 
institutional lender. C and D REITs will sometimes issue a builder a standby 
commitment to acquire an intermediate-term or long-term mortgage loan in 
the event no take-out money is forthcoming from a long-term lender upon 
completion. A builder obtains a standby commitment if he does not want to 
arrange for a long-term commitment at the time he arranges for his interim 
financing. This will frequently happen if builders believe long-term rates will 
decline before their projects are completed. REITs charge a non-refundable 
fee for issuing standby commitments, with the fee being payable at the time 
the commitment is made. 

The other common source of fee income for REITs is the undertaking 
of gap commitments. In some instances, the institutional long-term lender's 
permanent mortgage commitment includes a provision whereby certain re
quirements must be met after construction; for example, there must be a 
minimum level of occupancy before the lender will fund above a stipulated 
maximum (about 80 percent to 85 percent) of the total commitment. C and 
D REITs issue commitments to furnish the gap, or the remaining 15 percent 

11 See Table 3-2. 
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to 20 percent. These gap loans are subordinated to the long-term lender's 
mortgage. RElTs issue these gap commitments for a non-refundable, prepaid 
fee. 

Since it is not generally desirable to fund standby or gap commitments, 
C and D RElTs normally limit their exposure in this area to no more than 
15 percent of their total portfolio. 

Early C and D RElTs also invested heavily in Federal Housing Author
ity (FHA) and Veterans' Administration (V A)-insured permanent mort
gages. At the insistence of their senior creditors, their bankers, and their 
long-term lenders, CMI and FMI, the first two C and D RElTs, had up to 
50 percent of their portfolio invested in FHA and VA-insured permanent 
mortgages. But on the strength of the records of CMI and FMI, C and D 
RElTs formed since 1968 apparently were able to negotiate for credit with
out including FHA and VA-insured permanent mortgages in their portfolios. 
The post-1968 C and D RElTs based their arguments on the fact that FHA 
and VA mortgages did not provide liquidity (because they were in fact 
somewhat of an unmarketable instrument) and dragged down earnings 
(because FHA and VA interest rates are considerably below construction 
and development loan rates). Also, a number of the more newly formed C 
and D RElTs were sponsored by major financial institutions, and under
standably they had a much easier time in obtaining credit than the earlier 
independent RElTs. Consequently, the later REITs did not have to include 
FHA and/or VA mortgages in their portfolios. 

2. Long-Term Investment REITs 

The second category of RElTs described by the Federal Reserve Bank of 
Boston includes those that invest primarily in long-term assets. For the most 
part, they are RElTs that specialize in direct ownership of income-producing 
property (principally office buildings, shopping centers, and apartments) 
and long-term and intermediate-term mortgage RElTs that invest mainly in 
permanent mortgages secured by the same types of property. A number of 
RElTs invest in both long-term mortgages and equities. 

A few long-term RElTs are highly specialized. For example, Hubbard 
Real Estate Investments specializes in leaseback financing. Two REITs, 
Holiday Inn Investors and The Hotel Investors, invest exclusively in hotels. 
Medical Mortgage Investors was formed to make interim and permanent 
mortgage loans on hospitals and nursing homes, and U.S. Leasing Real 
Estate Investors specializes in owning and leasing branch bank buildings. 
Two distinctive REITs are Stadium Realty Trust, which was able to raise 
$4.5 million to build and own a football stadium for the Boston Patriots 
Football Team, and Mutual Real Estate Investment Trust, which was formed 
to invest in interracial apartment buildings. 

Table 3-2 shows that at the end of 1970, there were sixty long-term in
vestment REITs with assets totaling $1.6 billion. 
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Table 3-2 

CLASSIFICATION OF REITS BY TYPE AND ADVISER, 1970· ($ MILLIONS) 

Affiliation of Adviser 

Life Insurance Financial 
Total Commercial Bank Company Conglomerate Mortgage Banker Other 

~ ~ ~ ~ ~ ~ ~ ~ tl:1 ~ ~ tl:1 ~ ~ ~ ~ ~ tl:1 
I:: t1 I:: 1:; I:: 1:; >Cl I:: '" >Cl I:: 1:; I:: 1:; .t) 

:! I:: :! I:: :! I:: ~ '" I:: :! I:: :! I:: 

'" ~. '" ~. '" ~. '" ~. '" q* '" ~. 
~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ 

'" '" '" ~ '" '" ., ., ., ... ... 
ALL TRUSTS 114 $4,310 $3,109 22 $847 $750 8 $596 $566 12 $672 $578 13 $415 $290 59 $1,780 $924 

Construction and 
Development 45 2,181 1,539 14 586 500 3 126 98 7 327 238 12 354 253 9 788 449 

Mixed Maturity 8 470 386 3 92 86 150 150 40 40 61 37 2 127 72 

Long-Term 60 1,630 1,155 5 169 164 4 320 318 3 276 271 48 865 402 

Homeowners' 
Installment 29 29 29 29 

* The REITS were identified with the aid of a list furnished by the National Association of Real Estate Investment Funds and standard 
sources of financial information. The asset and equity figures are based on the latest financial statements available as of December 31, 
1970. In the case of new REITS which have not yet issued financial statements, the offering amount was used for both assets and equity. 
Asset and equity figures for those REITS with an ownership interest in properties may be substantially understated because of accounting 
practices. Where the type of REIT or adviser did not clearly belong in one of the above categories, its designation was arbitrarily deter
mined. The number column includes one small construction and development trust and one small long-term trust, both affiliated with "other" 
advisers, for which asset and equity figures could not be obtained. Con vertible bonds are considered to be a component of equity. Totals may 
not equal sums because of rounding. 
Source: Peter A. Schulkin, "Real Estate Investment Trusts: A New Financial Intermediary", Federal Reserve Bank of Boston, New England 

Economic Review, November/December 1970. 



3. Mixed Maturity REITs 

The study of the Federal Reserve Bank of Boston also provides figures for 
REITs which have a mix of investments. This category may grow in the 
next year as a number of C and D REITs that encounter difficulty in gener
ating sufficient quantities of high interest-earning C and D loans of satisfac
tory credit rating may start making longer-term investments. The Chase 
Manhattan REIT, which commenced operations as a C and D REIT, has 
already started to underwrite permanent mortgages and make equity invest
ments. Table 3-2 shows that at the end of 1970 there were eight mixed 
maturity REITs with total assets of $470 million. 

4. Other REITs 

The Federal Reserve Bank of Boston study also lists one miscellaneous 
trust which operates in the home owners' installment loan business. 

IV. REIT ORGANIZERS AND ADVISERS 

Virtually anyone can organize and advise a REIT in the United States. In 
the early 1960s, most REITs were independently organized. Those organ
ized in late 1968 and early 1969 were usually organized by small regional 
mortgage bankers. Following a lull in new formations in mid-1969, a multi
tude of REITs was organized by large national mortgage bankers, commer
cial banks, life insurance companies, and financial conglomerates. 

1. Commercial Bank REITs 

Twenty-two of the 114 REITs operating at the end of 1970 were organized 
by U.S. commercial banks. The three largest commercial banks in the United 
States have either organized or have announced their interest in organizing 
a REIT. The Bank of America National Trust and Savings Association 
(Bank of America) and the Chase Manhattan Bank N.A. (Chase Manhattan 
Bank) have both organized REITs, and First National City Bank of New 
York has announced its intention to start a REIT. Chase Manhattan's spon
sorship of a large REIT in April 1970 (initially announced at $150 million 
and later issued at $113 million) served as the final endorsement of the 
viability and potential of the REIT industry. 

In addition to profiting from advisory fees (see later comments), what 
other benefits have banks derived from organizing and advising REITs? 
Some banks have used REITs to avoid legal restrictions which prevent them 
from lending for land and real estate development or from investing in real 
estate equities. Since banks have predominantly short-tenn liabilities, they 
are reluctant to commit funds for long-term assets such as long-term mort
gages or real estate equities. Thus, some banks have used the REIT vehicle 
as a method of prudently participating in long-term real estate investment. 
The prime factor underlying the formation of REITs by banks in 1969 and 
early 1970, however, was the prevailing tight money conditions. Restricted 
by the imposed rates of the U.S. Federal Reserve Bank's Regulation Q,12 

12 Regulation Q was imposed to protect the savings and loan associations from dis
intermediation. 
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u.s. commercial banks were unable to raise sufficient money to satisfy their 
overall loan demand. During that period, U.S. banks had to raise rates and 
ration credit among existing customers, and they gave real estate developers 
low priority. By sponsoring a REIT, commercial banks were able to raise 
outside funds to service their real estate developer clientele. Also, by organ
izing REITS, banks could apply the benefits of economies of scale to their 
real estate investment staff. Another reason given by a large New York bank 
for organizing a REIT was the prediction that capital demands from the 
aerospace, transportation, and real estate industries would outstrip the bank's 
ability to supply funds from existing capacity in the 1970s. Therefore, a 
REIT was formed to satisfy the demand of its real estate customers during 
that decade. Another New York bank reportedly is forming a REIT to do 
long-term financing for multi-family housing. That bank expects to earn a 
reasonable return on its venture while contributing to the social need for 
housing. 

What are the advantages to shareholders who invest in a bank-sponsored 
REIT? The main advantage is the ability of bank REITs to engage in lever
age and hence guarantee a high level of earnings. This can be done either 
through direct loans from the adviser bank or by loans arranged by the 
adviser with other friendly banks or through commercial paper supported 
by bank lines of credit. While most banks do not guarantee their REITs' 
credit obligations, the feeling exists that these institutions would stand be
hind their sponsorship rather than jeopardize their reputation. In this re
spect, it is noteworthy that all the REITs formed by banks and life insurance 
companies are prominently identified with a name similar to that of their 
adviser institutions (for example, the Chase Manhattan Mortgage & Realty 
Trust is advised by the Chase Manhattan Bank). A second advantage is that 
banks have substantial loan-generating capacities. The most aggressive bank 
sponsorship of a REIT at this date is by Chase Manhattan, which expects 
to underwrite $ I 00 million of interim loans per month: $50 million for its 
REIT and $50 million for its own account. 

During an interview with one bank that had organized a large C and D 
REIT, it was suggested that the bank would not have done so if it could have 
internally generated sufficient funds to service its real estate loan demand. 
The bank reasoned that while the asset side of the balance sheet would be 
the same for the bank and its REIT, the bank's cost of funds would be con
siderably cheaper than the REIT (even on an after-tax basis). Therefore, 
that bank could have profited more by lending directly than by lending in
directly through its REIT in return for the advisory fee. The bank con
cluded that its cost of funds was cheaper than its associated REIT, mainly 
because the bank had free demand deposits to work with and greater lever
age ability. 

Most banks organized either C and D REITs or long-term mortgage 
REITs. The Bank of America's equity REIT is unique to date. 

2. Life Insurance Company REITs 

Life insurance companies have moved aggressively into the REIT area. Eight 
REITs were sponsored by life insurance companies by the end of 1970, with 
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assets totaling almost $600 million. Two of the three largest life insurance 
companies in the United States have either organized or announced their 
intention to form a REIT: in 1970, The Equitable Life Assurance Society 
of the United States established a REIT with $150 million of capital; and 
The Prudential Insurance Company of America, the largest U.S. life insur
ance company, is reported to be establishing a $300 million REIT. Con
necticut General Life Insurance Company, which is considered to be one of 
the leading life insurance companies in terms of real estate investment cap
abilities, founded the first life insurance REIT through a $100 million offer
ing in April 1970. Other life companies that have since founded REITs 
include The Mutual Life Insurance Company of New York, Massachusetts 
Mutual Life Insurance Company, State Mutual Life Assurance Company of 
America, and The North Western Life Insurance Company. 

Life insurance companies encountered disintermediation problems in 
the 1966 credit crunch and even more so in the tight money period from 
1968 to early 1970. During these two periods, when long-term mortgage 
loan demand was high and rates were very attractive, life insurance com
panies found their cash flows being reduced as policy holders exercised their 
rights to borrow on their policies and as mortgage prepayments slowed 
down. One large life company that was interviewed stated that at the peak 
of tight money in late 1969, its policy loans were running at the rate of $10 
million a month. In 1969, life insurance companies' policy loans increased 
by $2.5 billion (22 percent over the 1968 level) to a total of $13.8 billion, 
equivalent to 7 percent of the assets of all U.S. life insurance companies. 13 

In 1970, policy loans continued to increase as life insurance policy holders 
continued to be attracted to higher-yielding securities, including quality 
bonds, where they could earn considerably in excess of their policy loan 
rates of 5 percent to 6 percent. REITs were an answer to these problems. 
By establishing them, life insurance companies could continue to satisfy loan 
demand through tight money periods and earn attractive rates. In addition, 
they could continue to utilize their own loan staff and service their long
standing clients in the real estate industry, both of which had tended to be
come severely disrupted in previous tight money periods. 

Moreover, according to discussions with active practitioners in the in
dustry and to the Federal Reserve Bank of Boston's study, many life insur
ance companies believe the shortage of long-term real estate funds will 
persist for years, even through any upcoming periods of easy money. An
other collateral advantage to a life insurance company is apparently the 
enhancing of its image as an aggressive, one-stop financing institution. Also, 
the listing of a publicly traded REIT has enhanced the life company's image 
with its policy holders. 

Like the banks, life insurance companies should be able to provide 
REITs with a competent investment staff and a continuing source of new 
investments. One life insurance company that was interviewed said that it 

13 1970 Life Insurance Fact Book. cited by William B. Smith and Benjamin R. Jacob
son, "Real Estate Investment Trusts: In the Money and Here to Stay", Real Estate 
Forum. October 1970, p. 26. 
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was aiming for $100 million a year in new business, an amount equal to 
the adviser's own annual investment capacity for new loans. It is reasonable 
to assume that the other life companies have equally aggressive expansion 
targets for their REITs. For the most part, life insurance companies have 
sponsored long-term investment REITs. Like the banks, life company ad
visers should be able to assist their REITs in obtaining credit. 

3. Financial Conglomerate REITs 

The advisory fees and the ability to render one-stop financial service prob
ably have motivated a number of financial conglomerates to organize REITs. 
Several of these companies have organized REITs to finance their own real 
estate ventures. 

4. Mortgage Banker REITs 

In the United States, mortgage bankers act as middlemen between investors 
and real estate lenders. Because U.S. mortgage bankers have always done 
some C and D lending, establishing C and D REITs is a natural adjunct to 
their regular business of arranging real estate financing packages. 

5. Other REITs 

In the Federal Reserve Bank of Boston's study, the "Other REITs" category 
includes the independent REITs and the early-established, self-advising 
equity REITs. 

The study did not include a separate category for REITs sponsored by 
real estate developers. Real estate developers, however, are the end users of 
real estate loans, and they are traditionally capital short. Predictably, a 
number of the larger, better-known U.S. developers will organize REITs to 
serve as captive finance companies. 

In 1970, a Georgia developer raised $42 million through a REIT, Cous
ins Mortgage and Equity Investments. Cabot, Cabot and Forbes, a large 
Boston-based developer, raised $50 million by organizing a REIT in April 
1971. 

Although real estate developers are in a particularly advantageous 
position to act as advisers for equity REITs and long-term mortgage REITs, 
outsiders that were interviewed felt that developers are greatly exposed to 
conflict of interest problems where they use their REIT to finance their own 
projects. 

As mentioned earlier, a number of REITs have been organized by Wall 
Street investment banking firms. Usually, the investment banking firm's role 
ends after the REIT is underwritten, although sometimes an investment 
banker may become a member of the REIT's board of trustees and, in that 
capacity, may serve as a financial adviser. Further, some investment banking 
firms actually own all or part of the adviser. The real estate subsidiary of 
Merrill Lynch, Pierce, Fenner & Smith Inc. (Merrill Lynch) is the adviser to 
Hubbard Real Estate Investments. Merrill Lynch's real estate subsidiary also 
owns 10 percent of the adviser of Cousins Mortgage and Equity Investments 
and 20 percent of the adviser of American Century Mortgage Investors. 
Other investment banking firms own between 10 percent and 25 percent of 
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various adviser companies, including the advisers to Alison Mortgage In
vestment and Mortgage Investors of Washington. Some of these ownership 
positions were probably acquired as a form of compensation for the role 
played by the investment banking firm in organizing these REITs and then 
selling their shares. In the case of Hubbard Real Estate Investments, Merrill 
Lynch, through its real estate subsidiary, performs a full management func
tion as adviser. 

V. ORGANIZATIONAL STRUCTURE 

Virtually all United States REITs have independent advisers. Sometimes the 
adviser takes the form of a separately incorporated company, while in other 
cases the adviser is an integral part of the sponsoring institutions. The 
normal legal relationship between the REIT and the adviser is contractual. 
The relationship closely resembles the organizational structure of U.S. 
mutual funds. 

One of the reasons for introducing an independent adviser is the IRC's 
requirement that REITs be passive investment vehicles. While the existence 
of an independent adviser is not mandatory under the IRC, organizers feel 
that it adds to the reality of passivity. 

Some REITs operate without an adviser. Usually, these are the older 
REITs that were established in Massachusetts as equity trusts before the 
1960 IRC amendments. To remain passive, these REITs hire independent 
contractors to manage their properties, although they may have full-time 
trustees responsible for making the investment decisions. 

Every REIT has a board of trustees whose role is analogous to a com
pany's board of directors. As such, trustees are elected by shareholders at 
annual meetings and are responsible to the shareholders. A REIT's board of 
trustees, like any corporate board of directors, has the final say on the ad
viser's investment recommendations. 

Generally, there are interlocking directors between the adviser and the 
REIT, although under the blue sky rules of the Mid-West Securities Com
missioners, the majority of a REIT's trustees may not be affiliated with the 
adviser. 

Another reason that most REITs have been structured with independent 
advisers is to permit key management of the adviser to own an interest in 
the adviser. One trustee of an equity REIT organized long before the 1960 
IRC amendments commented that its inability to own part of the adviser 
diluted the REIT's incentive for improving performance and impeded the 
recruitment of top personnel. He said that if the REIT had to organize 
again, it would organize with a separate advisory company. 

Figure 3-1 sets out in diagramatic form two typical ways of organizing a 
REIT. 

An advisor receives a fee for providing investment advice to a REIT. 
The REITs that have been qualified under the blue sky rules of the Mid
West Securities Commissioners may not pay advisory fees in excess of the 
greater of one and one-half percent of their net invested assets or 25 per
cent of their net income before deduction of the advisory fee; but in no event 
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Figure 3-1 

TYPICAL RElT ORGANIZATION STRUCTURE 

(i) Organization with an Independent Adviser 
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may advisory fees exceed one and one-half percent of a REIT's total in
vested assets. Most of the advisory contracts that were reviewed provide that 
the adviser receives one-twelfth to one-tenth of one percent monthly on the 
average invested assets, or 25 percent of the REIT's net income before de
duction of the adviser's fee, 10 percent of all income in excess of 8 percent 
of net income, and 10 percent of all capital gains less any capital losses. The 
last two fee bases, of course, are designed to provide incentives for the ad
viser. For this fee, the adviser originates new investments, investigates and 
recommends new investments, and administers day-to-day operations of the 
investment portfolio. In the United States, the adviser pays all administra
tion costs out of its advisory fee. Apart from the advisory fee, a REIT's 
expenses are generally limited to debt interest expenses, if any; costs in
curred in raising new capital; and taxes, transfer fees, and legal expenses 
associated with the REIT. It should be noted that under most advisory 
contracts the basic advisory fee is paid regardless of whether or not the REIT 
is profitable. 

Most REITs with independent advisers maintain a skeleton full-time cleri
cal staff; and except for the trustees who are associated with the adviser, the 
trustees are employed on a part-time basis. 

Advisers to equity REITs and long-term mortgage REITs often receive 
lower fees because their manpower requirements and other administrative 
costs are less than they are for C and D REITs. 

The blue sky rules of the Mid-West Securities Commissioners require 
that an advisory contract entered into prior to an initial public offering 
may not be for more than three years; thereafter, it must be renewed an
nually. 

Legally, U.S. REITs can be open-end or closed-end. State blue sky rules 
and Securities Exchange Commission regulations, however, prohibit open
end trusts. Like an open-end mutual fund, an open-end REIT would have 
to redeem its shares at current book value. By comparison, the only way 
that an investor could realize on his holdings in a closed-end REIT would 
be to sell his shares in the marketplace at current market values. By insist
ing on closed-end vehicles, the Securities Exchange Commission and the 
state securities commissioners have avoided two problems: (1) open-end 
REITs would encounter great practical difficulty in determining their book 
values on a frequent basis (a particularly difficult task for an equity REIT, 
which has hidden appreciated or depreciated real estate assets); and (2) 
open-end REITs would have to concern themselves with the problem of pro
viding for liquidity. 

VI. MANAGING A REIT 

REIT managers are concerned with two critical areas: liability management 
and asset management. Generally, both areas are functions of the adviser, 
although, by law, final responsibility lies with the REIT's board of trustees. 
Liability management involves the functions of successfully levering the 
trust's equity base through timely use of appropriate borrowing instruments, 
effecting timely sales of additional equity capital at prices above book value, 
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and maintaining cash flow. Asset management involves the functions of 
originating potential investments, underwriting investments at satisfactory 
rates consistent with credit risk policies, and supervising investments. 

1. Liability Management 

Like other financial intermediaries such as banks, trust companies, finance 
companies, and real estate investment companies, REITs are concerned with 
raising capital from various sources to invest in real estate equities and 
mortgages. Unlike these other financial intermediaries, however, REITs are 
required to payout almost all of their income; therefore, they must rely on 
new share issues to expand their equity base. This restraint imposes some 
unique capitalization problems on REITs which spring from the necessity 
of maintaining earnings growth. 

a) Equity Leverage 
One of the most critical financial features of a REIT is that equity shares 
must be sold above book value for existing shareholders to benefit and for 
the REIT to grow. Paine Webber's Industry Review14 has illustrated this 
proposition with the following example comparing two identical REITs, each 
with shares worth $10 dollars at book value and earning a 13 percent return 
on net assets, or $1.30 a share. It is assumed that each REIT can earn 13 
percent on any new investment and that each REIT sells one share of stock. 
It is further assumed that the only difference between the two REITs is that 
the shares of one are seIling in the marketplace for $11 dollars, or 10 per
cent above book value, while the shares of the other are selling for $9 dol
lars, or 10 percent below book value. 

Table 3-3 

EXAMPLE OF EQUITY LEVERAGE 

Net assets 
Add one share 

Net total assets 
Return on net assets 
Net income 
Number of shares 
Earnings per share (EPS) 
Original EPS 

REIT with Stock 
above Book Value 

$10.00 
11.00 

$21.00 
13% 

$ 2.73 
2 

$ 1.36 
$ 1.30 

REIT with Stock 
below Book Value 

$10.00 
9.00 

$19.00 
13% 

$ 2.47 
2 

$ 1.24 
$ 1.30 

Source: James P. Hanbury, Industrial Review - Investment Trusts, 
Research Department, Paine, Webber, Jackson & Curtis, 
New York, No. 77, September 30, 1970. 

For the REIT with stock selling above book value, investment of the pro
ceeds of the new stock issue should work to increase the original share-

14 James P. Hanbury, Industrial Review - Investment Trusts, Research Department, 
Paine, Webber, Jackson & Curtis, New York, No. 77, September 30, 1970. 
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holder's earnings per share. 15 This theoretically should lead to a higher 
market appraisal, giving the REIT the opportunity to sell more stock at a 
higher premium and grow even faster. Thus, original shareholders get the 
benefit of all later offerings. This has been labeled the regenerating process, 
equity leverage or self-reinforcing cycle of the REIT industry. To quote 
from a study by Audit Publications, Inc.: "That is why mutual funds and 
underwriters are falling over themselves. It ought to be a blasted money 
machine .... It's not done with mirrors but with simple arithmetic."16 

The reverse is true for the REIT whose shares are selling below book 
value, unless it can compensate by obtaining higher yields on its new in
vestments. 

Because REITS payout at least 90 percent of their income, a REIT's 
cost for equity capital is calculated as being the percentage equivalent of the 
inverse of its price/earnings ratio. Thus, a REIT's management or under
writer can compare the cost of issuing either debt or secondary issues of 
equity by calculating the point at which the percentage equivalent of the 
inverse of the price/earnings ratio of the REIT'S equity would cross with 
the rate of interest that it would have to pay to issue debt successfully. 

b) Debt Leverage 
REITs, particularly C and D REITs, to a large extent live on borrowed 
money. They obtain debt funds at corporate interest rates and put it out for 
relatively high-yielding rates in the real estate investment market. On these 
loans, a REIT makes a profit from the spread between its borrowing cost 
and its lending yield. If the cost of borrowing, plus approximately one and 
one-half percent for advisory fees, is below lending rates, the REIT will earn 
profits for its shareholders. 

Like finance companies, banks, and trust companies, REITs can achieve 
high borrowings and thus effect high leverage as a result of the self-liquida
ting nature of their investment, which makes up almost 100 percent of their 
assets. Manufacturing companies, which have heavy inventories and large 
amounts of fixed assets that are not readily saleable, could not use a similar 
degree of leverage. Theoretically, C and D REITs have the highest potential 
for leverage because their assets have the shortest liquidating cycle. Long
term investment REITs have lower leverage potential because their assets 
have a longer liquidating cycle. 

Figure 3-2 pictures a REIT's capital structure as an inverted pyramid. 
At the bottom is shareholders' equity. Next comes long-term junior debt and 
then senior debt. There is no category shown for preferred stock, because 
the blue sky rules of the Mid-West Securities Commissioners restrict U.S. 
REITs from issuing redeemable equity securities or equity securities of more 
than one class. Junior debt is junior in right of payment to senior debt on 

IS Alternatively, the example can be expressed in terms of the relationship between 
the dcf yield on net assets and the cost of equity capital for each REIT. The REIT 
with the stock price above book value has a cost of equity capital (11.8 percent) 
which is below the yield on investment, whereas the second REIT has a cost of 
equity capital (14.4 percent) which is above the yield on investment. (Editor.) 

16 Kenneth D. Campbell, Mortgage Trusts: Lenders With a Plus (New York: Audit 
Publications, Inc., November 1969), p. 44. 
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liquidation or bankruptcy. Junior debt together with shareholders' equity 
constitutes a REIT's borrowing base. REITs have resorted to junior long
term debt, mainly through issuing junior convertible debt, to accomplish 
three goals: 
1. It widens the REIT's borrowing base for senior debt. 
2. It secures debt financing at lower interest cost than for non-convertible 

debt. 
3. It provides for the eventual conversion of this debt into shareholders' 

equity at a premium above market price for the stock at time of issuance. 
In the REIT industry, FMI pioneered the use of this instrument in 1965. 

Issuing junior convertible debt, however, has become a widely accepted cor
porate form of financing in only the past three years; REITs did not begin 
to issue significant amounts of convertible debt until February 1969. During 
the period from 1961 to December 1970, C and D REITs and long-term 
mortgage REITs publicly issued over $1.1 billion of junior convertible debt, 
accounting for approximately 40 percent of total REIT public financing 
involving issues of $10 million or more. Equity REITs have not resorted 
to issuing junior convertible debt to such a great degree; up to the end of 
1970, they issued only $37.6 million of junior convertible debt. Apart from 
junior convertible debt, REITs have not as yet publicly issued any other 
form of long-term junior debt. 

There are three principal sources of senior money available to REITs: 
bank loans, commercial paper, and long-term and intermediate-term unsub
ordinated debt. 17 In liquidation, all senior debt ranks equally and ahead of 
all junior debt. In the United States, a REIT's senior debt normally is un
secured. 

Since 1961, there have been only three public offerings of straight long
term or intermediate-term unsubordinated debt, totaling $41 million. All 
three issues were offered by C and D REITs. Two of the three issues had 
warrants attached as sweeteners. The third was intermediate-term un sub
ordinated debt issued by FMI, having a retractable repayment date and 
a 9 percent interest rate until 1975, with the rate floating thereafter at one 
percent above the bank rate until final maturity in 1978; the floating rate 
was not to exceed 9 percent. 

As stated earlier, U.S. bankers took a conservative approach to the early 
REITs. They forced the first generation of C and D REITs to maintain a 
large percentage of their assets in low-yielding, relatively secure, FHA and 
VA-insured permanent mortgages. But by late 1969 and 1970, the arrang
ing of bank credit seemed to be no problem. 

Bank borrowing in the United States is usually arranged under formal, 
ninety-day revolving, unsecured lines of credit; but in Canada, the practice 
is for banks to make demand loans. If the behavior of the Canadian finance 
industry sets a precedent, Canadian REITs may have to borrow from banks 
by way of issuing collateral trust notes secured by the assets of the REIT. 

One major New York bank stated that its experience with REITS dated 

17 Intermediate-term debt implies terms of five to ten years, and long-term debt implies 
terms of twenty to twenty-five years. 
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Figure 3-2 

REIT CAPITAL STRUCTURE 
(Inverted Pyramid) 

Senior Debt Sources: 
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only from 1968 and that its aggregate lending to the industry totaled only 
$100 million by 1970. This indicates the newness of the industry and the 
attitude of many financial institutions toward it. The same bank, however, 
also said that it was confident about the industry's potential and that it had 
established a specialized real estate lending department, decentralized by 
regions, to lend to the industry. All interviews indicated that there is no 
shortage today of bank credit for the large national, independent, and well
sponsored REITs. 

U.S. bank lending rates to REITs seem to range between the prime rate 
and prime plus one-half of one percent. Compensating balance requirements 
(U.S. banks normally require lenders to maintain 10 percent to 20 percent 
of their loans on free· deposit) add another one-half of one percent to one 
percent onto the cost. There was some apprehension on the part of the in
dependent REITs that bank-sponsored REITs would enjoy unfair competi
tive advantages if they could borrow from their sponsors at the prime rate, 
with no compensating balance requirements; but this does not appear to 
have happened. In particular, the Chase Manhattan REIT, against whom 
the apprehension was originally directed, stated in its prospectus that it 
would pay competitive rates for any borrowings from its adviser. 

For some REITs, a second important source of senior debt is commer
cial paper. Unlike bank loans, commercial paper notes are sold individually 
and are not covered by any continuous commitment. The notes range from 5 
to 270 days in term and are issued on principal amounts ranging from $1,000 
to millions of dollars. While rates vary with maturities, commercial paper 
is usually the cheapest money market. Because the commercial paper market 
is volatile and because there are no continuous commitments, commercial 
paper issuers usually maintain standby credit bank lines to cover 100 percent 
of their outstanding paper. This 100 percent coverage rule has been reduced 
to 70 percent or 75 percent by some REITs, on the grounds that their spon
sorship is strong enough to support a lower coverage ratio and that con
struction and development loans liquidate quickly enough to justify lower 
coverage rates. 

Pressed by severe monetary conditions in 1969, a few of the established 
REITs, like many other corporations, turned to the commercial paper mar
ket. Since that time, almost every newly formed REIT has announced in its 
prospectus that it intends to use commercial paper, among other debt in
struments. The importance of commercial paper as a source of funds for 
some REITs is indicated by the size of the following commercial paper 
operations of established REITs: CMI had $80 million of commercial paper 
outstanding as at January 31, 1970, supported by 100 percent bank line 
coverage; FMI had $72 million outstanding as at March 31, 1970, with 
over $100 million of bank line coverage; and Chase Manhattan's REIT 
has announced its intention to have a $400 million line of commercial 
paper with its commercial paper issuer, supported by 75 percent bank line 
coverage. 

As at July 1970, the National Credit Office (a subsidiary of Dunn & 
Bradstreet which operates a commercial paper credit rating service) had 
rated only four REITs: Chase Manhattan Mortgage & Realty Trust, FMI, 
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CMI, and Diversified Mortgage Investors (CMI's affiliate). These four 
REITs were given a "prime" rating. Lack of additional ratings is due to the 
fact that most REITs are newly formed. 

Since the failure of Penn Central Railway in 1970, commercial paper 
buyers have been reluctant to purchase paper from unrated issuers. Con
sequently, REITs without ratings have experienced difficulty in raising funds 
in the commercial paper market. 

c) Debt to Equity Ratio Regulations 
The Mid-West Securities Commissioners' policy reads: "The aggregate bor
rowings of the trust, secured and unsecured, shall not be unreasonable in 
relation to the net assets of the trust. ... "18 In addition, the Mid-West 
Securities Commissioners have an unwritten policy to limit C and D REITs 
from exceeding a total debt to equity ratio of 5 to 1 (prior to 1970 their 
ratio was 4 to 1); and to limit long-term REITs from exceeding a total debt 
to equity ratio of 3 to 1.19 

These are the only regulations governing the debt to equity ratios of 
REITs. 

d) C and D REITs' Use of Debt Leverage 
In its 1970 annual report, CMI describes its financial strategy for maximizing 
earnings through debt and equity leverage over the past eight years. This 
pattern has been widely copied by the industry. 
Historically Continental has obtained funds for its mortgage investments in 
a variety of ways. Over the last eight years it has developed a pattern which 
is expected to be continued in the future. As the mortgage investment port
folio increases, the funds to finance this increase are borrowed initially in 
the short-term money market, either through the sale of commercial paper 
or through direct loans from the commercial bank at the prime rate. 

When the amount of these short-term borrowings has increased to the 
point where a major refunding seems appropriate, Continental has gone to 
the long-term market through a placement of a variety of securities. In some 
cases these financings have taken the form of a combination offering of senior 
debt plus shares of beneficial interest and more recently have taken the form 
of convertible securities. The latter have the advantage of relatively lower 
cost than would be the case with issuance of senior debt, and the further ad
vantage that through eventual conversion, they become permanent capital 
which does not have to be repaid. As the result of the sale of long-term 
securities on five different occasions, Continental has been provided with 
long-term funds totalling $216,654,000 at year-end, at an average cost of 
only 5l!2 %. 

The most recent financing took place on February 26, 1970, when 
Continental offered and sold publicly $85,000,000 of 61/<1 % convertible 
subordinated debentures due February 15, 1970. As in the past, the proceeds 
of this offering were used to reduce short-term borrowings and wiII ulti
mately be used to increase mortgage investments.2o 

At the end of 1970, CMI, which is listed on the New York Stock Ex
change and therefore is not subject to state blue sky rules, had a total debt 

18 Mid-West Securities' Commissioners' Association, Statement of Policy, Blue Sky Law 
Reports, 8-13-70, 1970, Commerce Cleaning House Inc., p. 620. 

19 Statement by T. Nelson, Commissioner of Securities, State of Wisconsin, personal 
interview, Madison, Wisconsin, February 24, 1971. 

20 CMI, 1970 Anllual Report, p. 4. 
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to equity ratio of 6.8 to 1. But if subordinated convertible debt was in
cluded in the borrowing base, CMI had a modest 0.4 to 1 rate of senior 
debt to borrowing base ratio (borrowing base being composed of equity and 
junior debt). While FMl's trust deed permits a debt to equity ratio of 10 
to 1, FMI stated in its 1970 annual report that it never expects to operate 
at that level of debt. At the end of 1970, FMl's ratio of total debt to equity 
was 3.3 to 1. FMl's ratio of senior debt to borrowing base, however, was 1.1 
to 1. 

Most of the other C and D REITS are too new to have reached what 
they regard as being optimum debt to equity ratio position. Chase Man
hattan Mortgage & Realty's trust deed would permit the REIT to operate 
with a debt to equity ratio of 8 to 1. At the end of its third quarter of oper
ating, Chase Manhattan Mortgage & Realty Trust's debt to equity ratio was 
1.8 to 1, while its senior debt to borrowing base ratio was 1.4 to 1.21 One 
U.S. regulatory authority expressed criticism in an interview that when it 
was being qualified, Chase Manhattan's REIT had somehow managed to 
avoid the Mid-West Securities Commissioners' state blue sky rules prohibiting 
a C and D REIT from exceeding a debt to equity ratio of 5 to 1. 

Table B-3 (Appendix B) shows fiscal year-end capitalization figures 
for three C and D REITs (CMI, FMI, and Chase Manhattan Mortgage & 
Realty Trust). 

e) Long-Term Investment REITs' Use of Debt Leverage 
Long-term REITs cannot use short-term debt to the same degree as C and 
D REITs without breaking the financial rule of "not borrowing short to 
lend long". As stated earlier in this section, REITs have been unable to 
issue straight debt at reasonable rates in today's market. This has made it 
necessary for REITs wanting long-term funds either to issue convertible 
debt or to attach warrants to straight debt in order to obtain such funds at 
a reasonable interest cost. 

All the long-term mortgage REITs underwritten in 1970 issued con
vertibles to obtain leverage in order to maximize earnings. In October 1970, 
Audit Publications, Inc., made a study which showed that in the aggregate 
the total debt to equity ratio of equity REITs was 2.4 to l,22 Up to that 
time, equity REITs had issued only $37.6 million of convertible debt; the 
remainder of their debt then outstanding was straight senior debt, largely of 
a long-term nature. 

Table B-4 (Appendix B) shows fiscal year-end capitalization figures for 
two long-term mortgage REITs (Connecticut General Mortgage and Realty 
Investments and MONY Mortgage Investors) and three equity REITs (Real 
Estate Investment Trust of America, Bank America Realty Investors. and 
Hubbard Real Estate Investments). 

21 Forecasts on Chase Manhattan's REIT indicate that this REIT's earnings for the 
next three years after commencing operation will be $2, $3, and $4 per share based 
on an initial offering price of $25 per share. According to the forecasts, the Trust 
will achieve its first-year target, but the $4 earnings per share estimate for the third 
year of operations will be achievable only if the Trust levers its debt to equity ratio 
over 4 to 1. 

22 Realty Trust Review, Audit Publications, Inc., New York, October 1970. 
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f) Nature of REIT Public Offerings 
Table B-5 (Appendix B) lists all public underwritten REIT offerings exceed
ing $10 million, for the period 1961 to December 31, 1970. The complex 
nature of almost every REIT offering is evident. Few straight equity offer
ings have ever been made and, with one exception, debt has been offered in 
convertible form or with warrant sweeteners attached. Moreover, most offer
ings have been packages of equity and debt, equity and warrants, convert
ibles and warrants, or equity and convertibles. The single straight debt 
offering by FMI was itself a complex debt instrument, as outlined earlier. 
In today's market, it would be difficult for a REIT to issue straight convert
ible long-term debt because there is a heavy supply of high-grade conven
tional corporate bonds, which are rated as better credits by most institu
tional investors. A REIT could not afford to give any rate advantage to issue 
straight long-term debt because this would reduce or eliminate the REIT's 
ability to earn a spread on the debt issued. This is one of the reasons why 
REITs have issued convertibles so frequently. Equity has also been difficult 
to offer without attaching sweeteners. Warrants or convertibles have nor
mally been issued with offerings of equity as sweeteners. 

By issuing complex financial packages and experimenting with financing 
techniques, REITs were able to obtain substantial sums of money in one of 
the tightest public money markets on record. 

g) The Role of the Underwriter 
In the early 1960s, the few existing REITs generally made small regional 
public offerings through small regional underwriters or placed their shares 
directly with institutional investors. 

The sudden growth in the number of REITs, particularly C and D 
REITs, in 1968 and 1969 led to two important financial developments: 
first, underwriters began to float large public issues of REIT securities, and 
this endorsed and broadened the investing public's acceptance of REITs; 
second, as underwriters were able to place large amounts of REIT securities 
with retail and institutional investors, a broad secondary market developed in 
REIT securities. This in turn permitted the older established REITs and the 
large well-sponsored REITs to list their shares and debt on the two major 
U.S. stock exchanges, the New York Stock Exchange and the American 
Stock Exchange. 

2. Asset Management 

The management of REITs' assets requires highly specialized expertise to 
deploy their capital funds in real estate so as to maximize yield relative to 
risk for the shareholders. 

a) C and D REITs 
There are three necessary elements to the successful management of the 
assets of C and D REITs: 
1. Strong loan origination ability 
2. Capable loan underwriting skills 
3. Careful asset supervision and loan repayment enforcement 

Like finance companies, C and D REITs are on a financial treadmill. 
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Because the average duration of construction and development loans is rela
tively short, C and D REITs must be able to keep their assets working for 
high yields; otherwise, uninvested assets would have to be kept in lower
yielding liquid money market instruments or in cash from which little or no 
return would be earned. C and D REITs normally have to have commit
ments outstanding for two to three times their asset base in order to keep 
their money working. This is necessary because, on the average, only 50 
percent to 60 percent of a construction or development loan is outstanding 
during its life, as a result of the fact that this type of loan builds up over 
its term from zero to 100 percent outstanding. 

C and D REITs have two other cash flow problems: (1) negotiations 
for construction and development loans often take up to six months before 
there is a take-down of funds; and (2) construction loans frequently are not 
repaid at maturity date and this complicates cash planning. The larger C and 
D REITs that have ready access to bank or commercial paper credit are in 
a better position to cope with these problems than are the smaller REITs. 

As emphasized earlier, construction lending is regarded as risky. Conse
quently, capable underwriting of such loans is just as important as originating 
ability for the success of a C and D REIT. The New York State Attorney 
General Blue Sky Commissioner requires that every prospectus for a C and D 
REIT must set out the risks of a construction loan in the following general 
words: 

A construction loan is subject to many different risks, anyone of which can 
ultimately lead to the failure of the borrower before the loan is paid off. If 
the borrower fails, the lender may have to buy the property at foreclosure, 
complete it at great expense with a new contractor, and sell it, in order to 
recover as much of his loan as possible. Even if the lender eventually re
covers all of the principal and interest due to him, the effective yield on his 
loan will probably be significantly reduced by costly legal expenses. 

The construction loan risk factors can be classified into three general 
categories. First, events occur which are beyond the control of the developer 
- strikes, unusual weather conditions, and unanticipated construction pro
blems. Besides possibly being expensive in their own right, these events are 
costly because the delay the construction, and anything which hinders the 
progress of the construction adds to the developer's costs and increases the 
likelihood that he will not be able to repay his construction loan. If the pro
ject is delayed, the continuous expense of real estate taxes (which must be 
paid during construction), interest on the construction loan, and overhead 
will be higher than they would have been without delay. In addition, the 
steady inflation in construction costs will increase the cost of completion. A 
delay will also be expensive in terms of the frictional costs of interrupting 
the complex construction progress. This is particularly true if a new general 
contractor or new sub-contractors are hired to complete the project. More
over, the long-term mortgage commitment may expire before construction is 
completed. In that case, the borrower may be unable to negotiate another 
long-term commitment which would make his project profitable - especially 
if interest rates are rising. 

Second, poor management may contribute to the failure of a project 
during its construction phase. The contractor may make an engineering mis
take, may not anticipate rising costs, may misjudge his ability to handle a new 
line of construction, or may not keep tight enough financial control on his 
project. "Poor management" sometimes borders on criminal management 
when, for example, construction money is not used to pay sub-contractors 
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but is transferred from one project to another or used for personal purposes. 
In these and other cases, workers, sub-contractors, materialmen may record 
liens which are sometimes senior to the construction loan. 

Third, even if the construction is satisfactorily completed, the construc
tion lender may still have difficulty recovering his interest and principal. This 
is likely to occur when it is anticipated that the finished project will fail to 
produce its planned profits. Then the permanent lender who earlier promised 
to extend a mortgage may find some technicality enabling him to retract his 
commitment. In the case of single-family homes, it is not at all unusual for 
construction lenders to foreclose on "speculative" builders who were unable 
to sell their finished product. 

During an interview with the management of one of the older estab
lished C and D REITs, it was stated that the importance of competent asset 
supervision and successful loan repayment enforcement has been underesti
mated by many industry analysts, because the majority of the C and D 
REITs currently operating are newly formed and untested in this area. 

Many industry critics think that REITs are stronger if their advisers 
operate nation-wide and if their advisers are underwriting loans for several 
different categories of real estate projects. 

In the United States, building activity varies widely by geographic 
region. For example, California has been a high growth area for a number 
of years. In the recent past, however, because of tight money and wide
spread regional economic difficulties within that state, it has not been as 
healthy or dynamic a real estate market as it once was. A number of anal
ysts who were interviewed were critical of the smaller regional trusts on the 
grounds that while such managements may well know the local economy, 
the local real estate market, and local builders, they are vulnerable to ad
verse regional economic developments and may not have the skills for 
quick shifting of operations to more favorable areas. The same principle 
could apply in Canada, although a Toronto-based REIT might not be as 
vulnerable as regional operators based elsewhere. An example of this situa
tion occurred in the post-Expo period in Montreal, when real estate activity 
declined sharply in that area. 

C and D REITs in the United States in the past few years have concen
trated on financing commercial properties and multi-family housing. A num
ber of advisers and industry critics who were interviewed, however, opted 
for REIT advisers who also would develop originating skills in financing 
single-family housing. They reasoned that this would provide such REITs 
with greater flexibility. Moreover, construction lending competition may be
come more intense in the commercial area than in the residential area. To 
quote from a comment contained in a research report on FMI: 

FMI's demonstrated ability to generate a high volume of new loans should 
also help stabilize the portfolio yield. Although the size of the average con
struction and development loan has risen during the past few years, FMI still 
emphasizes the small to medium-size loan (less than $1 million) in non
metropolitan areas where yields have traditionally stayed high even in periods 
of easier money. FMI continues to avoid making loans on major income
producing properties in such highly competitive areas as Boston, New York, 
Washington, D.C. and downtown Los Angeles, where there has already been 
a decline of as much as 2 % - 3 % in rates earned on large construction loans. 
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FMI's superior ability to generate loans stems from its field organization, 
which is matched by only one or two other mortgage trusts. Six regional 
vice-presidents, responsible for the South-east, South-west, Far West, Mid
Atlantic and Florida/Carribean supervise over thirty production people 
generating lending opportunities directly with builders, mortgage bankers, 
real estate brokers and commercial bankers. This experienced field staff per
mits FMI to generate a large portion of loans directly with the builder where
as in the early years of its existence, it depended largely on the local mort
gage banker to generate loans. 

During the present fiscal year, loan originations should reach about $250 
million increasing the loan portfolio by about $60 million. Income producing 
properties including apartments, shopping centres and small office buildings 
account for the largest share of new loans. FMI has had considerable ex
perience in single family lending and in most cases has the established builder 
contracts to permit re-entry into this area of lending if market conditions so 
dictate.23 

According to the above note, FMI puts a large proportion of its money 
into small and medium-sized loans (less than $1 million). CMI has a policy 
of committing large sums of up to $35 million in single loans, because it 
finds the market for large loans to be less competitive. Chase Manhattan's 
REIT also commits very large sums in single loans. 

b ) Long-Term Investment RElTs 
Managing the assets of a long-term mortgage REIT is easier and less costly 
than it is for a C and D RElT. After the loan is underwritten, minimum 
supervision and loan repayment enforcement are required. Also, long-term 
mortgage REITS are not on such a demanding cash flow treadmill as 
are C and D REITs. Thus, they have a reduced need for loan originations. 
Nevertheless, long-term mortgage lending does require careful initial under
writing, aimed mainly at making sure that the real estate security supporting 
the mortgage has long-term economic viability. For the most part, long
term mortgage REIT advisers are large life insurance companies that have 
sound real estate lending records and strong nation-wide originating capa
bilities. 

Operating an equity REIT is very similar to operating a long-term mort
gage REIT. Most U.S. equity RElTs, however, are small independent oper
ations. In this respect, it is useful to look at Real Estate Investment Trust of 
America (REITA), which is a conservatively operated, $44 million equity 
trust, formed in 1955 by merging three pre-1900 Massachusetts business 
trusts. REIT A's stated asset goals are to maintain a stable dividend payment 
record through distributing rental income from its commercial properties 
and to provide an inflation hedge through its holdings of real estate equities. 

Most equity RElTs distribute their cash flow (net income and deprecia
tion); a few reinvest their depreciation for future growth. 

c) Maximum - Minimum Asset Size 
It was concluded from field interviews that $20 million may be the minimum 
size for a U.S. RElT, for the following reasons: (1) a large investment 
asset base is required to generate sufficient advisory revenue under the 

23 First Mortgage Investors, An Underwriting Follow-Up, Eastman, Dillon, Union 
Securities & Co., January 7, 1971, pp. 2-3. 
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present U.S. fee scale to pay for a satisfactory diverse and competent ad
visory staff; and (2) prudent portfolio diversification (for example, adopting 
the 5 percent to 10 percent investment concentration rule) is essential to 
risk spreading. A large investment base is required for a satisfactory public 
share market. During one interview, an analyst expressed the view that he 
thought $1 billion dollars might be the maximum size for a C and D REIT. 
He suggested this limit as his rough estimate of the point at which a C and 
D REIT's adviser would begin to encounter problems in generating suffi
cient new C and D loans to affect cash inflow from loan repayments - that 
is, the so-called runoff requirements. CMI's stated asset growth target is $1 
billion dollars in the next five years. Chase Manhattan's REIT target for 
asset growth appears to be much higher, as the Chase Manhattan Bank has 
publicly said that it foresees that its REIT will have $1 billion dollars of 
assets by 1972. That bank, however, is the largest construction lender in 
the United States and is probably in a better position to originate C and D 
loans for its REIT than most other C and D REIT advisers. 

Since long-term REITs are not faced with a similar runoff problem, 
they may have higher ultimate asset growth potential. Their potential to 
grow is probably limited only by their ability to raise new capital. Equity 
REITS could have a harder job increasing their asset size than long-term 
mortgage REITs, particularly if they continue to experience limited investor 
appeal. 

d) Asset Regulation 
The Mid-West Securities Commissioners' policy statement prohibits a REIT 
from investing "more than 10% of its total assets in unimproved real prop
erty or mortgages on unimproved real property, excluding property which is 
being developed within a reasonable period" or "more than 10% of its total 
assets in junior mortgages, excluding wrap-around type junior mortgages".24 
These are the only regulations governing investments, except for the pro
visions contained in the IRC which were cited in Section II of this chapter. 

e) Asset Concentration 
Mortgage REITS - C and D REITs and long-term mortgage REITs
are usually restricted by their trust deeds to lend no more than 5 percent or 
10 percent of their total assets to anyone project. Equity REITs are not 
usually so limited, as they frequently are formed to invest in just a few 
properties. 

24 Mid-West Securities' Commissioners' Association, Statement of Policy, Blue Sky 
Law Reports, 8-13-70, p. 620. 
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Chapter 4 

The Status of Real Estate Investment Trusts in Canada, 
Early 1971 

by Michael B. Davies 

Chapter 3 has described the successful establishment of real estate investment 
trusts in the United States. Here we will review the status of REITs in 
Canada just before the Tax Reform Bill was introduced in June 1971. The 
chapter has three sections. The first outlines problems confronting promoters 
of REITs at that time. Next, three REIT case histories are described. Finally, 
a comparison is drawn with the tax and regulatory status of the Canadian 
mutual fund industry. 

I. PROBLEMS FACING REIT PROMOTERS 

Since 1970-1971, there has been a significant amount of interest in Canada 
in establishing U.S.-style REITs or their equivalent. Almost every major 
underwriter in the country - probably attracted by action since 1968 in the 
United States - appears to have been looking at the possibility of forming 
a Canadian REIT. A number of banks, life insurance companies, trust com
panies, mortgage banks, and real estate developers 'also have indicated in
terest. 

To date, promoters of REITs seem to have been deterred by tax prob
lems and by the difficulty of qualifying REITs as legal investments for life 
insurance companies, trust companies, pension funds, and other institutions. 
The most serious question is the potential tax problem raised by paragraph 
5.56 of the White Paper proposals on tax reform. While Canadian law cur
rently provides that no corporate tax has to be paid on distributed income 
of a trust, this paragraph states: 
It is proposed that a trust be treated as a corporation if it has issued trans
ferrable or redeemable units, each of which represents a specific undivided 
interest in the trust property. If the number of unit holders and market
ability of the units warrants it, the trust would be treated as a widely-held 
corporation.! 

! E. I. Benson, Minister of Finance, Proposals for Tax Reform (Ottawa: Queen's 
Printer, 1969), para. 5.56. 
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If paragraph 5.56 becomes law, any widely held REIT will be taxed at full 
corporate tax rates. 

The second problem that promoters have had difficulty in solving is that 
of qualifying a REIT as a legal investment. Life insurance companies, trust 
companies, pension funds, and most other Canadian financial institutions 
are strictly regulated under a variety of federal and provincial Acts as to 
how they invest their assets. The investment company of McLeod, Young, 
Weir has been advised by counsel that, under the respective investment Acts, 
a trust cannot qualify as a legal investment for most of the above-noted 
institutions. The only way that these institutions could invest in REITs 
would be by including the REIT securities as a "basket clause" investment. 
Every investment Act has a basket provision which grants institutions un
fettered discretion to invest a small portion of their assets (5 percent to 15 
percent) in securities that do not qualify as a "legal" investment. Because 
institutions are extremely reluctant to resort to their basket clause privileges, 
under present law institutional interest in REITs would be limited. 

As alternatives to the trust vehicle, promoters have investigated the use 
of a limited partnership, or income or participating bonds issued by a cor
poration. While solutions to tax and legal investment problems may exist 
in such vehicles, to date no organizer has financed a REIF on this basis. 

Promoters attempting to use a corporate vehicle have encountered legal 
problems with the Loan and Trust Corporations Act of the Province of 
Ontario. This Act governs any incorporated real estate investment company 
operating in the Province of Ontario and investing in mortgages and/or real 
estate equity interests. The Loan and Trust Corporations Act prohibits any 
incorporated body from undertaking or transacting the business of a "loan 
corporation" in the Province of Ontario, unless the company is a "registered 
corporation" under that Act. Incorporating a real estate investment com
pany under the provisions of the Act cannot be done "as of right" but is 
subject to the discretion of the Province of Ontario and, as such, is not an 
alternative which is necessarily available in all cases. Also, the investment 
policies of such incorporated loan companies are rigidly regulated. 

II. CAPSULE CASE HISTORIES OF THREE TRUSTS 

In 1971, there were two public REITs operating in Canada: The Britannica 
House Trust and the Royal Trust M Fund. Their case histories are described 
briefly below. An unsuccessful attempt to start a REIT through a private 
placement also is briefly discussed. 

1. The Britannica House Trust 

In 1963, 1,450 trust units of participation valued at $1,000 each were issued 
by the investment firm of Annett & Company Limited for The Britannica 
House Trust. This financing, which was the first attempt in this country at a 
REIT, was patterned closely after the U.S. equity REIT. The financing raised 
proceeds to purchase a ninety-nine-year ground lease subject to a thirty
year first mortgage on a large office building in Toronto. Trust holders were 
told in the prospectus that they would receive a minimum of 8.25 percent 
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interest return on their investment and they would participate in a rental 
escalation clause in the office building lease agreement. Investors, of course, 
would eventually be entitled to the residue of the ninety-nine-year ground 
lease on repayment of the thirty-year first mortgage. 

The prospectus stated that as Britannica House was an unincorporated 
trust, it would pay no taxes, and all of the Trust's income would be dis
tributed to the unit holders in the year earned. According to the prospectus, 
holders would be able to claim credit on their individual tax returns for 
their proportionate amount of capital cost allowance on the office building, 
which in the earlier years was expected to shield the entire 8.25 percent 
interest income distribution. The prospectus also stated that cash flow would 
be distributed to the unit holders from depreciation in excess of cash re
quired to repay the mortgage. 

Although The Britannica House Trust had been issued a favorable ruling 
by the Toronto office of the Department of National Revenue, the Depart
ment later objected to the unit holders' deducting depreciation in excess of 
their pro rata portion of the Trust's net income, and a dispute arose between 
the parties. This has recently been settled along the lines of the original 
ruling, but at a reduced rate of capital cost allowance. The underwriting, 
which was for a small amount, was placed mainly with individuals in a high 
tax bracket. A few institutions also invested.2 

For a period, the issue was traded over the counter through a market 
made by the underwriter. But after the tax dispute arose with the Depart
ment of National Revenue, over-the-counter trading ceased. All trades are 
now privately handled by the Trust's manager; and according to him, units 
are traded infrequently. A ready market reportedly exists, even if all of the 
outstanding units should be offered for resale. The existence of this market 
probably reflects the fact that the 8.25 percent rate of return is comparable 
to rates obtainable on other yield securities in today's market and the fact 
that there has been a significant appreciation in the Trust's residual land 
value. All trades are reportedly made at book value; sellers are not credited 
with any capital appreciation that has occurred in the value. of the property. 

In discussing their experience with The Britannica House Trust, the 
management have stated that they have subsequently undertaken several 
real estate promotions using private syndications. They have commented 
that, apart from the tax problems that were encountered, the public financing 
method adopted for the Trust was too expensive in terms of legal, auditing, 
printing, and underwriting costs. 

2. Royal Trust M Fund 

The Royal Trust M Fund was created by The Royal Trust Company in 
October 1968, as an open-end trust to invest in first mortgages on property 
situated across Canada. Royal Trust acts as the M Fund's manager. 

The Fund's unique feature is that in the event that the amount of unit 
withdrawals from the M Fund exceeds cash and marketable securities, Royal 
Trust guarantees to find a purchaser for the Fund's mortgages at a price not 

2 Personal interview, May 1971. 

61 



less than 95 percent of value, thereby ensuring the Fund's liquidity. With this 
guarantee, the M Fund avoided all the provincial securities commissions' 
policies prohibiting an open-end investment company from investing a 
substantial portion of its assets in mortgage securities. 

In 1970, Royal Trust stopped marketing the M Fund while it reviewed 
the Fund's potential tax status under Section 5.56 of the White Paper on 
Tax Reform. Marketing was recommended later in the year, after the Min
ister of Finance made the following statement to the House of Commons 
Standing Committee on Finance, Trade and Economic Affairs on August 5, 
1970: 

The paragraphs in the White Paper were written with mutual funds that in
vest in shares basically in mind, and the proposals would treat these as con
duits, and we will, if we move along these lines, devise rules that will also 
give conduit status to the mutual funds that invest in bonds and mortgages. 3 

The M Fund sells non-transferable units of participation on a continuous 
basis through Royal Trust's branch office system across Canada. The Fund 
has only one class of units, and it operates without leverage. Unit holders 
are given limited liability inasmuch as they are not subject to further call or 
assessment. Unit holders are entitled to withdraw from the Fund at any 
time, subject to giving thirty business days' notice. Investors purchasing 
over $50,000 in units are not entitled to withdraw for a period of two and 
a half years after their initial investment. M Fund units may be issued in 
limited numbers, and there is no fixed price. Because the Fund is an open
end trust, unit holders are not given pre-emptive rights. Investors are re
quired to hold a minimum of ten units, which at today's value of approxi
mately $9 per unit implies about a $90 investment. Investors are not charged 
a commission when they invest in or withdraw from the Fund. 

M Fund units are valued on the basis of what the principal will produce 
at the prevailing rate of investment return. Royal Trust determines this rate 
on the basis of prevailing rates for new prime conventional mortgages and 
new NHA loans, weighted in accordance with the current portfolio mix. 
Royal Trust's formula for calculating the prevailing rate of investment return 
assumes that the life of the mortgage is one-half of the remaining amortiza
tion, or term to maturity, whichever is the lesser. Royal Trust amends the 
valuation whenever any change of one-quarter of one percent to one percent 
occurs in the prime conventional mortgage or new NHA loan rate. The 
Fund accrues interest monthly. Premiums and discounts on purchase of 
mortgages are not accrued or amortized in computing income. All expenses 
and liabilities due and accrued are deducted in computing income. There 
is no statement in the prospectus as to reserves, and it is therefore assumed 
that the Fund's policy is to charge losses as they occur. As the Fund invests 
only in prime mortgage securities, this policy is probably prudent. The Royal 
Trust charges one-twelfth of one percent per month of the net capital value 
of the Fund for administration. Other expenses to the Fund include auditors' 
fees, legal fees, and other professional adviser fees. To date, these other 
charges have been nominal. 

3 House of Commons Standing Committee on Finance, Trade and Economic Affairs, 
Proceedings, No. 91, August 5, 1970, p. 78. 
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The M Fund distributes 100 percent of its income on a quarterly basis, 
but investors have the option of authorizing automatic reinvestment of their 
income. 

Investors in the M Fund have no voting rights. The Fund has no direc
tors, and there are no shareholders' meetings. Royal Trust has full discretion 
in managing the Fund, and its management contract is not subject to can
cellation by the unit holders. 

The M Fund's policy is to invest in first mortgages to the extent of not 
more than 75 percent of appraised value. Investment in anyone mortgage 
is limited to $500,000, or 5 percent of the net capital value of the Fund's 
assets, whichever is the lesser. The Fund invests mainly in larger urban 
centers in Canada and is not empowered to invest in real estate equities. 

The M Fund's prospectus, dated April 30, 1971, contains the following 
portfolio analysis: 

Table 4-1 

ANALYSIS OF M FUND'S MORTGAGE PORTFOLIO AS AT APRIL 30, 1971 

Type 
Houses - Duplexes 
Multi-Dwelling 
Commercial 
Industrial 
Shopping Centers 
Other 

Location 
Maritime Provinces and 
Newfoundland 
Quebec 
Ontario 
Western Provinces 

85.4 
12.7 

1.3 
.5 

.1 
100.0% 

12.1 
11.9 
36.5 
39.5 

100.0% 

Source: Royal Trust Managed Funds Prospectus, April 30, 1971. 

As at April 30, 1971, the M Fund reported that interest arrears overdue 
for three months or more amounted to less than 0.3 percent of the outstand
ing principal. (The M Fund has not experienced any material losses since it 
commenced operation.) Table 4-2 shows the M Fund's financial record 
from the date of commencing operations on October 15, 1968, to March 31, 
1971. 

Royal Trust's Annual Report, 1970, stated that I'M Fund has been 
highly successful as a unique investment medium for small investors."4 From 
October 15, 1968, to March 31, 1971, the Fund grew to over $110 million 
in assets and over 19,000 shareholders. Up to the end of 1970, it had pro
vided financing for over 4,300 home owners. 

This record shows that Royal Trust, through its M Fund, has raised a 
substantial amount of money from a large number of small investors who 

4P.I0. 
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Table 4-2 

M FUND'S FINANCIAL RECORD 

March 31 December3} 
1971 1970 1969 1968 

--
Assets under Administration ($ Mil.) 110 82 62 99 
Unit Value ($) 9.98 9.64 9.43 9.83 
Net Earnings per unita/b (¢) N/A 84¢ 81¢ 7¢ 
Rate of Return on Investmenta/b (%) N/A 8.7 8.6 N/A 
a Net of Royal Trust's charges of one-twelfth of one percent per month of net capital 

value of assets for administering the M Fund. Other expenses were nominal. . 

b Figures for 1969 and 1970 are based on income per unit for twelve-month periods. 
Figures for 1968 are based on the income per unit for the period October 15, 1968, 
to December 31, 1968. 

Source: Royal Trust M Fund Quarterly and Annual Financial Reports, 1968, 1969, 
1970, and 1971. 

have been interested in investing in a liquid, reasonably high-yielding mort
gage security. There are, however, certain investment limitations and finan
cial drawbacks to Royal Trust's M Fund. While the open-end feature of the 
Fund provides investors with liquidity, it also prevents the Fund from using 
leverage and this reduces the Fund's earnings potential. It also means that 
all management costs must be paid out of gross yield. Management expenses 
cannot be reduced as a relative item of expense, as is possible with a closed
end REIT through the use of leverage. Another disadvantage is that because 
the value of M Fund units is based on prevailing market interest rates, in
vestors can never obtain any capital gains on their investment as a result 
of the stock market's putting an earnings multiple on their stock based on 
future earnings potential. By contrast, REITs would be traded on a public 
stock market and would provide investors with this opportunity. Also, M 
Fund unit holders have no corporate democratic rights. Their only option, 
if they become disenchanted with management's performance, is to exercise 
their right to have their units redeemed. 

The M Fund approach is limited inasmuch as only a few large financial 
institutions in Canada can meet the liquidity guarantee requirements of the 
various provincial securities commissions. This precludes independents, 
smaller financial institutions, and real estate developers from emulating the 
M Fund approach. Also, the M Fund vehicle was not designed for, and is 
not likely to attract, institutional investors, for the following reasons: it does 
not qualify as a legal investment; management costs are too high for insti
tutions to use the fund as an indirect vehicle for investing in the mortgage 
area; investors contributing over $50,000 have restricted liquidity; and it 
may present too many conflict of interest problems for other institutions to 
use it as a way to invest their funds in the mortgage market. 

3. First Toronto Mortgage Trust 

In 1970, an attempt was made by Burns Brothers and Denton Limited 
and Triarch Securities Corporation Limited to create an interim mortgage 
trust patterned closely after a United States C and D REIT. These two insti
tutions attempted to raise $10 million through private institutional place-
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ment of 40,000 units of participation priced at $250 per unit. The private 
placement memorandum that was circulated stated that the purpose of 
First Toronto Mortgage Trust was to "invest in short and medium term 
mortgage loans on industrial, commercial and residential properties in Can
ada". The manager of First Toronto Mortgage Trust was designated as First 
Toronto Corporation Limited, an Ontario company which had been oper
ating since 1962 as a short-term and medium-term mortgage loan investor 
and manager. The backers of First Toronto Corporation Limited were 
Triarch Corporation Limited, a private placement banking company with 
affiliations in Europe, the United States, and Central South America; Charles 
Orenstein, a Toronto mortgage underwriter and real estate investor; and 
Charterhouse Canada Limited, an equity finance firm and the Canadian sub
sidiary of the Charterhouse Group Limited of London, England. First Tor
onto Mortgage Trust's private placement memorandum stated that it was 
the intention of the Trust later to make a public distribution of units and 
apply for a listing on a recognized stock exchange in Canada. The financing 
was unsuccessful. In an interview, the underwriter stated that institutional 
investors were reluctant to purchase the deal for two reasons: lack of under
standing of the concept, and wariness of investing in the private placement. 

First Toronto Mortgage Trust was not qualified as a legal investment. 
This may have been another reason for institutions' lack of interest, as they 
would have had to hold the investment under their basket provisions. Cer
tain investors also questioned the credit worthiness of the initial portfolio. 
Finally, the private placement memorandum did not attempt to deal with 
the consequences of paragraph 5.56 of the White Paper on taxation, and 
this also may have concerned potential institutional investors. 

III. THE CANADIAN MUTUAL FUND INDUSTRY-A 
COMPARISON 

Part of the U.S. Congress' rationale for changing the Internal Revenue 
Code in 1961 was based on the analogy made in that country between 
mutual funds and REITs. For purposes of comparison in the Canadian 
context, this section briefly reviews the tax and regulatory status of the 
Canadian mutual fund industry in early 1971. 

There are reported to be 154 closed and open-end mutual funds in 
Canada, with assets totaling approximately $3 billion. Compared with those 
in the United States, mutual funds in Canada are not uniformly organized, 
regulated, or taxed. In the United States, all public closed and open-end 
mutual funds are subject to two federal Acts: the Regulated Investment 
Companies Act of 1939, and the Investment Companies Act of 1940. The 
latter Act, which administered by the SEC, was enacted to regulate open 
and closed-end mutual funds from the securities point of view. The Regu
lated Investment Companies Act of 1939 governs the tax status of U.S 
mutual funds. 

As indicated earlier (see Chapter 3, footnote 1), the Morrisey case of 
1935 ruled that passive investment trusts were not tax exempt. In 1936, 
mutual funds were specifically granted tax conduit status by the U.S. Con-
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gress (statute 1969, Section 48 (3), 49, "Revenue Act of 1936"). That tax 
statute was modified and re-enacted as the Regulated Investment Com
panies Act of 1939, which now appears as sections 851 to 856 of the In
ternal Revenue Code. 

In Canada, mutual funds are taxed in three different ways: as trusts, as 
Section 69 special investment companies, and as regular corporations. 

Mutual funds that are organized in the trust form are granted conduit 
tax treatment on income distributed; income that is not distributed during 
the current taxation year is subjected to taxation at individual rates, without 
the benefit of personal exemptions. By contrast, the undistributed income of 
U.S. mutual funds organized in the trust form and of REITs is taxed at cor
porate rates. 

Mutual funds that qualify for the special tax treatment under Section 69 
of the Income Tax Act pay tax on non-dividend income at a reduced rate 
of approximately 21 percent, but this tax is mitigated in the hands of indi
vidual shareholders resident in Canada to the extent of the 20 percent divi
dend tax credit. 

Mutual funds that are regular corporations pay taxes on their non
dividend income at full corporate rates. Canadian shareholders of these regu
lar corporations receive the dividend tax credit also. 

Table 4-3 

CANADIAN MUTUAL FUND INDUSTRY, 
CLASSIFIED BY TYPE AND LEGAL FORMI 

Closed-end 
Open-end 

(At January 19, 1971) 

Incorporated 

29 
65 

94 

Trusts 

60 
60 

Total 

29 
125 
i54 

I Figures are estimated, since only one-third of all mutual funds 
operating in Canada are members of the Canadian Mutual Funds 
Association. 

Source: Canadian Mutual Funds Association. 

In discussions with an industry spokesman, it was indicated that a large 
number of funds are organized as corporations, but are not organized under 
Section 69 of the Act, because the section requires that funds organized 
thereunder must invest mainly in Canadian securities. Funds that do not wish 
to restrict their investment portfolio in this way are organized as normal tax
paying Canadian corporations. Funds organized as normal corporations 
reportedly orient their investment policies to investment in common stock 
with capital gains potential, rather than in yield securities. 

The Canadian Mutual Funds Association, the industry'S trade associa
tion, has made a strong representation to the Department of Finance asking 
that all Canadian mutual funds be given equal conduit status.5 Apparently, 

5 Canadian Mutual Funds Association, Submission of the Canadian Mutual Funds 
Association on the White Paper on Tax Reform to the Senate Committee on Bank
ing, Trade and Commerce and the Commons Committee on Finance, Trade and 
Economic Affairs, April 15, 1970. 
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the main reason why many funds have not been organized as trusts is the 
lack of explicit Canadian trust law, as compared with the considerable body 
of Canadian corporate law upon which management and investors can rely. 
One mutual fund spokesman who had spent considerable time reviewing the 
question said, "The trust might be fine for the accountants, but it would 
be very tough for the lawyers."6 

Canadian mutual funds are structured in two different ways. Some Cana
dian funds employ independent advisers, but most funds in this country 
have been structured to allow management to hold voting Class A common 
shares, while non-voting Class B common or non-voting preferred shares are 
issued to the public. Thus, total control rests with management. The only 
means for shareholders to express disagreement with management is to 
exercise their right to redeem. In the United States, mutual funds and REITs 
are not permitted to issue non-voting shares in this manner. The Canadian 
Committee on Mutual Funds - a joint federal-provincial securities com
mittee constituted to study the Canadian mutual fund industry - recom
mended in its report7 that non-voting public shareholders be given the right 
to express themselves on important matters such as investment fees and 
election of directors. 

There is no legislation governing mutual fund management fees in Can
ada. The Ontario Securities Commission, however, has implemented the 
recommendation of the Canadian Committee on Mutual Funds to limit funds 
from charging management fees in excess of 2 percent of the net value of 
assets; this fee is scaled down for larger funds. The 2 percent maximum was 
set to encourage new development of smaller funds. 8 

6 Personal interview, January 19, 1971. 
7 Report of the Canadian Committee on Mutual Funds alld Investment COlltracts, 

Provincial and Federal Study (Ottawa: Queen's Printer, 1969). 
8 We have reviewed briefly the Canadian Committee's report, but we have not con

sidered the report which was just completed by York University for the Canadian 
Mutual Funds Association. These two reports should be thoroughly reviewed for 
recommendations that may be relevant to tax treatment, organizational structure, 
self-dealing and other conflict problems, and fees. 
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Chapter 5 

The Scope for Real Estate Investment Funds in Canada 

by Michael B. Davies 

In considering the scope for real estate investment funds (REIFs) in 
Canada, we must first examine Canadian real estate financing, and then the 
question of market interest in REIFs. This is done in sections I and II of 
this chapter. For REIFs to have any significant scope, they must be accorded 
conduit status for income tax purposes. The necessity for such treatment is 
the subject of the third section of the chapter. The fourth and final section 
considers the question of using a corporate vehicle for the REIF, rather than 
a trust. 

I. CANADIAN REAL EST A TE FINANCING 

The scope for REIFs in Canada depends upon the current characteristics 
of the market in funds for financing real estate, the prospective growth in 
the demand for funds, and the reactions of major lending institutions to that 
demand. 

1. Canadian Interim Lending Practices 

Canadian and V.S. long-term mortgage practices, as well as real estate invest
ment practices, do not vary significantly enough to affect Canadian potential 
for long-term mortgage REIFs and equity REIFs. Existing differences be
tween Canadian interim lending practices and V.S. construction loan prac
tices, however, could be critical to the success of C and D REIFs. These 
differences apply chiefly to residential construction; commercial construction 
practices are generally similar. 

While V.S. developers borrow long-term funds on a completion basis, 
Canadian residential developers can generally arrange with their permanent 
lenders - whether banks, life insurance companies, trust companies, or 
pension funds - for progress draws against architects' certificates. This 
means that Canadian residential developers do not require full construction 
loans; if a developer does not have sufficient internal funds to finance his 
residential project to the first draw-down - generally when the project is 
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half completed - and between subsequent draws, he seeks an interim or 
bridge loan. 

Canadian banks started making interim loans for single-family housing 
in the early 1950s and now dominate this segment of the market through 
their nation-wide branch systems. Banks also do a great deal of interim 
lending on multiple-family housing projects. In both cases, they provide 
interim or bridge loans against progress draws from the long-term lender, 
whether the permanent mortgage is an NHA or a conventional one. Also, 
banks often provide gap financing to residential developers, where the long
term lender has held back 15 percent of the loan proceeds until the project 
is completed and 85 percent occupied. 

Historically, Canadian long-term lending institutions have budgeted their 
cash flows to provide for these progress draws and have become accustomed 
to the risks involved. Discussions with various residential real estate devel
opers and real estate lenders indicated no significant trend away from this 
practice of financing. During the recent tight money period, however, some 
Canadian long-term lenders provided multiple-family project financing on 
a completion basis only. 

Canadian interim lending for commercial projects closely resembles U.S. 
practice. The developer builds his office building, shopping plaza, industrial 
park, or other commercial structure before full tenancy has b~en arranged. 
The developer's normal practice is to start construction after he has lined 
up one or two tenants. He usually waits until construction is almost finished 
before he fills out his tenant roster. Because long-term lenders do not nor
mally provide progress draws on commercial projects, developers usually 
require 100 percent interim loans. 

In Canada, banks, private syndicates, and, to a lesser degree, finance 
companies make interim loans on multiple-family housing and commercial 
buildirigs. A few trust companies also do interim lending, but their share of 
the market is reported to be quite small. Some life insurance companies 
make interim loans, but their dollar volume is small and dependent on easy 
money conditions. 

2. Canadian Real Estate Interim Loan Interest Rate Structure 

In the Canadian interim loan market, two separate loan structures exist, 
depending upon the size and credit rating of the developer. Large real estate 
developers with good credit ratings borrow from banks at one and one-half 
percent to 2112 percent over the prime bank lending rate. The largest de
velopers can bargain for rates even as low as one percent to one and one
eighth percent over prime. When this is contrasted with the 4 percent to 5 
percent over prime which all but the largest U.S. developers are required to 
pay, it will be appreciated that interim lending for comparable credits is a 
more profitable business in the United States than in Canada. For Canadian 
developers who do not have access to bank credit, because of weak credit 
ratings or the bank's lack of funds, significantly higher rate scales apply. 
Comparable U.S. and Canadian interest rates for interim loans may be found 
in tables 5-1 and 5-2. 
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Table 5-1 

MONTHLY COMPARISON OF U.S. AND CANADIAN SHORT-TERM 
MORTGAGE INTEREST RATES 

1969 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1970 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 
1971 
January 
February 
March 
April 

(For Period from 1969 to April 1971) 

U.S. Constrllction Loan Rates 
At Bank Prime Rate 
Plus 4% t05% (1) 

11112 % 
11112 

11 Y2/12YZ 
l1Y2/12Yz 
llYz/12Y2 
12Yz 113 Y2 
12~~/13Yz 
12Yz/13Yz 
12V:z/13Yz 
12 1/2113Yz 
12YZl13YZ 
12Yz I13Y2 

12Yz/13Y2 
12YZl13YZ 

12/13 
12113 
12113 
12113 
12/13 
12/13 

11 Yz 112112 
l1Y2/12Yz 

11112 
11112 

IOY2/1 Jl/2 
9*/10* 
914/1014 
914/10Yz 

Canadian Interim Loan Rates 
A t Bank Prime Rate 

Plus 11/2 % to 21/2 % (1) Non-Bank Rates (2) 

8Yz 19Y2 % 13+% 
8Y2i9YZ 13+ 

9110 13+ 
9/10 13+ 
9110 13+ 

9Yz IIOYz 13+ 
10111 

13+ 10/11 14 
10/11 14+ 
10111 14+ 
10/11 14Yz+ 
10/11 14Yz+ 

10111 14Y2+ 
10/11 14Yz+ 
10111 14'12+ 
10/11 15+ 
10/11 15 
10/11 14+ 

9Y2iIOYz 14+ 
91/2/10Y2 14+ 
9Yz / 10112 14+ 
9Yz IIOYz 14+ 

9110 14+ 
9110 12+ 

81/2/9 1/2 14+ 
7Yz 18Yz 12+ 
7Yz 18 Y2 12+ 
7Yz 18Yz 12+ 

Sources: (1) MOlley Market Review for U.S. and Canadian Bank "Prime" Rates, 
McLeod, Young, Weir & Company Limited, Toronto. 

(2) Tile Torollto MOllthly Mortgage Market Review, Investment Department 
- Mortgage Division, A. E. LePage Limited, Toronto. 

Table 5-2 

COMPARISON OF AVERAGE ANNUAL U.S. AND CANADIAN SHORT-TERM 
MORTGAGE INTEREST RATES 

1966 
1967 
1968 
1969 
1970 

(For the period 1966 to March 31, 1971) 

U.S. Construction Loan Rates 
A t U.S. Bank Prime 
Rate Plus 415% (1) 

% 
10/11 
10/11 

10*/11* 
12112/13Yz 

Canadiall Interim Loan Rates 
Bank Prime Rate 

Plus 11/2 % to 21/2 % (1) NOll-Bank Rates (2) 

1971 (3/31) 
10*/11* 
9Y2110YZ 

% 
714/814 

819 
814/914 

10111 
9/10 
8/9 

% 
NIA 
NIA 
NIA 
14+ 
14+ 
12+ 

Sources: ( 1) Money Market Review for U.S. and Canadian Bank "Prime" Rates, 
McLeod, Young, Weir & Company Limited, Toronto. 
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Canadian interest rates represent effective cost to the developer, as Cana
dian banks are primarily compensated through interest charges, while U.S. 
banks and REITs have aggressively bargained with developers for fees and 
other charges to increase their interest rate compensation. U.S. banks usually 
require a 10 percent to 20 percent compensating balance (which adds one
half of one percent to one and one-quarter percent to the cost of the loan). 
U.S. banks and REITs also negotiate for commitment fees of one-half of 
one percent to one percent of either the total loan or the unused portion 
of the total loan, and a penalty repayment rate, whereby the term of the 
loan is fixed and a penalty rate, usually 18 percent on the balance out
standing, is charged under the loan agreement if the building is not com
pleted as scheduled. 

During the 1969-1970 tight money period, when Canadian banks were 
encountering disintermediation problems and strong demands for funds 
from their long-established corporate borrowers, some Canadian banks 
funded some of their interim financing in the Euro-dollar market. To obtain 
these funds, Canadian developers had to agree to pay rates tied to those 
banks' Euro-dollar sources, which at that time were significantly higher than 
the one and one-half percent to 2V2 percent over the Canadian prime rate 
that the banks normally charged. 

3. Canadian Long-Term Mortgage Interest Rates 

Historically, Canadian interest rates have been higher than U.S. rates as a 
result of the shortage of investment capital in this country (see Table 5-3). 

Despite the reported build-up of long-term mortgage funds in the hands 
of Canadian long-term lenders, long-term mortgage rates did not show the 
same rate of decline as did interim mortgage rates from 1970 to early 1971. 
One reason given for this is the large overhang of commercial construction 
and multiple housing requiring financing. This has also been true in the 
United States, where long-term rates have held firmer than C and D rates. 
Another reason for the decline of Canadian interim rates is that chartered 
banks soaked up their liquidity with interim loans. 

Table 5-4 shows monthly interest rates for long-term mortgages in the 
Toronto market for the period from 1969 to March 1971, for office, indus
trial, and commercial buildings and multiple-family housing. 

4. The Canadian Mortgage and Real Estate Market 

In 1970, construction expenditures in Canada totaled $11.7 billion, of 
which $8.8 billion were spent on private construction and $2.9 billion for 
federal, provincial, and municipal buildings.! Comparable U.S. figures totaled 
$90 billion, of which $60 billion were private construction and $30 billion 
public construction.2 As indicated earlier, it has been estimated that from 
30 percent to 100 percent of the $60 billion is eligible for construction 

! Central Mortgage and Housing Corporation, Canadian Housing Statistics - 1970 
(Ottawa: CMHC, March 1971). 

2 McLeod, Young, Weir & Company Limited, Real Estate Investment FUllds: Financial, 
Marketing and Regulatory Aspects (report prepared for the Special Project Team on 
New Financing Mechanisms and Institutions, unpublished, 1971). 
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Table 5-3 

COMPARISON OF AVERAGE ANNUAL CANADIAN AND U.S. INTEREST RATES 

Year 

1966 
1967 
1968 
1969 
1970 
1971 (3 mos.) 

Year 

1966 
1967 
1968 
1969 
1970 
1971 (3 mos.) 

Sources: (1) 

(During the Period from 1966 to 1971) 

CANADIAN INTEREST RATES 

Bank Savings Bank Time Finance Co. Canada Canada 
Accounts (Ilon- Deposits Paper Savings Government 
chequillg) ( 1) (90days)(l) (90 days)( 1) Bonds(l) Bonds (Iollg) ( 1) 

% % % % % 
- (3) 5.09(3 ) 6.17(3) 5.78 5.77 

4.50 5.23 5.85 5.58 6.01 
4.92 6.54 7.45 6.92 6.67 
6.96 7.15 7.85 8.17 7.59 
6.19 6.94 7.31 7.75 7.95 
5.00 5.00 4.63 6.80 

U.S. INTEREST RATES 

Bank Savings Bank Time Finance Co. U.S. GO\'em-
A CcoUlltS (non- Deposits Paper lI1('nt BOllds 
c/zequing) ( 6) (90 days) ( 4) (90 days) ( 5) (lollg) ( 5) 

% % % % 
4.45 4.04 5.42 4.66 
4.67 4.24 4.89 5.51 
4.68 4.48 5.69 5.25 
4.78 4.87 7.16 6.10 
nla nla 6.77 6.58 
nla nla 4.50 6.15 

Bank of Canada Statistical Summary, Bank of Canada, Ottawa, February and 

Calladian 
Corporate 
Bonds(2) 

% 
6.50 
7.09 
7.93 
8.75 
9.18 
8.47 

U.S. Cor-
porate Bonds 

AAA ratillg(5) 

% 
5.13 
6.0 
6.18 
7.03 
8.04 
7.22 

March 1971. 

(2) 10 Industrial Bond Yield Average, McLeod, Young, Weir & Company Limited, Toronto. 

(3) Bank of Canada Statistical Summary, op. cit., December 1969. 

(4) U.S. Financial Data, Federal Reserve Bank of St. Louis, St. Louis. 

(5) Survey of Current Business, U.S. Department of Commerce, March 1967 and January 1971. 

NHA Mortgage 
(lIlultiple 

housillg) ( 1) 

% 
6.2 
7.3 
8.6 
9.4 

10.1 
10.2 

FHA-VA 
Mortgages 

(5) 

% 
5.7 
6.0 
6.5 
7.5 
8.5 
9.2 

Conventional 
Mortgages 

(Housing) (1 ) 

% 
7.7 
8.1 
9.1 
9.8 

10.5 
10.8 

Conventional 
Mortgages 

(Housing) (5) 

% 
6.1 
6.3 
6.8 
7.7 
8.3 
8.5 

(6) United States Savings & Loan League, cited by James Hanbury, Industry Review - Real Estate Investment Trusts, Research De
partment, Paine, Webber, Jackson & Curtis, New York, No. 77, September 30, 1970. 



Table 5-4 

MONTHLY INTEREST RATES IN THE TORONTO MORTGAGE MARKET FOR 
OFFICE, INDUSTRIAL, AND COMMERCIAL CONSTRUCTION AND 

MULTIPLE-FAMILY HOUSING 
(For Period from 1969 to March 1971) 

Multiple-Family Housing 
Industrial 

Office and Commercial NHA Conventional 

% % % % 
1969 January 9\41 9~ 9\41 9~ 9% max. 9Yz 

February 9\41 9~ 9\41 9~ 9% max. 9\.-2 
March 9\41 9~ 9\41 9~ 9% max. 9Yz 
April 9\41 9~ 9Yzi 9~ 9% max. 9\.-2/ 9~ 
May 9\.-21 9~ 9\.-2/ 9~ 9% max. 9Yzi 9~ 
June 9~1101,4 9~/10\4 9% max. 9~/1O 
July 9~/10\4 9~/1O\4 9Yz/ 9~ 10 
August 10/10\.-2 1O/10Yz 9¥.t 10/10\.-2 
September 10/10\.-2 10/10Yz 10 1O/l0Yz 
October 1O/1OYz 10/10\.-2 9~/10\.-2 10\4/10\.-2 
November 10Yz/11 101,4/11 10 IIOY2 lOY2/103,4 
December IOY2/11\4 IOY2 I 11\.-2 10\4/10~ 10Y2Ill 

1970 January 10Y2I 11 \4 10\.-2/11\4 10\4/ 1O~ 1O~/ll\4 
February 10Y2/11\4 10Y2/11\4 10\4 /10¥.t 1O~/11\4 
March lOY2I 11 \4 10Y2/11\4 IOY2/10~ 1O¥.t 111\4 
April 101/2 I 111,4 10 1/2 I 111/4 101/2/1 O¥.t 1034 11 P,4 
May 1O\.-2/1H~ 10\.-2 I 11\4 10Y2/ 1O~ lO~/ll\4 
June lOY2 I 11\4 10\.-2 I 11\4 10\4/ 1O~ lO~/ll\4 
July 10\.-2 111\4 lOY2 I 11\4 1OY.!/l0~ 10~ plus 
August lOY2/1P,4 10\.-2 II P,4 1()J,4 / 1O~ 1O~/l1\4 
September 10\.-2/11\4 10\.-2/11\4 1O\4/1O~ lO~/ll\4 
October 101/2/11\4 lOY2/11 1,4 10/1O¥.t 1034/11\4 
November 10Y2/11\4 lOY2/11!4 10/ 10~ 1O~/ll\4 
December 10\4/11\4 10\4/11\4 10/10\4 10\.-2/11 

1971 January 10/1O~ 10/ 10~ 9\.-2/10 1O\4/10~ 
February 9¥.t /10\4 9~ 110\4 9\41 9Y2 9~/I0~ 
March 9/10\4 9/10\4 9/ 9\4 9Yz/l0 

Source: The Toronto Monthly Mortgage Market Review, Investment Department -
Mortgage Division, A. E. LePage Limited, Toronto. 

loans.3 In Canadian terms, this would put the REIF market at about $8.8 
billion. 

Table 5-5 shows the estimate made of the Canadian mortgage market 
for interim and long-term mortgage REIFs. The interim and long-term mort
gage markets have been treated as two distinct REIF markets. For interim 
loans, the total market in 1970 was estimated to be about $1,346 million to 
$1,371 million (Colullln X). Interim loans for single-family housing were 
excluded from the estimate because this is an area dominated by the Cana
dian chartered banks and it will continue to be so. Existing residential 
property also was excluded. Since first draw-downs are usually taken at the 
half-way point of construction, the interim market for multiple housing was 
calculated at $355 million (one half of Column II) plus $353 million (one
half of Column VI), representing one-half of mortgage loans approved on 
new multiple-family housing by private lenders and CMHC respectively. A 
market for interim loans of $508 million (Column IV) was calculated for 
other property. A market of $81 million (Colullln VII/) was estimated for 

3 Ibid. 
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Table 5-5 

ESTIMATE OF THE TOTAL CANADIAN MARKET FOR INTERIM MORTGAGE LOANS AND LONG-TERM MORTGAGE LOANS 

($ Millions) 

Mortgage Loans 
NHA and Com"ell/ional ApprOl"ed 

Estimate Mortgage Loans By Pril"ate All New Direct Loans 
ApprOl"ed for Institutions jor ApprOl"ed by CMHC for Gross of Gross 

[sSltes of Mortgage 
New Ne~t· NeM" New Existing Corporate Loalls Estimate of the Estimate of the Estimate of the 

Single. Mulliple- Exi.uing Single- Multiple- Resi- Bonds b}" A pprol"ed Toral Canadian Total Canadian Total Canadian 
Family Famil}' Residential Other Famil}" Familr dential Real Estate by NOll- Market for Market for Market for 

Housing Housing Property Properl.l' Housing Housing Properl), Companies Residents Illlerim, Long-Ierm Pril'ale Sector 
Year (I) (I) (I) (I) (I) (I) (I) (2) (3) Mortgage Loans Mortgage Loans Mortgage Loans 

I II III IV V VI VII VIII IX X XI XII 

1966 $361 $405 $470 $382 $401 $173 $19 $ 89 $ 20 $ 779 $ 1727 $ 2,506 

1967 440 661 654 369 371 327 42 132 30 1,025 2,286 3,311 

1968 789 1006 571 335 190 260 50 176 50/75 1,194/1,219 2,927/2,952 4,121/4,171 

1969 845 845 672 432 112 337 53 140 50/75 1,3121 1,337 2,984/3,009 4,396/4,346 

1970 667 709 723 508 144 706 28 81 50/75 1,346/1,371 2,738/2,763 4,084/4,134 

Sources: (1) Central Mortgage and Housing Corporation, Canadian HOI/sing Statistics - 1970 (Ottawa: CMHC, March 1971), Tables 29-41. 

(2) Bank of Canada" 
(3) Dominion Bureau of Statistics" 



interim loans on property ultimately financed by bonds issued by real estate 
companies (bond lenders normally advance only against completion certifi
cates). The balance of $50 million to $75 million (Column IX) represents 
interim financing required for mortgages approved by non-resident lenders. 
In making this last estimate, it was assumed that all non-resident mortgages 
would be provided on a completion basis. This assumption should be real
istic, since the great percentage of non-resident mortgages is made by U.S. 
lenders, who traditionally have operated on a completion basis. The $50 
million to $75 million figure is a "best effort" figure, because CMHC, the 
Bank of Canada, and the Dominion Bureau of Statistics do not have accu
rate non-resident mortgage data. The Dominion Bureau of Statistics provided 
the figures on which the non-resident estimate was based. 

It was estimated that the Canadian long-term mortgage market in 1970 
was about $2,738 million to $2,763 million (Column Xl). To reach this 
figure, the following were included: $667 million (Column /) in mortgage 
loans approved for new single-family homes by private institutions; $709 
million (Columll II) in mortgage loans approved for new multiple-family 
houses by private institutions; $723 million (Colllllln Ill) in mortgage loans 
approved for existing residential property; $508 million (Colllllln IV) in 
mortgage loans approved by private institutions on other property; $81 mil
lion (Column Vlll) for property financed by bonds issued by real estate 
companies; and an estimate of $50 million to $75 million (Columll IX) 
for mortgages approved by non-residents. It should be noted that the interim 
and long-term mortgage markets are two distinct opportunities for REIFs, 
and hence were double counted, in looking at the total potential mortgage 
market of $4,084 million to $4,134 million. 

In contrast to U.S. REITs, it appears that Canadian REIFs could earn 
a profitable spread by investing significant sums in mortgages on single
family housing, since rates in Canada for single-family home mortgages arc 
substantially higher than those in the United States. The fact that interest 
rates on mortgages for single-family housing in Canada can be renegotiated 
by the lender every five years also should make this mortgage investment 
category more attractive for Canadian REIFs than it has been for U.S. 
REITs. In addition, some REIFs might want to invest in this area for policy 
reasons; for example, certain financial institutions that organize REIFs may 
invest a portion of their assets in single-family housing in an effort to assist 
the Federal Government's effort to channel investment funds into that area. 

5. Future Canadian Mortgage and Real Estate Markets 

There have been some very bullish statements made about the requirements 
of the next decade's real estate industry in Canada. In its Sixth Annual Re
view, the Economic Council of Canada forecast that the volume of expendi
tures for new housing in the period 1967-1975 would grow at the rate of 
6.1 percent per annum. Translated into 1975 dollars, investment in housing 
in 1975 was estimated at about $5.3 billion per annum,4 as compared with 

4 Economic Council of Canada, Sixth Annual Rel'ielV - Perspective 1975 (Ottawa: 
Queen's Printer, September 1969), pp. 99·100. 
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$2.5 billion spent in 1970.5 The Review also forecast "that there would be a 
significant expansion in the construction of large commercial and office 
buildings in the 1970's, particularly for the finance, insurance and real estate 
sector of the economy".6 

In a more recent forecast, the Economic Research Department of The 
Toronto Dominion Bank estimated that construction expenditures in Canada 
would be even higher by 1976. It predicted a 10.7 percent annual increase 
in overall construction expenditures in the period 1970-1976, made up of 
an 8.9 percent annual increase in non-residential expenditures and a 14.3 
percent annual increase in residential expenditures (see Table 5-6). 

Looking specifically at Canada's housing problems, Dr. Albert B. 
Goracz, former Senior Economist for CMHC, made forecasts as set forth 
in Table 5-7. 

In assessing the potential market for REIFs, it should be pointed out 
that most of the expected housing growth should occur in multiple-family 
housing, an area of significant investment for C and D, long-term mortgage, 
and equity REITs in the United States. 

6. Impact on Real Estate Developers 

REIFs would add a new element of competition to the Canadian real 
estate market, giving developers a new source of interim and long-term 
funds. In addition, REIFs would probably provide most of the non-financial 
benefits and services provided by U.S. REITs. As single-purpose businesses, 
Canadian REIFs ought to be more dynamic real estate lenders than existing 
Canadian financial institutions. Also, REIFs are potentially contra-cyclical 
lending institutions; therefore, they ought to be able to offset, to some extent, 
the critical shortages of investment funds that the construction industry faces 
during tight money periods (in these periods, traditional sources of real 
estate investment funds, particularly bank and life insurance sources, tend to 

Table 5-6 

CONSTRUCTION EXPENDITURES IN CANADA 
($ Millions) 

Annual % Non- Annual % 
Year Residential! Increase Residential! Increase Total 

1966 $2,609 $ 7,133 $ 9,742 
1967 2,822 8.16% 7,132 (0.0 %) 9,954 
1968 3,267 15.78% 7,144 0.02% 10,411 
1969 3,855 18.00% 7,479 4.69% 11,334 
1970 3,558 (7.71 %) 8,160 9.11% 11,718 
1976 (E) 7,925 14.3 %2 13,600 8.9 %3 21,525 

1 Includes both private and public expenditures. 

2 Six-year increase: 122.73%. 

3 Six-year increase: 66.67%. 

4 Six-year increase: 83.69%. 

Annual % 
Increase 

2.18% 
4.59% 
8.87% 
3.39% 

10.7 %4 

Sources: 1966-1970 figures, National Income & Expenditure Accounts, Dominion Bureau 
of Statistics, Catalogue #13-001; and 1976 forecast by the Economic Research 
Department of The Toronto Dominion Bank, internal report, April 28, 1971. 

5 Central Mortgage and Housing Corporation, Canadian Housing Statistics - 1970. 
6 Economic Council of Canada, Perspective 1975, p. 98. 
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Table 5-7 

DWELLING UNITS COMPLETED IN CANADA 

(Thousands of units) 

Single- Multiple-
Family % Family % Total % 

Period Units Increase Units (1) Increase Units Increases 

1961 76 40 116 
1962 76 51 27.5 127 9.5 
1963 72 (5.3 ) 56 9.8 128 0.8 
1964 76 5.5 74 32.1 150 17.2 
1965 75 (1.3 ) 78 5.4 153 2.0 
1966 74 (1.3 ) 88 12.8 162 5.9 
1967 74 75 (14.8) 149 (8.0) 
1968 75 1.3 95 26.6 170 14.0 
1969 79 5.3 117 23.1 196 15.3 
1970 67 15.2 108 7.6 175 (10.7) 
1971(E) 84 25.4 126 16.7 210 20.0 
1972(E) 87 3.6 130 3.1 217 3.3 
1973(E) 89 2.3 134 3.1 223 2.8 
1974(E) 92 3.4 138 3.0 230 3.1 
1975 (E) 94 2.2 142 2.9 236 2.6 
1976(E) 97 3.2 146 2.8 243 3.0 
1977(E) 99 2.1 148 1.4 247 1.6 
1978(E) 101 2.0 154 4.1 255 3.2 
1979(E) 103 2.0 154 257 0.8 
1980(E) 104 1.0 156 1.3 260 1.2 

Source: Figures for period 1961-1970 from Central Mortgage and Housing Corporation, 
Canadian Housing Statistics - 1970 (Ottawa: CMHC, March 1971); and 
forecast for periods 1971-1980 by Albert B. Goracz, formerly Senior Econo-
mist, CMHC, Technical Paper No.3 - Housing Requirements to 1981, An 
Internal Research Paper, February 4, 1969. 

tighten and dry up). In the United States, when this type of climate pre
vailed between 1969 and ] 971, RElTs were able to provide funds that kept 
the construction industry alive. 

Real estate developers in the United States have organized long-term 
mortgage and equity RElTs. Canadian developers should be interested in 
doing the same, both to obtain the advisory fees and to use REIFs as a 
source of funds for their projects. 

7. REIFs and Existing Financial Institutions 

REIFs will probably be organized by Canadian chartered banks, life insur
ance companies, trust companies, mortgage banks, and other loan companies, 
following the pattern of the United States RElTs. In addition to receiving 
advisory fees, REIFs would provide these organizers with a new source of 
funds. For some institutions, the latter advantage might be more important 
than the former. REIFs might also provide each of these financial institu
tions with a contra-cyclical vehicle which would enable them to service a 
portion or all of their mortgage loan demand during periods of tight money. 

Table 5-8 shows all mortgage loans approved by private lending institu
tions in Canada between 1961 and 1970. 

The table shows that in the tight money year of 1970, all private lending 
institutions except banks (which reacted sooner) reduced their loan appro v-
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Year 

1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
Source: 

Table 5-8 

ALL MORTGAGE LOANS APPROVED BY PRIVATE LENDING 
INSTITUTIONS IN CANADA, 1961-1970 

($ Millions) 

Life Loan and 
Chartered Insurance Trust Other 

Banks Companies Companies Companies 

nominal $ 783 $ 335 $310 
nominal 785 402 343 
nominal 902 520 417 

9 1,011 695 595 
6 1,157 808 580 

nominal 803 423 391 
252 799 662 409 
446 844 898 511 
381 621 1,176 615 
509 445 1,080 581 

Total 

$1,383 
1,531 
1,840 
2,311 
2,552 
1,618 
2,124 
2,701 
2,793 
2,627 

Central Mortgage and Housing Corporation, Canadian 
1970 (Ottawa: CMHC, March 1971). 

Housing Statistics -

als, just as they did in 1966. In both periods, housing was one of the main 
victims of monetary restraint. 

Table 5-8 also shows that the life insurance companies' share of the 
Canadian mortgage market has declined significantly since 1965. According 
to a report by the Economic Research Department of The Toronto Dominion 
Bank, this was due to a number of factors: there has been a trend for life 
insurance companies to invest their money in real estate equities rather than 
mortgages; life insurance companies have been experiencing slow asset 
growth in the recent inflationary period and have been faced, in Canada 
and the United States, with sharply rising policy loans; and Canadian life 
insurance companies have encountered cash drains as a result of new taxes. 7 

For these reasons, Canadian life insurance companies should be particu
larly interested in organizing REIFs. 

Since 1968, several Canadian financial institutions have evidenced inter
est in increasing their participation in the Canadian mortgage market by 
forming mortgage investment subsidiaries. In 1968 Royal Trust formed the 
M Fund; in 1969, the Royal Bank formed RoyMore Limited; in 1970, the 
Bank of Montreal formed Firstbank Investments Limited and The Toronto 
Dominion Bank formed Tordom Investments Limited; and in 1971, the 
Bank of Nova Scotia purchased control of Central Covenants (Holdings) 
Limited. On June 16, 1971, Royal Trust announced that it had approved 
in principle the formation of a company to provide interim financing for 
construction of residential, industrial, commercial, and other building pro
jects. The company was to be a joint venture with Conill Corporation, the 
one-bank holding company for Continental Illinois National Bank and Trust 
Company of Chicago. The announcement of the new joint venture stated 
that the company would "fill a big gap in financing in Canada. It is being set 

7 C. V. McKenzie and 1. P. Lounsbury, The Toronto Dominion Bank, Department of 
Economic Research, Olltlook for Housing in Callada, an internal report, April 1971, 
pp. 2-3. 
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up to handle the type of financing a builder or developer requires from the 
start of his project until completion when the final long-term lender ad
vances the mortgage money."8 All these vehicles were designed to raise out
side funds for investment in the Canadian long-term mortgage market. Ex
cept for the M Fund, however, equity in these companies is privately held. 

During the Project Team's investigations in 1970 - 1971, a number of 
Canadian financial institutions expressed interest in the REIF concept; and 
to date, several have looked in depth at the prospect of organizing a REIF. 

II. MARKET INTEREST IN A CANADIAN REIF 

1. Canadian Investor Interest 

Small as well as large investors would be able to participate through a REIF 
in a professionally managed portfolio of diversified real estate investments. 
For small investors, it would provide a vehicle for investing in real estate 
equivalent to the mutual fund vehicle for investing in the stock market. The 
REIF concept should have wide investor appeal, particularly for small in
vestors, as a marketable, relatively safe mortgage or real estate-backed yield 
security. It should also provide investors with a moderate capital gains poten
tial, and in some cases more than moderate capital gains potential, if the 
United States experience is indicative. In Canada, trusteed pension funds 
(including pooled funds) total about $10 billion; at present, only about 11 
percent of total book value is invested in mortgages.9 While institutions such 
as trust companies and life insurance companies and some of the very large 
pension funds (CPR, CNR, and Air Canada) have in-house real estate in
vestment originating capabilities and analytical expertise, most of the smaller 
financial institutions and independently managed Canadian pension funds do 
not. For this reason, these institutions should be interested in investing in 
REIFs. 

As indicated earlier, the First Toronto Mortgage Trust offering was un
placement; it was not a legal investment; it left certain tax questions un
successful, but there were specific reasons for its failure: it was a private 
answered; it was· not sponsored by a major Canadian financial institution 
(such as a bank, a life insurance company, or a trust company); and some 
investors questioned the credit worthiness of the initial portfolio. 

Several U.S. and Canadian pension fund managers who were interviewed 
by the Project Team stated that they might channel more funds into mort
gages if they had more flexibility in buying and selling such investments. 
REIFs would provide institutions with a real estate investment vehicle that 
had liquidity. Several Canadian institutional investors have specifically ex
pressed their interest in investing in Canadan REIFs. Reportedly, a few 
Canadian institutional investors have already committed substantial funds 
into U.S. REITs. 

Parallel to the U.S. experience, it is predicted that there would be a 

8 "Royal Trust Plans Interim Financing Firm", The Globe and Mail (Business Section), 
June 16, 1971. 

9 Trusteed Pension Plans Financial Statistics 1969, Dominion Bureau of Statistics, 
Catalogue No. 74-201, November 1970. 
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greater market interest in Canada for mortgage REIFs than there would be 
for equity REIFs. 

It is impossible to say what the investor profile would look like for any 
one REIF or for the industry as a whole. In the Canadian market, however, 
it would be critical to the successful underwriting of a large REIF ($20 
million or over) to obtain a large number of institutional orders and gener
ate strong retail interest. Smaller REIFs could probably be launched institu
tionally, or through retail channels with a smaller number of institutional 
orders. 

2. Non-Resident Interest 

Several U.S. underwriters have expressed interest in distributing a Canadian 
REIF's stock in the United States if there are no unusual problems with 
respect to interest equalization tax and withholding tax. There could be 
substantial European interest, particularly in Germany, which has an attrac
tive tax structure that encourages overseas real estate investment. Far Eastern 
interests also might be attracted to investing in Canadian REIFs. Subject to 
clarifying some of the tax questions, equity REIFs in particular should 
appeal to non-resident investors. There should be more non-resident interest 
in Canadian REIFs than in U.S. REITs because of the more complicated 
U.S. federal and state tax structure. Also, rates of return on real estate in 
Canada are higher than in the United States. Currently, at least one Canadian 
institution is investigating the possibility of setting up a vehicle for dis
tributing securities in Germany and investing the proceeds in Canadian real 
estate equities. 

3. Timing and Growth Problems 

Timing will be crucial in getting a Canadian REIF industry started. The 
high real estate mortgage rates that existed in 1970 were not so attractive 
in 1971. In the stock market, as the Dow Jones Industrial Average hovered 
near 900, investors were once again concerned about long-term inflation, 
which in turn may mean that they were more interested in buying growth 
equities than in buying for secure yield income, as they did in 1970 and 
1971. These two facts should warn would-be REIF organizers to watch for 
receptive market conditions. The successful pioneering of the concept in the 
United States, however, may be enough of a precedent to start the industry 
in Canada without the tight money conditions of 1970-1972. 

Aside from the question of timing, what is the ultimate Canadian market 
potential for REIFs? 

Real estate industry forecasts to 1980 indicate a large potential demand 
for real estate financing; and if the recent trend persists, it appears that the 
proportion of total expenditures financed by major private lenders will 
decline from one-half to about two-fifths of total expenditure requirements 
of the real estate industry by 1975.10 REIFs could contribute to reversing 
that trend. 

10 Forecast by Central Mortgage and Housing Corporation, cited by J. V. Poapst, 
Notes for Remarks to the Second Conference on Mortgage Investments for Trusteed 
Pension Plans, Ottawa, December 9, 1970. 
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The rate structure, the growing use of equity sweeteners, and the demand 
for long-term mortgages in Canada seem to offer an encouraging market for 
long-term mortgage REIFs. There would also seem to be a market for equity 
REIFs, although it may prove difficult to sell the concept to the investor 
if the U.S. experience holds. The marketability of Canadian equity REIFs 
may be aided, however, by the provincial securities commissioners' practice 
of allowing issuers to indicate appreciated appraisal values for real estate 
equity investments in the texts of their prospectuses. 

The difficult question is whether interim REIFs are marketable. The 
answer depends upon the accuracy of our observations on the lower rate 
structure in the interim loan market, as well as our estimate of the smaller 
relative size of the market. Table 5-9 shows construction and development 
loan interest rates as set out in the initial portfolios of a number of U.S. 
REITs taken to the public in 1969 and 1970. Table 5-1 indicated that the 
present level of Canadian bank interest rates for interim loans is significantly 
lower. 

A REIF's earnings would not be attractive to investors with an interim 
loan portfolio assembled from loans placed at the current level of interest 
rates that banks charge better developers. If a portfolio were placed at one 
and one-eighth percent to 21/2 percent above the present 6'12 percent prime 
rate, the gross earnings generated thereby would be reduced by advisory 
fees of one percent to one and one-half percent. Leverage would not produce 
any significant spread at those rates. This would mean that the RElF could 
not sell against today's corporate bond yields of 8'12 percent and the M 
Fund's yield of approximately 8 percent. It might be possible, with capable 
management, to deal with weaker developers in order to earn higher rates. 
But any large initial underwriting would be difficult if borrowers were known 
to have a weak credit rating. Still, a Canadian interim REIF could strengthen 
its earnings through the prudent use of debt leverage and by making higher
yielding standby loans, gap financing, development loans, or interim financing 
with no take-outs, though these areas traditionally have been regarded as 
higher risk areas. Interim lending for condominium construction also might 
offer higher rates. In addition, there may be a sufficient market in the prime 
plus 3 percent range, as was found by one smalI chartered bank that was 
interviewed. Our research to date indicates, however, that organizers who 
want to launch large interim vehicles will have to wait for interim rates 
to firm before they can even consider taking a large interim-loan-oriented 
REIF to the public market. 

III. NECESSITY FOR CONDUIT TAX TREATMENT 

Full flow-through tax treatment would be critical for Canadian REIFs. 
REITs have successfully developed in the United States as yield vehicles. In 
Canada, REIF dividends would have to compare favorably with yields on 
other marketable fixed income securities, particularly Canadian corporate 
bonds. REIF dividends also would have to compare favorably with yields 
of the Royal Trust M Fund. 

Table 5 - 10 compares rates of return under the present Income Tax 
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00 Table 5-9 tv 

INDICATED INITIAL PORTFOLIO YIELDS OF SELECTED U.S. REITS 

Average Yield range Presence 
Yield on on the Con- Yield of equity 

Construction struction & Yields on range on the sweeteners Total Grose 
& Development Development Long-term Long-term on Long-term EstimatedYield 

Date of Issue Name* Loans Loans Mortgages Mortgages Mortgage Loans at Issue 

Sept. 16, 1969 Diversified Mortgage 9.04 8.0- None 9.04% 
Investors (LTM) 10.0 

Nov. 6, 1969 Hubbard Real Estate None N/A N/A 7~-7Y2% No 7~-7Y2 % 
Investors (E) 

Feb. 3, 1970 Wachovia Realty 10.93 9.5- None 10.93 
Investments (STM) 14.5 

Feb. 18, 1970 Continental Mortgage 9.4 N/A 12.9 9.4 
Investors (STM) 

Mar. 17, 1970 Connecticut General N/A 9~- N/A 9%-14.0 Yes N/A 
Mortgage & Realty 14.0 
Investments (LTM) 

Apr. 14, 1970 MONY Mortgage Investors (LTM) N/A 10.0- None N/A 
12.0 

Jun. 30, 1970 Wells Fargo Mortgage N/A 9.0- None N/A 
Inv. (STM) 18.0 

Ju\. 14, 1970 Bank America Realty 9Y2 9-10 None 9Y2 
Investors (E) 

Aug. 26, 1970 First of Denver Mortgage 12.38 9.0- None 12.38 
Inv. (STM) 13.0 

Sept. 29, 1970 Citizens & Southern N/A 10.0- N/A 9~-13 Yes N/A 
Realty Inv. (STM) 11.64- 11.87 10.3-14.4 Yes 12.29 

Oct. 1, 1970 BT Mortgage Investors 12.00(E) 12.58 
(LTM.E.STM) 9.5- N/A 9.5-14.0 N/A 

Oct. 6, 1970 Mass Mutual Mortgage and N/A 10.5 
Realty Investors (LTM) 10.5 ll(E) 10.38-11.37 Yes 10.85 

Oct. 29, 1970 The Equitable Life Mortgage N/A 13.5 
& Realty Investors (LTM) 10.0- None 8.98 

Oct. 29, 1970 First Mortgage Investors (STM) 8.98 
15.0 

Dec. 17, 1970 PNB Mortgage and Realty 9.31 8.62- 10.26 9.75-13.04 Yes N/A 
Inv. (LTM) 

Jan. 21, 1971 Cleve trust Realty N/A 9.00- N/A 10.0-11.0 Yes N/A 
Investors 12.00 

* Type of REIT Key Source: REIT prospectuses. 
E = Equity Trust E = Estimated 
STM = Short-term Mortgage NI A = Not Available 
LTM = Long-term Mortgage 



Act on investment in a REIF paying full corporate taxes, a REIF paying 
no corporate taxes, and a corporate bond yielding 81h percent. Comparative 
figures are shown for two investors: one in the 35 percent marginal tax 
bracket, and one in the 50 percent marginal tax bracket. In making the 
calculations, it was assumed that a Canadian REIF could earn a 10 percent 
gross yield on investments and a 3 percent spread on levered funds. It was 
further assumed that if REIFs were granted flow-through tax treatment, a 
shareholder would not be entitled to 20 percent dividend tax credit. It is 
evident from the table that REIFs are not competitive without conduit 
treatment and that REIFs as an investment are more attractive as leverage 
increases. I I 

Some critics have argued that REIFs could do business if they were 
fully taxable by retaining their earnings and using them to grow. If this were 
done, trading in REIF shares would not be based on yield; rather, their 
shares would be regarded as any other common shares. REIFs would then 
simply become either finance companies specializing in mortgages if they 
were mortgage REIFs, or real estate investment companies if they were 
equity RElFs. This was not, however, the way the industry successfully de
veloped in the United States. In fact, the American REIT industry was 
dying before 1960; there were only a few equity REITs left, and they man
aged to survive only by distributing cash flow income. 

IV. CORPORATE FORM VERSUS THE TRUST FORM 

In designing a Canadian REIF, there seems to be no reason for significantly 
changing the basic characteristics and attributes of the U.S.-style REIT. In
deed, the closer the overall nature of the proposed Canadian vehicle is to 
the highly successful U.S. REIT, the more certainty there can be that the 
reaction of Canadian investors will be favorable, given the precedent. The 
major difference recommended is that RElFs should be able to elect the 
corporate form as well as the trust form. 

There are a number of reasons for favoring a corporate vehicle over a 
trust vehicle. First, there is a substantially greater body of corporate law 
than trust law in Canada. This situation exists in the United States also, 
where the trust form for real estate investment is regarded as an anachronism. 
The following quotation is cited from correspondence on this subject with 
a leading U.S. REIT securities lawyer: 
You have asked for my comments regarding the use of corporations rather 
than trusts as vehicles for achieving the benefits accorded to real estate in
vestment trusts under Sections 856, 857 and 858 of the United States In
ternal Revenue Code of 1954, as amended. I favor allowing corporations, 
as well as trusts, to qualify for these tax benefits. 

The limitation of eligibility to "an unincorporated trust or an unincor
porated association ... ", found in Section 856(a), is attributable more to 
the nature of the enterprises lobbying for the legislation than to a reflection 
of statutory purpose. We have in the United States, particularly in Massa-

11 Assets given, it can be expected that the spread on levered funds would be less at 
high levels of leverage because of the higher risk, and hence higher cost, to the debt 
holders. The importance of conduit status in taxation to the viability of REIFs is 
understated in the example. (Editor.) 
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00 Table 5-10 
""'" 

EFFECT OF CORPORATE INCOME TAX ON A REIF INVESTOR'S RETURN ON INVESTMENT 

Debt to Equity Ratio 
0/1 111 2/1 3/1 4/1 5/1 

Shareholders capital $10.00 $10.00 $10.00 $10.00 $10.00 $10.00 
Debt Capital 10.00 20.00 30.00 40.00 50.00 
Total Capital $10.00 $20.00 $30.00 $40.00 $50.00 $60.00 
Return on Equity at 10% 1.00 1.00 1.00 1.00 1.00 1.00 
Return on Debt at 3 % spread .30 .60 .90 1.20 1.50 
TOTAL RETURN $ 1.00 $ 1.30 $ 1.60 $ 1.90 $ 2.20 $ 2.50 
Expenses at 1.5 % of Gross Investments .15 .30 .45 .60 .75 .90 
Gross Income s-:ss $ 1.00 $TIT $ 1.30 $ 1.45 $ 1.60 
Corporate Tax at 53.4% * .45 .53 .61 .69 .77 .85 
NET INCOME ""$AO $""A7 "$34 ~ ~ $Ts 

-- ---
A. Return on Investment comparison calculated for investor in 35% 

marginal income tax bracket (ie: making $10/12,000 per year) 
(i) Return on Investment where REIF fully taxed $ .40 $ .47 $ .54 $ .61 $ .68 $ .75 

REIF's Income available for distribution .14 .16 .19 .21 .24 .26 
Less Personal Tax at 35% $T6 $3T $}5 ""$AO $--:44 $A9 
Plus Dividend Tax Credit of 20% .08 .09 .11 .12 .13 .15 
Investor's Income After all Taxes $T4 $AD $A6 $32 "$37 $M 
Return on Investment as % 3.4% 4.0% 4.6% 5.2% 5.7% 6.4% 

(ii) Return on Investment where REIF enjoys full flow-through tax 
treatment 
REIF's Income available for distribution $ .85 $ 1.00 $ 1.15 $ 1.30 $ 1.45 $ 1.60 
Less Personal Tax at 35% .29 .35 .40 .45 .51 .56 
Investors Income After All Taxes $56 $T5 $Ts s-:ss $T4 $ 1.04 

Return on Investment as % 5.6% 6.5% 7.5% 8.5% 9.4% 10.4% 

(iii) Return on Investment on 8Y2 % Corporate Bond 
Interest Income $ .85 
Less Personal Taxes at 35% .29 
Investor's Income after all Taxes $ .56 
Return on Investment as % ---s.6% 

-- -- -- -- --- --



Oil 111 
Debt to Equity Ratio 

211 311 411 511 

B. Return on Investment comparison calculated for investor in 50% 
marginal income tax bracket (ie: making $24/40,000 per year) 

(i) Return on Investment as % where REIF fully taxed 
REIF's Income available for distribution $ AO $ A7 $ .54 $ .61 $ .68 $ .75 
Less Personal Taxes at 50% .20 .23 .27 .30 .34 .37 

$ .20 $24 $27 $31 $34 $38 
Plus Dividend Tax Credit of 20% .08 .09 .11 .12 .13 .15 
Investor's Income after alI Taxes $--:28 $T3 $38 $ A3 $A? "$33 
Return on Investment as % 2.8% 3.3% 3.8% 4.3% 4.7% 5.3% 

(ii) Return on Investment as % where REIF enjoys fulI flow-through 
tax treatment 
REIF's Income available for distribution $ .85 $ 1.00 $ 1.15 $ 1.30 $ lA5 $ 1.60 
Less Personal Taxes at 50% A3 .50 .57 .65 .72 .80 
Investor's Income After all Taxes $ A2 $-"50 $38 f""-:65 r-:n $ .80 

Return on Investment as % 4.2% 5.0% 5.8% 6.5% 7.3% 8.0% 

(iii) Return on Investment on 81/2 % Corporate Bond 
Interest Income $ .85 
Less Personal Taxes at 50% A3 
Investor's Income After alI Taxes $ A2 
Return on Investment as % 4.2% --

*Tax Rate for Ontario Corporations is 53A% 



chusetts, a number of business trusts engaged in real estate investments, 
which were formed in the 19th century when corporations were not author
ized to hold real estate for investment. These trusts were generally not sub
ject to federal income taxation until the 1930's, when the decisions in a line 
of cases, the most prominent of which is Morrissey v. Commissioner (296 
U.S. 344, 1935), recognized the similarities between these trusts and ordi
nary business corporations and held the trusts to be taxable as corporations. 
The provisions referred to earlier, which were enacted in 1960, are at least 
in part the result of a lobbying effort by these old trusts to revert to their 
former tax status. 

The only reason I have heard for the requirements set forth in Section 
856(a) is that the trustees of a real estate investment trust would be subject 
to a higher degree of care in the management of the trust's affairs than the 
directors of a corporation. In fact, the standard to be applied has never 
been clearly articulated, and the unfamiliarity of the courts in most jurisdic
tions in this country with the business trust vehicle makes it impossible to 
advise a client who is a trustee of a real estate investment trust what stan
dard is to be applied to his conduct. The governing instruments of real estate 
investment trusts are ordinarily drafted to provide specifically a standard of 
care not greater than that imposed by statute on corporate directors and 
most lawyers, I believe, advise their clients to gauge their activities by the 
standard applicable to directors of a corporation. In any event, the duty of 
care imposed in this country on directors of corporations is now so great 
that I find it difficult to believe that, on any set of facts, a court would apply 
a more stringent test to the trustees of a business trust than to the directors 
of a corporation. 

Quite apart from its failure to impose a more stringent standard of care 
on the persons charged with the management of a real estate trust's assets, 
the trust vehicle has a serious shortcoming which is a decided disadvantage 
to its public shareholders. Unlike shareholders of a corporation, shareholders 
of a trust, at least in the United States, are not free of liability for claims 
against the trust itself. The states of the United States recognize the limited 
liability of shareholders of corporations organized in other states as well as 
in their own. No such comity among the jurisdictions exists, however, with 
respect to the liability of shareholders of a business trust. As a result, even 
though several states have adopted statutes in the last few years specifically 
exempting shareholders of a real estate investment trust from liability, these 
statutes have no applicability outside the jurisdictions that adopted them so 
that, even if a trust is organized in a jurisdiction with such a statute, its 
shareholders cannot be assured of freedom from liability with respect to 
claims arising outside the jurisdiction of its organization. 

Even in Massachusetts, which has the longest tradition of business 
trusts, shareholders can be assured of freedom from liability only in respect 
of contract claims based on a contract in which freedom of shareholders 
from liability is specifically acknowledged. With respect to tort and other 
claims, the liability of shareholders in Massachusetts depends on the degree 
of control the shareholders exercise over the conduct of the trust's business, 
and Massachusetts counsel find it difficult to detennine precisely how much 
control will cause such liability to attach. As a result, by limiting the degree 
of shareholder control in order to limit the exposure of shareholders to such 
liability, shareholders are denied the opportunity to vote upon matters cus
tomarily submitted to shareholders of a business corporation. 

I believe the uncertainty of the law in the respects noted above militates 
toward making the advantages offered by Sections 856, 857 and 858 of our 
Internal Revenue Code available to corporations as well as unincorporated 
trusts and associations. 
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In Canada, there is an even smaller body of trust law than in the United 
States, where the Massachusetts business trust was quite a common method 
for organizing unincorporated business in the late 1800s and early 1900s. 
In addition, there are trust law problems peculiar to the Civil Code of the 
Province of Quebec. All Canadian trusts have limited life, and Ontario 
business trusts in particular have a limited life of twenty-one years. Further
more, the trust vehicle could impose distinctive legal problems on share
holders, creditors, and trustees. (For a detailed discussion of these issues, 
see Chapter 6.) 

While it would not be impossible to underwrite a REIF issue in the 
trust form, it would be considerably more difficult than in the corporate 
form because it is less well known to the investing public. 
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Chapter 6 

The Real Estate Investment Fund - Non-Tax Aspects 

by J. S. Peterson 

If real estate investment funds are to have a significant impact upon the pat
tern of Canadian financing, they must meet numerous requirements. This 
chapter first presents a resume of requirements. It then compares the pri
mary alternative legal vehicles that might be used for REIFs. 

I. REQUIREMENTS OF A REIF 

A REIF must be an intermediary vehicle which will remove for all investors, 
regardless of their financial capabilities or know-how, the barriers that pre
sently exist to investing in mortgages and real estate in Canada. To achieve 
this objective, it would appear that, as a minimum, the following conditions 
should be satisfied. 

1. Conduit Treatment 

The sine qua non of a REIF is that the investor who makes indirect invest
ments in mortgages and real estate through a REIF be taxed in the same 
manner as if such investments were made directly without the intermediary 
of a REIF. In other words, there must be practical tax equivalence between 
direct and indirect investment; the investor should pay tax at his personal 
rate on his proportionate share of the earnings obtained by the intermediary 
institution. Thus, income must pass through the institution for tax purposes 
as if it were merely a conduit. 

2. Nature of Investments 

In the United States, there are three categories of REITS as determined by 
their investments, namely, mortgage, equity, and hybrid REITs. The first 
invests entirely in mortgages, the second in direct ownership of real property 
interests, and the third in a combination of the two. To encourage the 
maximum flow of funds, it is desirable that business decisions be generally 
unfettered and that sponsors of funds be permitted to choose investments 
from a variety of alternatives. Accordingly, the institution must be able 
to make any of the above types of investments. 

88 



3. Ownership 

To maximize its resources, it is desirable that REIF ownership be available 
to all domestic and foreign investors, including individuals, corporations, 
banks, insurance companies, trust companies, loan companies, and pension 
funds. 

4. Pooling of Resources 

The REIF must give small investors the same financial strength as large 
institutions or consortia to make large investments. This is achieved through 
the pooling of the financial resources of many investors. 

5. Diversification 

The availability of large resources will permit investment diversification, 
thereby spreading and minimizing the concomitant risks. 

6. Investment Expertise 

The evaluation of investment opportunities by experts in mortgages and real 
property must be made available to all investors. A REIF will have such 
expertise at its disposal. 

7. Liquidity 

The investor should be able to realize readily upon his investment by making 
his interest (that is, company shares or units of beneficial ownership in a 
trust) freely transferable in a public market. The investor must also be able 
to pledge his interest as security with third parties. 

8. Investor Control 

In choosing not to invest directly, the investor is foregoing most of the 
necessity for entrepreneurial decision making. Nevertheless, he must be en
titled to exercise some degree of control over the use made of his funds. 
This may be done through appointing or supervising those charged with in
vesting his funds, or through some form of direct participation in the deci
sion making process, such as voting at shareholders' or unit. holders' meet
ings. 

9. Investor Protection 

The investor must be given adequate protection against unlawful and un
businesslike practices. He must also be provided with sufficient knowledge 
so that he may make informed decisions in respect of his investment. This 
may be achieved through statutory enactment, contractual provisions, ad
ministrative surveillance, and self-enforcement through investor suits. 

10. Capitalization 

The REIF should be free to raise capital in a number of ways, including 
public issues and private placements of equity and debt, the latter being 
secured or unsecured. 

11. Life 

It is desirable that the REIF have perpetual as opposed to limited life. 

89 



12. Limited Liability 

Investors' liability in the event of losses should be limited to the unpaid 
amounts on their shares or units. 

13. Investor Acceptability 

While satisfaction of the above conditions will tend to facilitate investor 
acceptance, it is desirable that the nature and operations of the REIF 
vehicle be familiar to the investing public. It must also be a form of invest
ment which the investor can compare readily with other forms of investment 
in terms of security and net return on investment. 

II. ALTERNATIVE LEGAL VEHICLES 

This review encompasses four possible REIF vehicles: partnerships, syndi
cates, trusts, and corporations. The emphasis is upon trusts and corpora
tions. The corporate form, as we shall see, has advantages over the trust, 
but use of either of these vehicles is not mutually exclusive. 

1. Partnerships 

a) Definition 
A partnership has been defined as ". . . the relation that subsists between 
persons carrying on a business in common with a view to profit".1 The neces
sary ingredients, therefore, are threefold: 
(i) a business 

(ii) two or more persons carrying on business 
(iii) a profit motive on the part of those persons2 

This definition does not, however, embrace the relation between the mem
bers of a corporation.3 

There has been considerable jurisprudence on the issue of whether a 
partnership does in fact exist. A detailed discussion of this question is not 
necessary for our purposes, since, as indicated below, a partnership would 
not be a suitable REIF vehicle. 

b) Disadvantages 
The main drawbacks of a partnership would be as follows: 

(i) LIQUIDITY 

A partnership interest is not readily marketable in the same sense as a trust 
unit or company share. 

(ii) LIFE 

Subject to a contrary agreement between the partners, a partnership is dis
solved by a partner's giving notice of his intention to dissolve the partner
ship,4 or by the death or insolvency of a partner.s In addition, if a partner 

1 The Partnership Act, c. 288, R.S.O. 1960, s. 2. 
2 See Lilldley 011 Partllership, 12th ed., London, 1962, p. 11. 
3 The Partnership Act, s. 2. 
4 Ibid., s. 32(c). 
S Ibid., s. 33 (a). 
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suffers his share of the partnership to be charged for his separate debt, the 
partnership may be dissolved at the option of the other partner(s).6 

(iii) LIMITED LIABILITY 

Partners of an ordinary partnership share unlimited liability for debts of the 
partnership. It is possible, however, to establish a limited partnership where
by the liability of the partners may be limited, provided that there is at least 
one general partner whose liability is unlimited.7 

(iv) PARTNERSHIP PROPERTY 

Because the partners would each own an unlimited share in the partnership 
property, the partnership property could be vulnerable. For example, cred
itors of partners may go against the property, perhaps forcing a liquidation, 
or a wife might claim dower or community of property. 

(v) OPERATION 

The existence and functioning of a partnership depends primarily on the 
agreement between the partners, with only limited regulation by statute and 
operation of law. Accordingly, the legal complexities inherent in providing 
for the rights and liabilities of partners are far greater than in cases (such as 
corporations) where such matters are provided for by statute and by a well
established body of jurisprudence. 

c) Conclusions 
Because of the tenuous life of a partnership, the need for unlimited liability 
for at least one partner, the vulnerability of the partnership property, and 
the restricted transferability of shares, it is evident that a partnership is not 
well suited to a REIF for the conduct of extensive investment operations by 
a large number of partners. Where there are only a small number of in
vestors (perhaps two or three) and a limited number of investments, a part
nership could be a practical and manageable vehicle. In these circumstances, 
however, a partnership would be just another form of direct investment. 

2. Syndicates 

A syndicate has no particular significance in law; but in a business sense, it 
is an unincorporated association of persons formed for the purpose of under
taking a specific transaction, often in respect of the purchase, development, 
and sale of real estate. One of its functions is to achieve a purpose by pool
ing resources which anyone member is not able or willing to provide. A 
syndicate mayor may not be a partnership; but even when it is not, it 
shares many of a partnership's characteristics.s 

A syndicate would not be a suitable REIF vehicle because it would 
be subject to the limitations of a partnership, even if it were not, strictly 
speaking, so classified. In any event, the term syndicate generally connotes 
single or isolated transactions or ventures. The REIF must be capable of a 

6 Ibid., s. 33(b). 
7 The Limited Partllership Act, c. 215, R.S.O. 1960. 
S Tyser v. Shipowners Syndicate, (1896) 1 Q.B. 135; Canadian Bank of Commerce v. 

Patricia Syndicate, (1923) 3 D.L.R. 339 (p.e.); re General Fiberboard Syndicate 
(1923), 25 O.W.N. 304; and Wearmollth v. MacPhersoll, (1936) 1 W.W.R. 623. 
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large number of investments with funding from many varied and constantly 
changing investors. 

Having rejected for non-tax reasons both partnerships and syndicates 
as suitable vehicles, it remains to analyze in depth both trust and corporate 
vehicles (REITs and REICs respectively). 

3. Trusts 

a) Description 
Hansbury's Modern Equity offers the following comment on defining a 
trust: "Many attempts have been made to define a trust, but none of them 
has been wholly successful ... it is better to describe than to define a truSt."9 

The Carter Commission has described a trust in the following terms: 
Broadly speaking, a trust arises when property is transferred to a person, the 
trustee, who by accepting the trust undertakes to hold such property for the 
benefit of the beneficiaries of the trust. The trustee holds title to the trust 
property and usually has certain powers of management over it, but the 
income from, and the capital or "corpus" of, the trust property will ulti
mately be distributable to the beneficiaries in accordance with the terms of 
the trust. IO 

The above description indicates that there are generally five essential 
characteristics of a trust: a settlor, a trustee, trust property, a beneficiary, 
and trust terms. 

(i) SETTLOR 

A settlor is a person who settles property (including cash) on a trustee. In 
the case of a REIT, the settlor would be the investor - for example, a 
pension fund. The settlor would also in most instances be the original bene
ficiary. 

(ii) THE TRUSTEE 

A trustee may be an individual or a corporation, and there may be more than 
one trustee; in the latter instance, the trustees will be jointly and severally 
liable for performance of the trust obligations. 

(iii) THE BENEFICIARY 

The beneficiary or cestui que trust is the person for whom the trustee holds 
the property in trust. In most instances involving REITs, the beneficiary will 
be the settlor, or a transferee of the settlor. For purposes of this study, it is 
assumed that the settlor and the beneficiary are the same person. 

The beneficiary would be issued a unit in the trust, which would evidence 
his equitable title to his pro rata undivided share in all of the trust property. 
The unit holder could enforce his rights according to the terms of the trust in 
an action brought against the trustees. 

(iv) TRUST PROPERTY 

Amounts paid to the trustees by the investor constitute trust property and 
must be dealt with by the trustees according to the terms of the trust agree-

9 H. G. Hansbury, Modern Equity, 9th ed. (London: Stevens and Sons Ltd., 1969), 
p.85. 

10 Report of the Royal Commission on Taxation (Ottawa: Queen's Printer, 1966), Vol. 
4, p. 149. 
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ment. All investments made with such funds by the trustees likewise become 
trust property, as do the proceeds obtained from sale of such investments. 
The trust property is subject to the terms of the trust agreement. The trustee 
is the owner of title or the legal owner, and the shareholder is the beneficial 
or equitable owner of the property. 

(v) TRUST AGREEMENT 

While a trust may arise by operation of law without the need for a written 
agreement, all REITs must be created by a written trust agreement or trust 
deed. The trust agreement is a legal contract between the trustee and the unit 
holder, stipulating the terms upon which the trust property is settled upon the 
trustee. Its essential elements comprise the amount of funds paid by the in
vestor to the trustee, the power of the trustee to deal with such funds, and the 
terms upon which the trustee is to account to the investor for both the in
come derived from the trust property and the trust property itself. 

b) Types of Trusts 
As has been pointed out by many authorities, the trust "is a very flexible 
device and has been applied to numerous purposes. As applied to some of 
these purposes it has become a highly specialized institution."!! Because of 
this multiplicity of functions, the different ways in which trusts can arise, and 
the many ways in which trustees can be empowered to perform their duties, 
many different classifications of trusts have emerged. For purposes of this 
study, it is appropriate to categorize trusts primarily according to their func
tion or purpose. In this regard, the following six categories have been 
selected.!2 

(i) TESTAMENTARY TRUSTS 

These are created by the will of the deceased. The usual requirements are 
that the trustee hold the assets, pay the income therefrom to the wife for life, 
and distribute the assets among the children. 

(ii) POOLED TRUST FUNDS 

Where trust companies serve as trustees for small estates, they may often pool 
the assets of many estates. This pooling function, similar to that required of 
a REIT, can be an efficient means of "providing benefits for individual trusts 
which the trusts could not otherwise obtain: for example, wider bond or 
market participation, higher yields, no brokerage cost, diversification and 
high liquidity."!3 

(iii) PERSONAL TRUSTS 

These include marriage settlements, divorce settlements, and trusts for the 
protection of children or the incapable. Their purposes may include mini-

II A. W. Scott, The Law of Trusts, Volume 1, 2nd ed. (Boston-Toronto: Little, Brown 
and Co., 1956), p. 35. 

12 Note that these were the classifications used by the Trust Companies Association of 
Canada in its Submissions on the White Paper on Tax Reform to the House of 
Commons Standing Committee on Finance, Trade and Economic Affairs, June 9, 
1970, No. 58, p. 126. 

13 Ibid., p. 157. 
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mization of taxes through estate planning and ensuring implementation of a 
settlor's wishes vis-a-vis other persons. 

(iv) PERSONAL BUSINESS TRUSTS 

These include partnership buy-sell agreements and business sale trusts. They 
are different from ordinary personal trusts in that their primary purpose is 
commercial. 

(v) BUSINESS TRUSTS HAVING PERSONAL PURPOSES 

These include pension fund trusts, employee benefit trusts, profit-sharing 
trusts, and registered retirement savings plans. They have a personal purpose 
separate from their commercial object. 

(vi) BUSINESS TRUSTS 

These include corporate trusts under bond financing arrangements, invest
ment fund trusts, unit trusts, syndicate trusts, and stock escrow trusts. They 
are formed for the performance of commercial functions which might be 
carried on through a partnership but for the fact that the trust is more con
venient. Because of the fiduciary obligation of a trustee and the possibility of 
limited liability, there is greater protection than under a partnership agree
ment, but without the rigidity, expense, complexity, and income tax disad
vantages of a company. Business trusts can therefore be extremely useful for 
limited purpose transactions. 

c) Real Estate Investment Trusts 
A RElT would combine characteristics of a number of the above types of 
trusts. One of its main functions would be to pool funds from many sources, 
thereby providing to the small investor all the advantages of which the large 
investor can avail himself. In addition, the RElT would be a straight busi
ness trust in the sense that its objects would be commercial. Unlike many 
business trusts, however, it would not be formed for a single transaction or 
a limited number of transactions; rather, it would exist for as long as possible 
and carry out many transactions. Furthermore, it would not be carrying on 
business in one sense of the term, but would be investing and reinvesting in 
mortgages and real estate interests. 

d) Assessment of the Trust Vehicle 
(i) CREATION 

A REIT would be created by a trust deed, which would be a contract between 
the trustees and the shareholders. Because there is no statute governing the 
totality of the rights and obligations of trustees and shareholders, the trust 
deed would have to be, of necessity, extremely lengthy and complicated. This 
can increase considerably the costs of forming a REIT, create uncertainty 
where the trust deed is silent, and cause hardships in the case of omissions. 
The success of REITs in the United States, however, indicates that the above 
problems are not insurmountable, and their considerable practical and legal 
experience could be drawn upon to minimize problems. 

(ii) LIMITED LIABILITY 

As noted, members of a partnership may be subject to unlimited liability for 
partnership debts. A difficult question arises as to whether persons carrying 
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on business are in fact partners. The members of a corporation are excluded 
by statute from constituting a partnership, but unit holders of a trust are not. 

The question of whether a partnership exists is a difficult legal question 
and will depend upon the particular circumstances of each case. There is no 
question that the unit holders of a REIT would share pro rata in its profits; 
and while this factor is not conclusive, it is generally the most important 
one. 14 Because of the complexity of this issue, it is not proposed to examine 
it in depth; we will merely note the possibility that investors in a trust could 
be treated as partners, with all of the concomitant disadvantages, such as 
unlimited liability. 

The above difficulty may be mitigated to some extent by contracting in 
the trust deed for limited liability of the trustees and the unit holders vis-a
vis one another and third parties. While this limitation of liability may be 
effective between the trustees and the unit holders, it may not always be effi
cacious against third parties. To overcome this difficulty, trust deeds often 
specify that all written instruments creating obligations of the trust must be 
made subject to this limited liability. This provision is effective, however, 
only against such third parties who so agree; it would not protect against un
limited liability, for example, if a tort action were brought against the trustees 
or if the exculpatory term were omitted from a contract. Therefore, as further 
protection, trustees typically contract for indemnification from the trust, and 
the trust carries insurance against tort liabilities. 

In conclusion, the approach of attempting to create limited liability by 
contract may be effective in most instances, but some risk of unlimited liabil
ity may nevertheless exist when a trust vehicle is used. 

(iii) DURATION 

The rule against perpetuities provides that a contingent interest must vest, if 
at all, in the beneficiary within a life or lives in being at the time of creation 
of the trust or within twenty-one years thereafter. In a typical REIT, all in
terests of the unit holder are vested immediately; only the enjoyment thereof 
is postponed. In spite of the fact that the rule against perpetuities strikes only 
against remoteness of vesting, there has been considerable controversy in the 
United States as to whether a REIT can have an unlimited life. 15 

In view of the controversy created by the rule against perpetuities, some 
United States REITs have adopted the approach of limiting their duration to 
the perpetuities period. By selecting a number of young persons as the lives 
in being, there is reasonable certainty that the REIT can survive for 100 
years or more before being wound up. 

The rule against accumulations, which prohibits the accumulation of in
come for greater than the perpetuities period, does not seem to pose any 
particular problems for REITs, since all or almost all of their income will be 
distributed to shareholders. 

There would appear to be a strong technical argument for unlimited 

14 For cases dealing with the question, see Canadian Tax Reporter, CCH Canadian 
Limited, 1st ed. (Don Mills, 1963-1971) loose leaf, para. 10-460, pp. 625-27. 

IS See C. H. Mayes, Jr., "Real Estate Investment Trusts and Title Insurance", Wash
ington alld Lee Law Review, 1963, Vol. 20, No.1, pp. 34-46. 
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duration of a REIT, but prudence might indicate that provision be made 
for limiting the life of a REIT to comply with the perpetuities period. This 
life period wiII suffice in most cases. 

e) Conclusions 
It has been recognized that "the Trust concept is elusive, complex and con
fusing."16 It is nevertheless possible to utilize the trust as a REIF vehicle, 
since most of its prima facie drawbacks may be overcome by various means. 
The United States experience has indicated that REITs can be successful 
vehicles for channeling funds into housing and construction. 

4. Corporations 

The corporate vehicle is weB understood in Canada in terms of what it is 
and how it operates. It is necessary, therefore, to consider here only its suit
ability as a REIF vehicle. 

a) Assessment of the REIC 
(i) CREATION 

A REIC, like any other corporation but unlike a REIT, would be a creature 
of statute rather than of contract. Thus, statutory law and a well-developed 
body of jurisprudence would govern its operations and the rights and obliga
tions of its shareholders, officers, and directors. Extensive contractual provi
sions are not necessary. 

(ii) LIMITED LIABILITY 

Since limited liability is provided for by statute, the difficulties encountered 
by a trust in this area are obviated. 

(iii) DURATION 

A corporation is capable of perpetual existence. 

(iv) OWNERSHIP 

To be successful and to permit their full exploitation, it appears desirable 
that both REICs and REITs be lawful investments for both domestic and 
foreign investors. In particular, to acquire the large amounts of capital that 
appear necessary to make a REIF successful, it is highly desirable that insti
tutions such as life insurance companies, trust companies, banks, and pension 
funds be able to invest in its shares. 

We recognize that considerable problems may be posed by existing Cana
dian law in respect of the above institutional investors. Because this problem 
would be similar, however, for both REITs and REICs, it is not a material 
factor in comparing the respective merits of these two vehicles. 

(v) PUBLIC ACCEPTABILITY 

The Canadian public is more familiar with corporate shares and securities 
than with trust units. This factor alone may not be important to sophisticated 
investors, but for the broadest appeal based on public familiarity, a corpora
tion would be preferable. 

16 Trust Companies Association of Canada, Submissions on Tax Reform, p. 152. 
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(vi) OPERATIONAL PRACTICABILITY 

As noted, there exists in Canada an established body of law surrounding the 
operation of a corporation and the rights and liabilities of all its members, 
officers, and directors. Some of these matters relate to such questions as dis
closure, shareholder democracy, liability of directors, procedure at meetings, 
and powers of directors. By a carefully worded trust deed, all these matters 
may be regulated in respect of unit holders and trustees, but it is far more 
cumbersome to have to provide for them by agreement than through opera
tion of law. 

(vii) OTHERS 

The shares of a corporation may be freely transferable, like the units of a 
trust, but because of the greater familiarity of the commercial world with 
shares, they may prove even more liquid than trust units. In addition, the 
corporate vehicle is able to satisfy the other necessary conditions of a REIF, 
as does a REIT in respect of pooling of resources, diversification of invest
ments, investment expertise, investor control, investor protection, and capi
talization. 

b) Summary 
The REIC is generally a more desirable REIF vehicle than a REIT. Our 
recommendation for the REIC vehicle is based, not on matters of funda
mental significance, but on the greater administrative ease and certainty 
of a REIC in matters such as limited liability, duration, ease of creation and 
operation, and overall familiarity to the Canadian public. Experts on United 
States REITs who have been interviewed by members of the Project Team 
have indicated that REIFs in Canada should not be restricted, as they are 
in the United States, to unincorporated associations or trusts, but that REICs 
should be permitted. 

5. Conclusion 

Even though the REIC may be preferable overall to a REIT, a REIT may 
be found to be a convenient form of real estate investment fund for a limited 
number of investors in certain circumstances. Since they can serve the 
same goals of increasing the flow of non-government funds into housing and 
construction in Canada, both REITs and REICs should be permitted, leaving 
the choice to the sponsors. 

It must be noted, however, that the problems created by special Cana
dian statutes in respect of the incorporation of, investments by, and invest
ments in certain types of corporations will have to be resolved before final 
conclusions and recommendations on the REIF vehicles can be brought 
down. 
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Chapter 7 

Real Estate Investment Funds and Taxation before Tax Reform 

by J. S. Peterson 

As indicated earlier in this study, the magnitude of the role that REIFs are 
to play in housing finance will depend much upon their tax treatment rela
tive to the tax treatment of competing intermediaries, and relative to direct 
investment in competing investments. This chapter first describes tax law 
applicable to REITs, REICs, and mutual funds, and then reviews other tax 
considerations for REIFs, all as the law stood before tax reform legislation 
in 1971. 

The material in this chapter, like that of Chapter 8, was prepared at a 
time of imminent change in the tax system. As indicated by the White Paper, 
Proposals for Tax Reform, it appeared quite possible that the new legislation 
would include changes detrimental to the supply of funds for housing. It was 
with this possibility in mind that the tax system was examined for the Project 
Team. 

I. TAXATION OF REAL EST ATE INVESTMENT TRUSTS 

A REIT would be taxed as a trust under Section 63 of the present Canadian 
Income Tax Act (hereafter referred to as the Act). The two basic principles 
applying to the taxation of trusts are that, with certain exceptions, they are 
taxed as individuals and they are treated as conduits. 

1. Taxed as an Individual 

Section 63 ( 1) states that a trust for tax purposes means the "trustee . . . 
having ownership or control of the trust property", and Section 63 (2) pro
vides that a "trust ... shall, for the purposes of this Act ... be deemed to 
be in respect of the trust ... property an individual". The implication of these 
two provisions is that the trustee is taxed on the taxable income of the trust 
at the highly progressive income tax rates applicable to individuals, which 
presently range between 11 percent and 80 percent, as set forth in Section 32 
of the Act. In addition, the following further taxes are imposed: 
1. the 3 percent Old Age Security Tax 
2. the 3 percent temporary surtax 
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3. the 2 percent social development tax 
4. the 5 percent special refundable tax 
The trust has available to it none of the personal exemptions in respect of 
marital status or dependents as set forth in Section 26, and no optional 
standard deduction of $100 as set forth in Section 27 (l) (ca). Accordingly, 
the tax burden on a trust may be even higher than on an individual. 

2. Taxed as a Conduit 

The theory is that the income of a trust should be taxed only once, either 
in the hands of the trustee or in the hands of the unit holder when distributed 
to him. To achieve this result and thereby avoid taxation at both the trust 
and the unit holder levels, the trust is permitted by Section 63 ( 4) to deduct 
from its income on which tax would be otherwise payable " ... such part of 
the amount that would otherwise be its income for the year as was payable 
in the year to a beneficiary or other person beneficially interested there
in ... ". 

Accordingly, all income of a trust that is payable to a unit holder in a 
taxation year is deductible from the income on which the trustee must pay 
income tax. If all of a trust's income is distributed to unit holders in the 
taxation year in which it is received, then no income tax is payable by the 
trust. Such distributed income is taxable in the hands of the unit holders at 
their personal marginal rates. 

It should be noted that income of a trust that is "payable" to a unit 
holder in a taxation year, under the terms of the trust, is taxable to the unit 
holder in that year, whether or not it is actually paid to him. Thus, if pay
ment is delayed, it will not be taxed to the beneficiary when received in a 
taxation year subsequent to the year in which it became payable to him. In 
addition, Section 63(7) provides that an amount is not considered "payable 
in a taxation year" to a unit holder unless either it was actually paid to him 
or he was entitled to enforce payment thereof in that year. 

3. Application of the Conduit Principle 

a) In General 
In its application, the general theory of the conduit principle is that income 
of the trust which is flowed through to unit holders retains the same charac
ter in the hands of the unit holder as it would have in the hands of the 
trust. I Thus, for example, dividend and interest income of the trust are taxed 
as dividends and interest in the unit holders' hands when flowed through to 
them. Business income of the trust is taxed as business income in the hands 
of the unit holders.2 The conduit principle is implemented through a number 
of specific provisions in the Act providing for flow-through tax treatment, 

I See Parisien v. M.N.R., 51 DTC 349; No. 439 v. M.N.R., 57 DTC 401; Short and 
Quinn v. M.N.R., 60 DTC 1056; Syme v. Commissioner of Taxes (1914), A.C. 1013; 
Re Watkins and City of Toroflto (1923),54 O.L.R. 136; Gilhooly v. M.N.R. (1945), 
2 DTC 725; Kemp v. M.N.R. (1948), 3 DTC 1078; M.N.R. v. Trans-Canada Invest
ment Corporation Limited, 55 DTC 1191; Forest Lawn Development Ltd. v. M.N.R., 
56 DTC 38; Fry v. Shiels' Trustees (1914), 6 T.C. 583; and McDougall v. Smith 
(1918),7 T.C. 134. 

2 Ibid. 
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and by virtue of the general law. Examples of such conduit tax treatment 
and the devices to achieve it are outlined below. 

b) Capital Cost Allowances 
(i) ALLOCATION OF CAPITAL COST ALLOWANCES 

Section 63 (6) stipulates that the beneficiary of a trust is required to pay tax 
on all the income of the trust payable to him in a taxation year before any 
deduction is made from that income for capital cost allowances.3 The hard
ship of this general rule is overcome by the terms Section 63 (8) which pro
vide that the beneficiary may make such deductions from his income as the 
trustees may determine. The trustees are thereby given the right to allocate 
the capital cost allowances, if any, among the unit holders in such manner as 
they may decide. 

A REIT would be a passive investor in mortgages and equity interests in 
real property. As an equity investor in real property, the REIT would derive 
income from property and would therefore be entitled to the capital cost 
allowance deductions as set forth in Part XI of the Regulations. 

In the absence of controlling provisions in the trust deed or laws applying 
specifically to REITs, the trustees will then have to decide whether to deduct 
the capital cost allowance from the taxable income of the REIT, or to allo
cate it to the unit holders and enable them to claim the deduction from their 
income. 

By way of illustration, assume that a REIT's rental income is $1,000 and 
the capital cost allowance is $400. Assume also that the REIT distributes 
all of its income to unit holders. The trustees might then adopt one of several 
courses. First, they could distribute $600 to unit holders; hence, there would 
be no allocation of the capital cost allowance to them, since the trust would 
have deducted it from its own income. In this instance, the REIT would be 
entitled to deductions of $400 for the capital cost allowance, plus $600 for 
the income distributed, and its taxable income would be nil. The unit holders 
would be taxable on the $600 they received. Second, the trustees could dis
tribute $1,000 to the unit holders and allocate the $400 capital cost allow
ance to them. In this instance, the REIT would claim a deduction of $1,000 
and have no taxable income. The unit holders would have an income of 
$1,000 but would be entitled to deduct therefrom the $400 capital cost allow
ance. Third, it would be possible for the trustees to distribute $1,000 to the 
unit holders without allocating the capital cost allowances. The REIT could 
deduct the capital cost allowance from other income, and the unit holders 
would be taxable on $1,000 without benefit of the $400 deduction. 

Adopting the conduit principle of taxation, which means that unit holders 
should pay no more taxes from receiving income indirectly through a REIT 
than from direct investment in the same property, it would be appropriate 

3 Note, however, that the courts have held that capital cost allowances can be flowed 
through to beneficiaries where the trustees have both been carrying on a business of 
which the depreciable property is an asset, and have been instructed by the trust deed 
to pay only net income to the beneficiaries. See Chartered TI'/Ist CompallY 1'. Robert
SOil Estate (1953), 2 S.C.R. 1; Toba Goldlllall I'. M.N.R., 53 DTC 434; No. 216 I'. 

M.N.R., 54 DTC 551; Harris v. M.N.R., 55 DTC 446; Malllling I'. M.N.R., 56 
DTC 1099. 
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that the second approach outlined above be adopted by the trustees of a 
REIT. This would mean that a REIT's gross income would be distributed to 
unit holders, and the capital cost allowances would be flowed through with
out the REIT's claiming a deduction therefor. In any event, it is our recom
mendation that there be no legislative prohibition against REIT trustees' 
allocating some or all of the capital cost allowances to unit holders. A REIT 
trust deed might, however, lay down allocation guidelines. 

(ii) SELECTIVE ALLOCATIONS 

Assuming no legislative prohibition against allocation of capital cost allow
ances to unit holders, the issue arises as to whether allocations should be 
made pro rata to all unit holders, or whether allocations to only selected unit 
holders should be permitted. Section 63 (8) permits allocations to be made 
as the trust may determine, thereby enabling the trustees to allocate capital 
cost allowances to only those unit holders who can benefit from the deduc
tion. For example, the trust deed of a REIT might specify that capital cost 
allowances be allocated equally among resident Canadian unit holders, and 
not to non-residents. The reason for this is that under Section 106 ( 1 ) (c), 
the non-resident beneficiary would have to pay a 15 percent tax on the gross 
amount paid to him without benefit of the deduction. Furthermore, there 
would be no assurance, in the absence of special treaty provisions, that the 
capital cost allowance would be deductible in the non-resident's country. As 
a further example of the tax benefits arising from selective allocation among 
unit holders, the trustees could allocate cost allowances to the resident Cana
dian taxpayers who would benefit most therefrom, namely, those with the 
highest marginal tax rates. There would be no allocation to pension funds 
and other tax-exempt unit holders for whom the deduction could produce no 
benefit. 

The right to make selective allocations of capital cost allowances as indi
cated above would produce decided tax advantages for certain unit holders, 
particularly Canadian unit holders in high tax brackets. To require that allo
cations be made in this manner, however, could impose an undue adminis
trative burden and unfair responsibility on trustees of REITs having a large 
number of unit holders. Furthermore, if allocations were permitted to only 
those unit holders who could most benefit, such unit holders would be re
ceiving advantages which would not arise from direct investment, even 
though permission for such tax avoidance exists under present law. Accord
ingly, it is our recommendation that REIT trustees not be permitted to make 
selective allocations of capital cost allowances among the REIT unit holders. 

(iii) RECAPTURE 

As indicated above, Section 63 (8) stipulates that all capital cost allowance 
deductions taken by unit holders are deemed to have been allowed as a de
duction to the trust. Accordingly, the undepreciated capital cost (book value) 
of the depreciable assets to the trust are reduced and are subject to recapture 
upon a sale of such assets for more than their book value. 

If the trust has not distributed to its unit holders the proceeds realized 
upon the disposition of the property subjected to the recapture of capital cost 
allowances, then the trust wiJI be taxable thereon. If these proceeds are dis-
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tributed, however, it is understood that the Minister will treat the amount of 
recapture as income in the hands of the then unit holders, thereby recogniz
ing the conduit principle. To eliminate doubt, this position might be clarified 
by statutory enactment. 

To preserve the non-taxability of the REIT itself, the trustees would have 
to distribute as income the proceeds subject to recapture. If the trust were to 
distribute less than 100 percent of its taxable income and be taxable on the 
undistributed portion, the trustees might not wish to allocate some or all of 
the capital cost allowances to the unit holders, but might prefer to retain 
them in the REIT. In this way, taxes on the REIT could be eliminated or 
reduced, even if all of its income was not distributed. Because of the different 
asset and income mixes of various REITs, it seems desirable to permit the 
trustees to determine the degree to which capital cost allowances and pro
ceeds of recapture should be allocated pro rata among the unit holders. 

c) Earned Income versus Investment Income 
Section 32 (3) of the Act provides that a 4 percent surtax be imposed in 
respect of certain foreign-source "investment income", which term does not 
include "earned income". The question therefore arises as to whether the 
income of a trust or of a beneficiary is investment income or earned income. 
As defined in Section 33 (5), earned income includes "rental income from 
real property". 

For purposes of the 4 percent tax imposed on non-Canadian investment 
income, Section 63 (1 Oa) specifically provides that the conduit principle shall 
apply in respect of rental income from real property, and that rental income 
of the trust distributed to the unit holders shall be deemed to be rental in
come in their hands. Thus, foreign-source rental income, whether distributed 
to REIT unit holders or not, would not be subject to the additional 4 per
cent tax. 

The above comments on earned versus foreign-source investment income 
have been made only for the purpose of illustrating the conduit principle 
of taxation in relation to trusts and their unit holders. This tax would be 
an issue for REITs only if they were to invest in foreign property. It is our 
recommendation that they be restricted to investing in Canadian mortgages 
and real estate; therefore, the tax would not apply. 

d) Foreign Tax Credit 
If a trust has income derived from investments or from carrying on business 
outside Canada, that income will in all likelihood be subject to foreign taxes 
by way of withholding or otherwise in the foreign country. Where the trust 
is resident in Canada, all of that foreign-source income will also be taxable 
by Canada. To avoid double international taxation, Canada permits the resi
dent Canadian trust to deduct from Canadian taxes otherwise payable by it 
under Section 63 an amount in respect of any income or profits tax paid to 
the government of a foreign country. In respect of a trust, the problem then 
arises of allocating the foreign tax credit among unit holders to whom such 
income is distributed. 

Section 63 ( 12) provides for flow-through of the foreign tax credit. 
Where a portion of the trust's income is from sources in a foreign country, 
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that income may be deemed to be foreign-source income of the unit holder 
where distributed and taxable to him under Section 63 (6). In such instances, 
the unit holder is also deemed to have paid a certain portion of the foreign 
taxes, and is thereby entitled to claim the foreign tax credit in respect of 
that portion of his income. Where, however, income from the foreign source 
is not deemed to have been received by unit holders from sources in a 
foreign country, then it will be deemed to have been received by the trust, 
and the trust will be able to take the foreign tax credit itself. 

As noted, the trust is required to designate the amount of its foreign
source income which is deemed to be the income of a beneficiary in a taxa
tion year. This possibility of allocation and designation between various 
beneficiaries is similar to that permitted in respect of capital cost allowances. 
There are no instances in which a Canadian court has attempted to upset the 
allocation made by trustees in such circumstances, but the general law of 
trusts requires that trustees treat all beneficiaries impartially and equitably. 

It is therefore possible under existing law to minimize taxation by selec
tive allocations of foreign tax credits to only those unit holders who can 
benefit most from them. For example, there is no tax benefit in allocating 
foreign tax credits to tax-exempt Canadian unit holders, such as pension 
funds, because they pay no tax in any event. Allocations to unit holders in 
low tax brackets could be made only to the extent that the unit holder could 
use the foreign tax credit. In addition, there is no point in allocating the 
foreign tax credit to non-resident unit holders, because they are not entitled 
to it. Thus, by eliminating allocations to unit holders who cannot benefit 
therefrom and by maximizing allocations to those who can, the greatest 
overall minimization of Canadian taxes appears possible.~. 

As with capital cost allowances, there would appear to be no objection 
under present trust or tax law to making allocations in the above ways, but 
so to do could impose administrative difficulties and could produce more 
favorable tax results to certain unit holders than they could obtain through 
direct investment. Therefore, we recommend that the foreign tax credits be 
allocated pro rata among all unit holders. 

e) Dividend Tax Credit 
Under Section 38 of the Income Tax Act, a 20 percent dividend tax credit 
is available to all individuals resident in Canada who receive dividends 
from taxable corporations resident in Canada. The credit also applies in 
respect of dividends deemed to have been received on income bonds or 
debentures,4 and in respect of dividends deemed to have been received out 
of undistributed income on hand.5 A trust is entitled to the 20 percent divi
dend tax credit, and Section 63 ( 11) permits it to be passed on to the unit 
holders, in which case a corresponding reduction must be made in the credit 
claimed by the trust. A beneficiary's entitlement to the credit is that portion 
of the income of the trust payable to him, which is comprised of dividends 
from taxable Canadian corporations. 

4 Income Tax Act, Section 8(3). 
5/bid., Section 81. 
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4. Exception jor Non-Residents 

a) In General 
Conduit tax treatment afforded in respect of a trust is premised on the 
assumption that Canada can at least tax either the trust or the beneficiary; 
it will not, therefore, tax both. In the absence of an ability to tax the non
resident beneficiary in respect of distributions made to him, it is thus appro
priate that Canada tax the trust. 

b) Non-Resident Business Trusts 
Canada presently taxes non-resident beneficiaries of a trust by way of a 
withholding tax at 15 percent of the gross distributions to them by a trust 
resident in Canada.6 This tax would not be exigible if the trust were not 
resident in Canada. Where a non-resident trust carries on business in Canada, 
it is taxable on all such income under Part P of the Act, and the 15 percent 
non-resident withholding tax does not apply.s If the deduction under Section 
63 (4) for all amounts distributed by the non-resident trust to non-resident 
beneficiaries were to apply, Canada would derive tax revenue at neither the 
trust nor the beneficiary level. Accordingly, Section 63 ( 4a) specifically pre
cludes such a deduction to the non-resident trust, thereby ensuring that it 
is taxed as an individual on its income derived from carrying on business in 
Canada. Thus, conduit tax treatment is not available to non-resident trusts 
that carryon business in Canada. 

c) Resident Business Trusts 
As noted, Section 106(1 )(c) imposes a 15 percent withholding tax on all 
distributions of a trust resident in Canada to non-resident beneficiaries. 
Unlike the case for non-resident trusts, Canadian taxation at the beneficiary 
level cannot be avoided, but the question remains of whether the 15 percent 
tax is appropriate in all circumstances. If, for instance, non-resident bene
ficiaries were to carryon business in Canada through a resident trust, and 
all the income were distributed, the total Canadian tax would be 15 per
cent, as opposed to the full individual or corporate rates that would apply 
if the trust were not used. 

Accordingly, Section 63 (4b) negates the advantages of the trust route 
for non-residents who choose to carryon business in Canada through a resi
dent trust, by not allowing such a trust a deduction for amounts payable to 
non-residents. This means that the trust must pay tax at the full individual 
rates in respect of such income. For the same reason, the deduction is dis
allowed for payments to non-resident-owned investment corporations,9 and 
to certain trusts resident in Canada which could otherwise use the resident 
trust vehicle as a means of avoiding the usual taxes payable in respect of 
business income. This latter restriction imposes a perhaps unnecessary tax 
burden on resident trusts which might otherwise invest in resident business 
trusts. Thus, the conduit principle is also abrogated in respect of resident 

6 Ibid .• Section 106(0 (c). 
7 Ibid .• Section 2(2)(b). 
8 Income Tax Act Regulations, Section 805. 
9 Income Tax Act, Section 70. 
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trusts that carryon business in Canada and whose income is distributed to 
non-resident beneficiaries, resident trusts, and non-resident-owned investment 
corporations. 

d) Loss Carry-Overs 
Under Section 27(1)(e) of the Act, business losses of a trust can be carried 
back for one year and forward for five years. If trusts were treated for tax 
purposes as perfect conduits, business losses could presumably be passed 
through to beneficiaries. It has been held, however, that business losses in
curred by a trust cannot be deducted by the beneficiaries, even where there 
has been a distribution of income, because the trust, and not the beneficiary, 
is carrying on the business. Furthermore, in the case of a REIT which dis
tributed all of its income, there would be no taxable income remaining in 
the REIT to permit a loss to be carried over and deducted from the REIT's 
subsequent income. lo 

To permit business loss carry-overs for trusts, therefore, it is necessary 
that the trust not distribute its income. This would contravene the rule 
which we propose for RElTs - that is, that income be distributed. Further
more, the REITs that we propose would receive income from investment 
rather than business income, and no loss carry-overs in respect of investment 
income would be permitted under the existing law in any event. Thus, on 
the basis of the present law respecting taxation of trusts, loss carry-overs 
would not be available to RElTs. But because they would be denied also 
in the case of direct investment, it is not unreasonable to deny loss carry
overs to REITs. 

5. Conclusions 

Under the present Income Tax Act, Canada has recognized that conduit 
tax treatment should be available to trusts and their beneficiaries. Exceptions 
to this are in respect of certain non-resident trusts, resident trusts with non
resident beneficiaries, and loss carry-overs. The general effect is that there 
is only one level of Canadian taxation, and it is imposed at either the trust 
or the beneficiary level. Where all the trust income is distributed to bene
ficiaries, the beneficiaries are taxed in substantially the same way as if they 
had derived that income directly without the intermediary of the trust. The 
overall thrust is that the beneficiaries suffer no tax penalty for having in
vested indirectly through a trust, and they are granted no specific benefits 
(apart from the use of trusts as tax planning instrumentalities), II except 
in the instances where the trustees are able to allocate certain deductions 
other than pro rata to the beneficiaries. These latter benefits could be readily 
obviated, however, through a requirement that the trustees exercise an even 
hand among all beneficiaries. 

It must therefore be concluded that the present system of taxing trusts 
and their beneficiaries could be a suitable method for taxing RElTs and their 
unit holders, insofar as it would not penalize the investors who chose to 

10 Toslwc v. M.N.R., 1968 Tax A.B.C. 353. 
11 See David I. Matheson, "Taxation and Business Trusts", Canadian Tax Journal, Vol. 

15, No.1, 1967, pp. 30-36. 

105 



invest in mortgages and real property through them. Because of this tax 
equivalence, this system offers no specific tax inducements for investment 
by the private sector in housing and construction. Should the Government 
decide, however, that incentives are necessary, they could be appropriately 
accommodated within a conduit tax system. 

II. TAXATION OF REAL ESTATE INVESTMENT COMPANIES 

As we concluded in Chapter 6, a REIC could be a useful vehicle for chan
neling private sector funds into housing and construction in Canada, pro
vided, as a minimum, that investment through a REIC intermediary 
attracted no greater tax than direct investment. It is appropriate, therefore, 
to analyze both present and proposed laws as they relate to the taxation of 
corporations and to REICs in particular. 

1. Separate Taxation of Corporations and Shareholders 

The principal feature of Canada's present method of taxing corporations and 
their shareholders is the two-tier taxation of business income: once when 
earned within the corporation, and once when received by a non-corporate 
shareholder or non-resident shareholder. A corporation pays basic federal 
and provincial tax rates of 21 percent on the first $35,000 of its taxable in
come and 50 percent on the balance. When the corporation's after-tax 
profits are then distributed, another tax is imposed at the shareholder level. 
For individual shareholders, the basic federal and provincial tax rates are 
steeply graduated from 11 percent to 80 percent. 

Under this approach, $100 of pre-tax corporate income could be reduced 
to as little as $10 after taxes in an individual shareholders' hands, except 
that there is a 20 percent dividend tax credit available to individual share
holders resident in Canada; in our example, this would double the after-tax 
return to $20. Taxation at the shareholder level may be deferred by the 
postponement of dividend payments or may be avoided altogether by share
holders selling their shares for an amount which takes into consideration 
the accumulated profits of the corporation. 

2. Conduit Taxation Respecting Corporations 

a) Intercorporate Dividends 
Because under the present system business income is taxed once inside the 
Canadian corporate sector and once outside, it has been necessary to elimi
nate taxes on dividend flowing inside the Canadian corporate sector. Accord
ingly, profits distributed by one corporation to another Canadian corpora
tion are generally not taxable to the recipient corporation. Therefore, the 
second tax normally applies only when dividends are paid to individual or 
non-resident shareholders. Thus, because intercorporate dividends are gener
ally tax free,l2 corporate shareholders might be regarded in one sense as non
taxable conduits for the ultimate individual shareholders. And since there 
is no requirement for distribution, the extra tax burden on distributed cor-

12 Section 28(1 )(a); but note Section 28(2), which provides that dividends paid out of 
designated surplus are not tax free. 
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porate profits may never be imposed, because no dividend out of such profits 
ever leaves the corporate sector. 

In reality, however, the conduit principle giving rise to the general tax 
exemption of intercorporate dividends rests on the feature of the separated 
tax system that business income is taxed only once inside the Canadian 
corporate sector. 

b) Personal Corporations 
Substantial conduit tax treatment is accorded to personal corporations and 
their shareholders in somewhat the same way as to trusts, except that there 
is no choice available of being taxed at either the personal corporation or 
the shareholder level; taxation at the shareholder level is automatic. 13 A 
personal corporation is essentially a family-owned holding corporation 
which receives passive income, such as rents, interest, and dividends from 
investment. It must not carry on an active financial, commercial, or industrial 
business. Where the required conditions exist, there is no taxation at the 
corporate level, but all its income is taxable to the shareholders in proportion 
to their ownership. 

Except for the ownership and distribution requirements, the similarity 
between the tax arrangements required for a REIC and those now required 
of a personal corporation is striking, for in both cases it is the shareholder 
and not the corporation which is taxed. 

c) Non-Resident-Owned Investment Corporations 
A third example of conduit tax treatment under present law is in respect of 
non-resident-owned investment corporations (NROs). They are basically 
passive holding companies owned by non-residents and having investment 
income such as interest, dividends, and rents.14 An NRO is required to pay 
a 15 percent tax in lieu of other taxation and is then free to distribute its 
income without further taxation to its non-resident shareholders. This 15 
percent tax is in lieu of the 15 percent tax which would be imposed on the 
shareholders if they made the investments directly in Canada, rather than 
through the intermediary of a corporation. 

The special conduit tax treatment recognizes that the interposition of a 
corporate intermediary should not impose an additional tax burden on non
residents who invest in Canadian property. Its usefulness, however, has de
pended on a flat 15 percent withholding tax rate on the relevant Canadian 
source income. In this way, the tax at the corporate level and that at the 
personal level have been identical. The NRO vehicle is not appropriate where 
non-resident withholding and corporate rates differ, as the result is then 
heavier or lighter taxation than would be the case for direct investment. 

d) Investment Companies 
A further example of the conduit principle is the treatment of investment 
companies. ls Because the taxation of investment companies is discussed in 
some detail in Section III, it suffices here to note that an investment company 

13 Sections 67 and 68. 
14 Section 70. 
tS Section 69; and see infra, Chapter 6. 
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invests basically in national securities and annually distributes all or almost 
all of its income to its shareholders. Under present law, it pays a basic 
flat rate tax of 21 percent on its non-dividend income, and its dividends 
are then taxable in the hands of its shareholders. Because the 20 per
cent dividend tax credit is available to individual shareholders, however, 
they pay approximately the same taxes in respect of both non-dividend 
and dividend income of the investment company as they would if they made 
such investments directly. 

3. Conclusions 

While the present system is structured on taxation of business income at 
both the corporate and the individual or non-resident shareholder level, the 
dividend tax credit means that resident individual shareholders whose income 
consists solely of dividends pay no tax at all if their average rate of tax is 
20 percent or less; for others, the tax is reduced. Double or separate taxa
tion of investment income has been eliminated or reduced in a number of 
important cases, through recognition of the conduit tax principle in respect 
of intercorporate dividends, personal corporations, NROs, and investment 
companies. All of these provide significant examples of recognition - even 
under a system whose fundamental premise is separate taxation of corpora
tions and ultimate shareholders - that investors should not be penalized for 
investing in the income-producing property indirectly through a corporation, 
rather than directly. 

III. TAXATION OF MUTUAL FUNDS 

Mutual funds provide a means whereby a large segment of the investing 
public is entitled to the benefits of the pooling, diversification, liquidity, and 
investment expertise which can be achieved only through an intermediary 
vehicle, and yet suffers no or only minimal tax penalties for using such a 
vehicle. Both present Canadian law and the proposed tax reforms recognize 
that mutual funds can serve as conduits for passing investment income and 
capital gains on to their shareholders. 

Because of the above advantages of mutual funds, they appear to be 
very suitable as REIF vehicles, barring other impediments. This section 
therefore examines the status of mutual funds under both present and pro
posed tax laws, with a view to ascertaining whether or not their tax treatment 
could make them suitable vehicles for increasing the flow of funds into hous
ing and construction in Canada. 

1. Definition ot a Mutual Fund 

It is extremely difficult to articulate an exhaustive definition of a mutual 
fund. The Canadian Committee on Mutual Funds and Investment Contracts 
has recommended that the term mutual fund should include 

. . . any organization which issues, offers for issuance, or has outstanding 
instruments (whether called shares, units or by another term) that entitle the 
holder to receive, on demand within a specified period after demand, an 
amount computed by reference to the value of a proportionate interest in the 
assets of the issuing organization. If the redemption price is to be computed 

108 



by reference to the value of a proportionate interest in a specified portfolio 
of assets such as a separate fund or trust account, that portfolio is treated 
under this definition as the issuing organization and therefore as an entity 
which is ... a mutual fund. 16 

The Committee proposes that an organization should not be treated for 
regulatory purposes as a mutual fund if 
1. It has not engaged and is not engaging in the primary distribution to the 

public of its shares or units. 
2. Its shares or units are held by fifty or fewer than fifty persons. 
In addition, an administrator should have the power to determine that an 
organization satisfying the definition of a mutual fund "is a mutual fund, 
notwithstanding that it falls within one or both of the above exceptions; 
or that it is not a mutual fund".17 

2. Present Taxation of Mutual Funds 

a) Types of Mutual Funds 
For present Canadian tax purposes, mutual funds have been c1assified l8 

under the following five categories: 
1. Distributing trusteed funds 
2. Non-distributing trusteed funds 
3. Distributing incorporated funds which comply with Section 69 
4. Distributing incorporated funds which do not comply with Section 69 
5. Non-distributing incorporated funds which do not comply with Section 69 

This study does not consider in full detail either incorporated or trusteed 
funds which are non-distributing, because a REIF, however constituted, 
would normally distribute all or most of its income to its shareholders. 
Accordingly, consideration will be concentrated on those mutual funds 
which distribute their income. 

b) Present Taxation 
(i) TRUSTEED FUNDS 

The income tax considerations applicable to all trusteed mutual funds are 
those outlined in Section I relating to the taxation of trusts. As noted, under 
Section 63 of the Income Tax Act, the trustee is subjected to tax at the 
steeply progressive individual income tax rates on the income of the trust. 
Two exceptions to this are that capital gains are not taxed, and a deduction 
is permitted for all income distributed in a year to unit holders. This deduc
tion for distributed income means that a trusteed mutual fund can, in prac
tice, serve as a conduit for tax purposes. 

With the exception of capital gains, the income actually paid or for which 
a unit holder is entitled to demand payment is then taxed in the unit holder's 
hands. Gains realized by a unit holder on the redemption of units are not 
taxable, except to the extent that the fund has undistributed income on hand. 
Capital gains of the fund distributed to unit holders are received by the unit 

16 Report of tile Canadian Committee on Mutual Funds and Investment Contracts, 
Provincial and Federal Study (Ottawa: Queen's Printer, 1969), p. 117. 

17 Ibid. 
18 These categories were articulated by the Canadian Committee on Mutual Funds, 

ihid., Appendix C. 
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holder as capital gains. Because of the high taxation of non-distributing 
trusteed funds, there were no such funds in Canada as of December 31, 
1967; and in the absence of special relieving provisions, it is unlikely there 
will be any under either existing or proposed tax laws. 

(ii) INCORPORATED FUNDS 

For tax purposes, there are two types of incorporated funds: those that com
ply with Section 69, and those that do not. By definition, a non-distributing 
incorporated fund cannot obtain the benefits of Section 69 taxation, and it is 
therefore not considered here. 

FUNDS NOT COMPLYING WITH SECTION 69. An incorporated mutual fund will 
be taxed as an ordinary corporation where it does not comply with the re
quirements of Section 69. The principal elements of such taxation are as 
follows: 
1. The basic rate of tax is 21 percent on the first $35,000 of interest and 

other income, and 50 percent on everything above that amount. 
2. Dividends are received by the fund tax free from taxable corporations 

resident in Canada. 
3. Dividends paid by the fund to taxable corporations resident in Canada 

are not taxed to the recipient. When paid to individual shareholders, they 
are included in income, but the 20 percent dividend tax is available to 
individual shareholders resident in Canada. 

4. Capital gains are not taxed to the fund. 
5. Gains realized by a shareholder on redemption of shares are not taxable, 

except to the extent that the fund has undistributed income on hand, as 
that term is defined in Section 82 of the Act, at the time of redemption. 
Undistributed income .on hand does not create any great problem, how
ever, where all of the fund's income is distributed to shareholders, since 
it is reduced by the dividends paid. 

6. Capital gains realized by an incorporated mutual fund and distributed in 
cash to its Canadian shareholders are taxed as dividends. 
From the above, it can be seen that the taxation of incorporated mutual 

funds not complying with Section 69 and their shareholders can be very 
severe in respect of all income other than dividends received from taxable 
corporations resident in Canada. Income is taxed once at the corporate level 
and again in the hands of the shareholder, whereas direct investment by the 
shareholder in, for example, interest-bearing securities would result in taxa
tion only in the hands of the shareholder. Table 7-1 illustrates this lack of 
tax equivalence between direct and indirect investment. It also shows that 
this effect is particularly severe for taxpayers in the lower income levels, and 
that the 20 percent dividend tax credit gives greater proportionate benefits to 
high-income than to low-income taxpayers. 

FUNDS COMPLYING WITH SECTION 69. Section 69 was enacted to lessen the 
increased burden falling on taxpayers in respect of interest, rents, and other 
income, excluding dividends from taxable corporations resident in Canada, 
derived through a mutual fund or investment corporation. Section 69 of the 
Income Tax Act entitles an incorporated mutual fund to be taxed at a flat 
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Table 7-1 

PRESENT TAXATION OF INCORPORATED MUTUAL 
FUNDS NOT COMPLYING WITH SECTION 69 AND OF SHAREHOLDERS 

ON INTEREST, RENT, AND OTHER INCOME 

A. Tax on Fund 
Interest, Rents, and Other Income1 
Corporate Tax (at e.g. 50%) 
Available for Distribution 

B. Shareholder Tax 
Dividend Received 
Gross Tax 
Less 20% Credit 
Net Tax 
Net After-Tax Receipts 

Interest and Other Income 
Tax 
Net After-Tax Receipts 

Investment by Individual 
through an Incorporated 
Mutual Fund in Income-

Producing Property 

100 
50 
50 

80% Rate 
50 

50% Rate 
50 
25 
to 
15 
35 

20% Rate 
50 
10 
10 

40 
10 
30 
20 

Direct Investment by Individual 
in Interest-bearing Securities 

o 
50 

80% Rate 50% Rate 20% Rate 
100 toO 100 
80 50 20 
20 50 80 

1 "Other Income" excludes dividends from taxable corporations resident in Canada, and 
from non-resident corporations or foreign business corporations when more than 
25 percent of the issued share capital of such corporations (having full voting rights 
under all circumstances) belongs to the incorporated mutual fund; such dividends are 
not taxable to the fund (Section 28). 

rate of approximately 21 percent on all of its taxable income, provided con
ditions19 in respect of the following matters have been met: 
1. Assets: At least 80 percent of the fund's property throughout the year 

must have been shares, bonds, marketable securities, or cash, but with no 
more than 10 percent of its assets being shares, bonds, or securities of any 
one debtor, except governments. 

2. Income: At least 85 percent of its gross revenue must have been from 
sources in Canada, and not more than 25 percent from interest. Not less 
than 95 percent of its income (excluding capital gains) must have been 
derived from shares, bonds, marketable securities, or cash. 

3. Ownership: The fund must have had at least fifty shareholders through
out the year, none of whom owned more than 25 percent of the fund's 
shares. 

4. Distribution: Before the end of its taxation year, a fund must have distri
buted to its shareholders an amount equal to at least 85 percent of its 
taxable income and exempt income minus the 21 percent tax and taxes 
paid in the year to other governments. Not included within the 85 percent 
figure are stock dividends and amounts similar thereto. 
Table 7-2 illustrates the way in which the 21 percent tax under Sec

tion 69 not only reduces taxes, but in fact can produce lower taxes relative 
to direct investment for an individual taxpayer whose marginal individual 
tax rate is greater than the income tax on the investment corporation under 

19 See Section 69(2). 
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Table 7-2 

PRESENT TAXATION OF INCORPORATED MUTUAL FUNDS COMPLYING 
WITH SECTION 69 AND OF SHAREHOLDERS ON INTEREST, RENT, 

AND OTHER INCOME 

A. Tax on Fund 
Interest, Rents, and Other Income* 100 
Tax at 21 % 21 
Available for Distribution 79 

80% 50% 20% 0% 
B. Tax on Shareholder Rate Rate Rate Rate 

Dividends Received 79.0 79.0 79.0 79.0 
Gross Tax 63.2 39.5 15.8 0 
Less 20% Credit 15.8 15.8 15.8 0 
Net Tax 47.4 23.7 0 0 
Net After-Tax Income 31.6 55.3 79.0 79.0 

Direct Investment by Individual 
in Interest-bearing Securities 

Interest, Rents, and Other Income 100 100 100 100 
Tax 80 50 20 0 
Net After-Tax Income 20 50 80 100 
* "Other Income" excludes dividends from taxable corporations resident in Canada 

because such dividends are not taxable to the mutual fund. 

Section 69. This benefit arises where the mutual fund derives interest, rents, 
or other income because it makes the 20 percent dividend tax credit avail
able in respect of such income, whereas it would not otherwise be. To pre
vent abuse of this benefit, Section 69(2) (bb) provides that not more than 
25 percent of the gross revenue of the investment corporation can be from 
interest. 

It will also be noticed that where the mutual fund shareholder is in a 
lower bracket than that to which the Section 69 tax applies, there is a tax 
penalty for receiving interest and other income through a mutual fund unless 
there is other taxable income against which the dividend tax credit may be 
offset. Since a pension fund, for example, would have no taxable income, it 
would be unwise to realize interest, rents, or non-dividend income indirectly 
through a mutual fund. 

UTILITY OF SECTION 69. It is our understanding that as of December 31, 
1967, only nineteen of the forty-five incorporated mutual funds reporting to 
the Committee20 complied with the investment corporation provisions of 
Section 69. These nineteen funds, however, owned 67 percent of all the 
assets of Canadian mutual funds qualified for sale in Canada. 

Because capital gains and dividends received by an incorporated mutual 
fund from a taxable corporation resident in Canada are not taxable, Sec
tion 69 taxation can be more beneficial than direct ownership only in respect 
of interest, rents, and other income and, to this extent, it goes beyond the 
conduit principle of taxation. 

20 Report of the Canadian Committee on Mutual Funds and Investment Contracts, p. 
784. 
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UTILITY OF SECTION 69 FOR REIFS. Under eXlstmg legislation, Section 69 
benefits would not be available to a REIF because its revenue would come 
mainly from interest, rents, dividends, and capital gains. It is arguable that 
Section 69 might be amended to permit mortgage interest, rents, and other 
income to qualify for this treatment. As noted, however, this form of tax 
treatment would not be acceptable to pension funds. Nor would it be accept
able from a tax point of view for some non-resident investors, because they 
would not be entitled to the 20 percent dividend tax credit. It would be less 
favorable for resident individual taxpayers whose marginal tax rate is less 
than 21 percent, but would be more favorable for resident individuals in 
higher brackets in respect of rents and interest. It would benefit resident cor
porate shareholders of a REIF in respect of rents and interest, and in respect 
of all income other than dividends and capital gains. 

(iii) CONCLUSION 

If the Government concludes that the flow of private sector funds into hous
ing and construction in Canada should be given a tax incentive, an amended 
Section 69 approach combined with the dividend tax credit would be one 
means of achieving it in respect of interest, rents, and other income, exclud
ing dividends and capital gains. The benefits of such an incentive approach, 
however, would not accrue to pension funds and non-residents, or to some 
small individual investors. Because such an approach, as opposed to direct 
investment, would be more favorable for some investors and less favorable 
for others, for reasons not related to the purpose of giving an incentive, an 
alternative to a Section 69 approach would seem desirable if it can be 
achieved. 

IV. OTHER TAX CONSIDERATIONS FOR REIFs 

Having examined the overall suitability from a tax viewpoint of such possible 
REIF vehicles as trusts, corporations, and mutual funds, it is appropriate to 
look at some of the specific income tax problems which would confront a 
REIF, regardless of what type of vehicle might be selected. Even if conduit 
tax treatment is afforded to REIFs and their shareholders, it is necessary to 
examine the ways in which investments in mortgages and real estate interests 
will be taxed. For example, will revenues be taxed as income or as capital 
gains? This section deals with this and some other important questions. 

1. Business Income versus Property Income 

a) In General 
Present Canadian law distinguishes among three specifically enumerated 
economic sources of income, namely, businesses, property, and offices and 
employments. Different tax consequences apply in respect of each.21 This 
study is not concerned with income from offices and employments, but it is 
concerned whether the income of a REIF is from property or from business. 

A REIF will derive revenue in some or all of the following ways: 
1. Interest from mortgages, securities, and deposits 

21 Section 3. 
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'2. Discounts or bonuses on mortgages 
3. Rents from real property 
4. Dividends from corporations 
5. Gains from the disposal of assets 

In respect of all of the above-noted revenues of a REIF, different tax 
consequences can ensue depending on whether they are considered to derive 
from property or from business. The two major differences are, first, whether 
certain revenues are treated as income or as capital gains; and second, 
where the revenue is treated as income, whether certain deductions from 
income are permitted in computing taxable income. 

b) Gains - Capital versus Income 
(i) IN GENERAL 

One of the most difficult tax problems of a REIF will be to determine 
whether amounts received by or through it constitute income or capital 
gains. This distinction is most important under the present system, where 
capital gains are not taxed at all. It will still be important under the pro
posed tax reform system, where some or all capital gains may be taxed at 
only one-half the rates applicable to income. 

The importance of distinguishing between business and property income 
in dealing with the question of whether revenues constitute income or capital 
gains arises from the fact that capital gains taxation will not apply in any 
instance where the revenue originates from the carrying on of business. It is 
necessary, therefore, to determine whether certain revenues of a REIF would 
constitute business income. 

(ii) GAINS FROM CARRYING ON BUSINESS 

A REIF could make gains or losses on the disposition of equity interests in 
real property, or on the disposition of debt interests, such as mortgages, 
prior to their maturity. 

LEGISLA TIVE PROVISIONS. Section 139 (1 )( e) of the Act defines a business 
to include ". . . a profession, calling, trade, manufacture or undertaking of 
any kind whatsoever and including an adventure or concern in the nature of 
trade". The question therefore is whether the gains or losses of a REIF upon 
disposition of certain of its assets are derived in the course of carrying on a 
"trade", "an adventure or concern in the nature of trade", or an "undertak
ing of any kind whatsoever". 

PRINCIPLES FROM THE CASES. There have probably been more cases on the 
issue of whether gains made upon the disposition of equity interests in real 
property constitute income or capital gains than on any other single Cana
dian tax issue. It is not possible, however, nor is it necessary for this study, 
to do more than touch on some of the principal considerations. 

In arriving at an income or capital gains decision, the following are some 
of the factors that the courts have considered relevant: 
1. The intention of the taxpayer 
2. The number and frequency of transactions 
3. The normal business of the taxpayer 
4. The type of land 
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5. The purpose of the purchase 
6. The method of purchase 
7. The method of sale 
8. The reason for sale 
9. The objects of the corporation or trust 

The overriding purpose in examining these factors is to determine whether 
the profit or loss is merely the result of a realization or change of an in
vestment, as opposed to "an act done in what is truly the carrying on, or 
carrying out, of a business".22 As noted, the definition of a business in the 
Income Tax Act is very broad and includes "an adventure or concern in the 
nature of trade". This aspect is perhaps the most helpful guideline. In other 
words, if the REIF is in effect acting in the same manner as an ordinary real 
estate developer or promoter whose activities are directed toward the pur
chase and resale of real property at a profit, then there is no doubt that its 
gains constitute business income, and not capital gains. 

OBJECTS OF A REIF. The primary objects of a REIF, and its intention at the 
time of purchase of its assets, are to invest to earn interest and rental in
come from mortgages and real property. Its objects are not to trade or deal 
in mortgages and real estate interests in the same manner as, for example, a 
wholesaler, who might purchase goods solely with a view to resale at a 
profit. Any profits or losses from sales are merely the result of a realization 
or change of an investment, as opposed to an active trading in such property. 

(iii) CONCLUSIONS 

Because the basic purpose of a REIF is to earn continuing income for its 
shareholders, there is a strong case for saying that the gains derived upon 
realization of investment assets, including mortgages and equity interests in 
real property, would be capital gains, not income. But because of the over
riding investment intention and purpose, and the fact that the REIF itself 
would not act or carryon business in the manner of a trader who inventories 
real estate or mortgages or by organizing its operations in a commercial way 
to do so, Canadian law should, in its present state, regard any gains or losses 
as capital, and not as income. 

To ensure that a REIF does act as a passive investor rather than a trader, 
it would not be inappropriate to impose requirements of passivity and non
trading upon a REIF in order for it to qualify for both non-income treatment 
of gains and losses, and conduit tax treatment. Such passivity and non
trading requirements have been imposed on United States REITs. 

c) Interest 
(i) IN GENERAL 

As noted above, the answer to the question of whether a REIF is carrying 
on the business of buying and selling real estate property and mortgages de
termines whether the gains or losses are taxable as business income. In 
respect of interest income derived from mortgages, and perhaps other debt 
securities related to housing and construction, it is also necessary to deter-

22 Californian Copper Syndicate Ltd. v. Harris (1904), 5 T.e. 159, at p. 165. 
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mine whether the REIF is carrying on the business of lending money on the 
security of real property or otherwise. The answer to this question will assist 
in determining whether certain payments, such as mortgage bonuses or dis
counts, are income or capital. It will also determine whether interest is 
property or business income, and therefore what deductions from gross in
come are to be allowed in computing taxable income. 

(ii) INTEREST FROM CARRYING ON BUSINESS 

It was concluded earlier in this study that a REIF could be a passive investor 
rather than carryon the business of trading in real property interests and 
mortgages. The question that then arises is whether the same posture could 
be assumed in respect of the investment of money in mortgages and other 
debt instruments related to the financing of housing and construction. 

In the case of a bank, interest income is derived from the business of 
lending money; its mainstream of income is not from investing in interest
bearing property. A REIF would differ substantially from a bank, however, 
since it would be merely investing the funds of its shareholders and creditors 
in mortgages. A bank depositor receives a fixed or determinable rate of in
terest which the bank guarantees, whereas the income of a REIF shareholder 
would depend directly on the profits made from investments in mortgages 
and other properties. A REIF would not be in the business of making income 
for itself on the spread in interest rates between borrowed and invested funds, 
but would pass all of its investment income on to its shareholders. 

A REIF's role would be entirely one of investment, but it would be unlike 
investment counseling firms, which earn a percentage of profits on some other 
amount. If a REIF were to be organized so that it could not have an oppor
tunity to earn profits for itself from such investment activities, then it could 
hardly be argued that the REIF was carrying on an investment counseling 
business. 

In conclusion, then, if a REIF were organized in such a manner as to 
make its investment activities completely different from those of banks and 
investment counseling firms, there would be no reason under present law for 
the REIF to be held to be carrying on business. Its interest income, which 
would later be flowed through to its shareholders, would be in the nature of 
non-business income derived from investments in interest-bearing property 
such as mortgages. 

(iii) INTEREST VERSUS CAPITAL GAINS 

IN GENERAL. Having concluded that a REIF could be operated in such a 
manner that its interest income would not be derived from carrying on busi
ness, it is still necessary to examine certain types of revenue which might be 
derived from investing in debt instruments secured on real property, to ascer
tain whether such revenues would constitute income or capital receipts. Any 
amount that is considered to be interest will be taxable at full income rates. 
Interest has been defined as "the return or compensation for use or retention 
by one person of a sum of money belonging to, in a colloquial sense, or owed 
to another".23 Or as Lord Wright said in Westminster Bank Limited v. Riches: 

23 (Per Rand, J.), In re Farm Security Act, 1944, (1947), S.C.R. 394, at p. 411. 
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The essence of interest is that it is a payment which becomes due because the 
creditor has not had his money at the due date. It may be regarded either as 
representing the profits he might have made if he had the use of the money 
or, conversely, the loss he suffered because he had not that use. The general 
idea is that he is entitled to compensation for the deprivation.24 

Generally speaking, then, interest is a payment for the use of money. 

PREMIUMS, BONUSES AND INCOMES. The major problem lies in separating 
the interest or income element in loans from the principal or capital ele
ment. 25 This problem arises where there is a bonus, premium, or discount 
associated with a loan. A great deal of Canadian jurisprudence has arisen 
on the issue of whether bonuses or premiums on repayment of a debt consti
tute interest or a capital payment. The basic distinction adopted in both Eng
lish and Canadian cases is that a payment by a debtor will be regarded as 
interest when it is paid for the use of money, and as a premium or bonus, 
and hence a capital receipt, when paid "to compensate for risk of capital loss 
through default in repayment or through a decline in the value of money".26 

Bonuses, premiums, and discounts on loans can take a number of forms, 
but in essence they represent a repayment to the lender of a greater amount 
than the face value of the loan and interest combined. For example, bonds 
might be purchased at either above or below par and redeemed at par; mort
gages might be purchased at a discount and then held to maturity; or loans 
might be made without interest or at very low interest. In this area of the 
law, it must be emphasized that general rules are difficult to adumbrate be
cause each case will depend in large measure on its particular facts. Cases 
cited as examples, therefore, are authority as a rule only in substantially 
similar circumstances.27 For purposes of analysis, a distinction is made be
tween loans without interest, or at a very low rate, and those with reasonable 
interest. 

Where a loan is made with no interest, or at a very low rate of interest, 
but there is a premium or bonus included in the repayment, it is generally 
assumed that the premium or bonus is in lieu of interest and will therefore 
be treated as interest for tax purposes.28 Where a reasonable commercial rate 
of interest is charged, "there is no presumption that a 'discount' at which the 

24 Westminster Bank Limited v. Riches, (1947) A.c. 390; 28 T.C. 159. 
25 Section 108(3) states that "where subsection (1) of Section 7 would, if Part I were 

applicable, require a part of a payment to be included in computing the recipient's 
income because it can reasonably be regarded as a payment of interest, that part of 
the payment shall, for the purpose of this part, be deemed to have been a payment 
of interest." Section 7 (1) states that "where a payment . . . can reasonably be re
garded as being in part a payment of interest and in part a payment of a capital 
nature, the part of the payment that can reasonably be regarded as a payment of 
interest ... shall ... be included in computing the recipient's income." 

26 F. E. LaBrie, The Principles of Canadian Income Taxation (Toronto: CCH Canadian 
Limited, 1965), p. 148. 

27 As was stated by Lord Greene, M.R., in Lomax ~'. Peter Dixon & SOl! Limited, 
(1943), 1 K.B. 671, the "true nature of the 'discount' or the premium ... is to be 
ascertained from all the circumstances of the case and, apart from any matter of 
law which may bear on the question (such as the interpretation of the contract), 
will fail to be determined as a matter of fact by commissioners." 

28 The leading authority on this question is National Provident Institution v. Brown, 
(1921) A.C. 222, where it is held that the excess received by a holder of Treasury 
bills issued at a discount over what was realized on sale or redemption was taxable 
as income. 
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loan is made or a premium at which it is payable is in the nature of in
terest. "29 

Whether the rate of interest is a reasonable commercial rate will depend 
on all the surrounding circumstances and the custom of the trade with re
spect to similar loans with similar security. Where a commercial rate is 
charged, the interest is obviously rent for money, and the premium will be 
looked upon as a payment for additional capital risk. It is therefore relevant 
to decide "the nature of the capital risk, and the extent to which, if at all, 
the parties expressly took or may be reasonably supposed to have taken the 
capital risk into account in fixing the terms of the contract". 30 Where the 
capital risk is great, commercial rates of interest will be higher and part of 
the premium might be considered as interest.31 

Other factors relevant in determining whether a payment is interest or 
capital are demonstrated in a number of cases. The fact that a so-called bonus 
is a specified sum, not varying with the length of time the loan is outstanding, 
is evidence of a capital bonus.32 Nor will the fact that the bonus is called 
"interest", or that it may be calculated in terms of "six months' interest", 
detract from its essential capital nature. 33 

In mortgages, it is common to provide for bonuses, and whether they are 
considered as capital payments will be determined in accordance with the 
above principles. The cases which hold these bonuses to be income in the 
hands of certain taxpayers because their receipts amount to carrying on busi
ness must not, however, be permitted to obfuscate the fact that bonuses are 
not considered to be interest. 34 

CAPIT ALIZA TION OF' INTEREST. Where the capital and interest portions of a 
debt are in arrears, the parties may agree to refinance the obligation by con
solidating the overdue interest with the principal, and then provide for in
terest on this total amount. As stated by Lord Macmillan: 

The option to capitalize is an option to exact compound interest. . . . The 
unpaid interest never ceases to retain its character as interest, although it has 
from time to time been added to the capital indebtedness and has carried 
interest in turn. 35 

Section 24( 1) of the Act provides that where a security is substituted for 
interest, dividends, or other debts then due and payable, the value of the 
security substituted will be included in the income of the recipient in the taxa
tion year in which it is received. Under this section, it has been held, for 

29 Lord Greene, M.R., Lomax I'. Peter Dixoll & SOilS Limited, (1943) 1 K.B. 671, at 
p.682. 

30 Ibid. He stated also: "There is no presumption that a 'discount' at which the loan 
is made or a premium at which it is payable is in the nature of interest" where "a 
reasonable commercial rate of interest is applicable to a reasonably sound security." 

31 59 DTC 104. 
32 No. 642 v. N.M.R., 59 DTC 355; and C.I.R. v. Thomas Nelson & Sons Ltd. (1938), 

22 T.C. 175. 
33 No. 642 I'. M.N.R., 59 DTC 355; and Puder v. M.N.R., 63 DTC 1282 (Ex. Ct.). 
34 See, for example, Cohen v. M.N.R., 57 DTC ll83; M.N.R. v. MacInnes, 63 DTC 

1203; Spencer v. M.N.R., 61 DTC 1079; and Scott v. M.N.R., 63 DTC 1121. 
35 Lord Macmillan, I.R.C. v. Oswald, (1945) 1 All E.R. 641, at p. 652. See also the 

leading Canadian case on this question, The King v. The Torollfo General Trusts 
Corporation, (Re Ramsay Estate) (1942),2 DTC 555 (Ex. Ct.). 
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example, that shares issued to non-residents in lieu of debenture interest then 
payable are treated as interest under sections 24 and 106(1) (b) .36 Upon 
substitution of a security for a debt that is not yet payable, Section 24(2) 
provides that where the substitute security is not payable before the payable 
date of the substituted debt, it shall be included in the income of the recipi
ent for the taxation year in which the substituted debt became payable. Taxa
tion will occur at the date the original debt became payable. 

MORTGAGE POINTS. Where the rate of interest specified in a mortgage is less 
than the appropriate rate of return, a loan processing fee or "points" may be 
charged. It would appear that such points would constitute interest insofar 
as they are, in effect, a discounted capitalization paid at the outset by the 
borrower in lieu of a higher rate of interest. Otherwise, the ordinary rules in 
respect of premiums would appear to apply.37 

PREPAYMENTS. A borrower might be entitled to prepay his mortgage loan 
upon payment of a prepayment penalty. It has been held that such an amount 
does not constitute interest, since it does not accrue from day to day, but is 
a set amount which does not vary with the time during which the borrower 
has the use of the money. 38 

STANDBY FEES. Such fees may be paid, not in consideration of monies actu
ally loaned, but as consideration for an option to borrow money. As such, 
it is unlikely that they would be treated as interest, although they would be 
treated as income. 

CONTINGENT INTEREST. A mortgage could conceivably provide that in addi
tion to a fixed rate of interest, there will be additional interest based, for 
example, on gross receipts. It is arguable that contingent interest would not 
constitute interest in the sense of the Income Tax Act, since it is not an 
amount paid for the use of money. In addition, until the provisions of the 
Interest Act are clarified, there may even be a question as to the lawfulness 
of this form of interest. 39 In any event, it would seem to be taxable as income. 

(iv) CONCLUSIONS 

Any amount that is classified as interest will be taxable income, and not 
capital gains. This distinction is particularly important under existing law, 
and will be under the new law if capital gains should be taxed at a lower rate 
than income. 

In any event, and on the assumption that a REIF would not be carrying 
on business, all interest would become derived from investment in property. 
But if it were carrying on the business of issuing mortgages at discounts, for 
example, the discounts would be treated as business income, even under 
existing law. By ensuring that a REIF's activities are of a passive investment 
nature, it might be possible under both existing and proposed law to ensure 
that all of its income, including interest, be treated as investment income. 

Under Section 6( 1 ) (b) of the Act, interest may be taxed when received, 

36 See M.N.R. v. Manitou-Barvue Mines Ltd., 66 DTC 5001 (Ex. Ct.). 
37 See Balshin Investments Ltd. v. M.N.R., 58 DTC 456. 
38 See Puder v. M.N.R., 63 DTC 1282; and No. 642 v. M.N.R., 59 DTC 355. 
39 See Interest Act, R.S.C. 102, SS. 6 and 7. 
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if the taxpayer is on a cash basis for computing income, or when receivable, 
if he is on an accrual basis. In other words, the Act recognizes that it is 
possible for taxpayers using a cash method of computing taxable income to 
postpone taxation in respect of interest that is accruing but not yet payable. 
In this regard, certain issuers of debt securities have provided that interest is 
to accrue and be compounded, but not be payable until a later date. For 
example, the 1970-1971 series of Canada Savings Bonds provides for com
pound interest certificates which do not become due or receivable until the 
end of the sixth and the eleventh years; hence, no part of the interest is tax
able until such times. 

In a similar way, securities in a mortgage REIF might stipulate that in
terest is to accrue and be compounded, and not be payable before, for 
example, five or more years from the date of issue. In this way, taxpayers 
could postpone both receipt of income and taxation thereon for five years. 
Such a security could be useful for spreading income to future years, and 
there is provision under present law for this form of taxation of interest on 
a received basis. 

One problem in permitting a REIF to issue this type of security is that 
computation of worth on a public market could be difficult, unless a separate 
instrument covering such interest were issued each year to the holder, who 
would then be subject to tax when the instrument was cashed. This would 
permit the postponement of taxation in respect of mortgage interest received 
by the REIF but not distributed until some time in the future. This type of 
postponement would not be available if conduit tax principles were applied, 
except in the rare case where a mortgage might provide for the cumulation 
and compounding of interest. At the same time, it would put interest earned 
by a REIF investing solely or largely in mortgages on the same basis as bonds 
and guaranteed investment certificates. 

d) Rents 
(i) IN GENERAL 

As in respect of gains realized upon the sale of property and interest, it is 
necessary to determine whether rents constitute business income or property 
income. This becomes particularly important with regard to the deductions 
from income which can be made. Even if a REIF is not generally carrying 
on the business of renting premises in order to obtain rental income, it may 
still, in respect of certain rental properties, be held to be deriving business 
income, depending on the services it provides to the various tenants. 

(ii) RENT FROM CARRYING ON BUSINESS 

IN GENERAL. There is no question that if a REIF were carrying on the busi
ness of a real estate developer who builds rental properties, leases them to 
tenants, and manages the properties with a view to obtaining income, all 
rents obtained would be business income. If, however, a REIF were involved 
only in providing the finances and then holding its investment for the pur
pose of obtaining rental income, there could be a strong argument under 
present law that the REIF was acting only as an investor with a view to ob
taining a return from its property. The dividing line between these activities 
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is nevertheless a fine one, and it has been the subject of considerable juris
prudence. 
JURISPRUDENCE. The question of whether rents constitute income from prop
erty or from business was well stated by the Lord President when he said in 
1924: 
It may in the ordinary case be difficult to determine the point on which mere 
ownership of heritage passes into the commercial administration by an own
ing trader, but that is a question of fact of a kind not infrequently met under 
the Income Tax ActS.40 

Or as Mr. Justice O'Connor said in 1948: 

A landlord who is dealing with his own land and granting leases thereof and 
so receiving rents and profits is not carrying on business. But the question 
here is has the appellant reached the point where land ownership has passed 
into commercial enterprise in land.41 

Until 1964, there appeared to be no apparent rationale to the Canadian 
case law.42 In that year, Mr. Justice Thurlow held in the Wertman case that 
the extent of the services rendered by the landlord, as opposed to the number 
of tenants, was the controlling factor.43 Previously, the courts had tended to 
treat ownership of a rental building as almost sufficient in itself to constitute 
the carrying on of business.44 

The Wertman case held that the provision of certain services, previously 
thought sufficient to give rise to business income, would no longer suffice. 
The Walsh and Micay case,45 decided the next year, articulated what services 
must be provided to constitute the carrying on of business. Where the services 
provided are relatively insignificant and are normally supplied along with 
similar accommodations, then they are an integral part of the property itself. 
For a business to exist, one must go beyond the services normally provided. 

This means of distinction has been criticized on the grounds that since 
realty management companies are carrying on business, then the proprietor 
is as well when he provides the same services.46 It might even be argued that 
the provision of only minimal services, so as to make the proprietor more 
than a mere collector of rents, would constitute the proprietor's carrying on 
business. 

Regardless of the present state of Canadian law, which has not yet been 
determined by the Supreme Court, a logical approach would be that the per
formance of all those activities normally performed by realty management 
companies should constitute the carrying on of business; it is an undertaking 
in the nature of trade.47 The income received therefrom should therefore be 

40 The Rosyth Building & Estates Co. Ltd. v. P. Rogers (1918-1924), 8 T.C. 11, at p. 
17. 

41 Martin v. M.N.R., (1948),3 D.T.C. 1199. 
42 See Rubenstein v. M.N.R., 62 DTC 100; Ginsberg v. M.N.R., 7 DTC 445; Martin 

v. M.N.R., 3 DTC 1199; No. 240 v. M.N.R., 9 DTC 147; No. 705 v. M.N.R., 14 
DTC 301; No. 216 v. M.N.R., 54 DTC 55; and O'Doherty v. M.N.R., 8 DTC 463. 

43 64 DTC 5158 (Ex. Ct.). 
44 See Allen Karp, "Rental Income: Property or Business?", Canadian Tax Journal, Vol. 

3, 1968, pp. 192-93. 
45 Walsh and Micay v. M.N.R., 65 DTC 5158. 
46 Karp, "Rental Income", p. 196. 
47 Section 139 (1) (e). 
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prorated between those activities which constitute the mere collection of 
rents, and those which represent additional services rendered. It would seem 
unnecessarily arbitrary to require an all or nothing approach, as both the 
recent and former cases have. 

(iii) CONCLUSIONS 

The recent opinions of the Exchequer Court indicate that rents will in most 
instances be considered to be property income, in the same way that divi
dends or interest are; rents are income from investing in property rather than 
carrying on business in the property. This posture supports the proposition 
that investment by a REIF in real property interests is very similar to invest
ment and should be considered as a passive investment, even when certain 
services are performed by the owner in respect thereof. 

If the alternative and perhaps more realistic view is taken, then services 
of advisement and management should be separated from the rental income 
attributed to pure ownership of the property. The latter should be treated as 
passive investment income, akin to dividends and interest from the ownership 
of stocks and securities. The other functions - those of advisement, manage
ment, and provision of services - should be treated as the active business 
income and should be taxable as such. 

e) Reasons for Business-Property Distinction 
(i) IN GENERAL 

Whenever revenues are classified as income, be they gains realized, dividends, 
interests, or rents, they will be taxable under both present and proposed law: 
it will not matter that their economic source is property .or business. This 
latter distinction assumes importance, however, when determining questions 
such as what deductions may be made from income in arriving at taxable 
income. 

(ii) SOME TAX CONSEQUENCES 

In general, a greater number of deductions are permitted if the taxpayer is 
carrying on business rather than merely investing in property. A number of 
other tax consequences also ensue. The following are some examples: 
LOSS CARRY-OVERS. Only business losses may be carried forward five years 
and back one year.48 
TRAVEL EXPENSES. If the management of two or more sites constitutes the 
carrying on of business, the expenses of traveling thereto are deductible.49 

CAPITAL COST ALLOWANCES. Where an individual taxpayer, including a trust, 
is not carrying on business in respect of property, then he will be entitled to 
capital cost allowances for the whole of the calendar year, regardless of when 
in that year the property was acquired. If, however, the individual is carrying 
on business in respect thereof, the deduction will have to be prorated accord
ing to the number of days in which it is held. Because a REIF's income 
would be from investment, it should therefore be entitled to claim cost allow
ances for the whole of the taxation year. 

48 Section 27(1)(e). 
49 Samuel Dattner v. M.N.R., 64 DTC 85. 
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Where several businesses are carried on with respect to property, separate 
classes for capital cost allowances are created in respect of that property.50 
PERSONAL CORPORATIONS. One way to escape classification as a personal 
corporation is for the corporation to carryon an active business. 51 Owner
ship of income-producing properties, while it may amount to the carrying 
on of business, might nevertheless not be "active" business.52 

ATTRIBUTION RULES. Where property is transferred to a spouse, the income 
therefrom is taxable to the transferor unless the transferee spouse is carrying 
on business in respect thereof, and, provided that the spouses are not carry
ing on a partnership. 53 
NON-RESIDENTS. If a non-resident derives rental income from carrying on 
business in Canada, then he will be taxable at full Canadian personal rates 
thereon. If he is not carrying on business, the 15 percent tax on gross rents 
will apply. 54 

A non-resident not carrying on business in Canada is entitled to elect 
taxation on a net income basis under Part I of the Act in respect of rentals. 
Unless he is carrying on business in respect of real property, however, he 
will not be entitled to the personal deductions.55 

2. Deductions from Income 

a) Introduction 
Even if the advantages of pooling, diversification, and investment expertise 
are made available through a REIF, the after-tax return on investment will 
determine the extent to which private sector investment is made in Canadian 
housing and construction. An important consideration in determining this 
return is the amount of tax, and hence the deductions from income permitted 
in calculating the taxable income. The following sections deal with some of 
the more important deductions for REIFs. 

b) Capital Cost Allowances 
An owner of depreciable property which is used to earn income, be it prop
erty or business income, is entitled to deduct from all of his taxable income 
certain amounts in respect of such property. 56 Twenty-five different classes 
of property exist for these purposes, and all property must be assigned to 
one of them. Then specified deductions (5 percent, in the case of concrete 
buildings) from the capital cost of all property in each class are permitted 
each year on a declining balance basis. 57 These tax benefits may be large in 
initial years, but will decline as the undepreciated capital cost of the prop
erty in each class is reduced. By charging off capital cost allowances against 
income, the owner reduces profits available for distribution, thus conserving 
within the business current assets to make good the wastage of the fixed asset 

50 See Section 139(2), and Regulations 1100(3), 1104, and 1101(1). 
51 Section 68(1)(c). 
52 See Sawle Estate, 67 DTC 524. 
53 Section 21. 
54 Section 106 (1 )( d) . 
55 Section 1l0(1)(c). 
56 Section 12(1) (b). 
57 See Regulations, Part XI. 
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in question. Principal repayments on mortgages against rental property are 
normally financed, at least in part, out of funds conserved by the charging 
of capital cost allowances against income. 

Where an asset in a class is disposed of for more than the then undepre
ciated capital cost of all assets in that class, the difference is recaptured and 
treated as taxable income.58 If, however, all the assets are disposed of for 
less than the undepreciated capital cost of all assets in that class, then a 
terminal loss is created for the difference, and this amount can be deducted 
immediatel y. 59 

c) Advisement and Other Expenses 
Expenses of a REIF would not be deductible from income if they were un
reasonable and were not paid "for the purpose of gaining or producing in
come from property or a business". 60 In addition, Section 12 ( 1 )( c) pre
cludes deduction of an expense "to the extent that it may reasonably be 
regarded as having been made or incurred for the purpose of gaining or 
producing exempt income or in connection with property the income from 
which would be exempt".61 

A REIF would incur a number of expenses in its operations, some of the 
more important of which would be 
1. Advisory fees paid for assistance in selecting and evaluating mortgage 

and real estate investment 
2. Management fees for the management of the property of the REIF 
3. Interest paid by the REIF on monies borrowed for leverage purposes 

If a REIF should be granted status as a tax-exempt organization, there 
would be no problem with deductibility under present law. If it were granted 
tax conduit treatment similar to a trust, then reasonable advisory and man
agement fees would be deductible. The only difficulty might arise in respect 
of Section 12 (l )( c) . Under it, interest paid to acquire, for example, shares 
in other companies would not be deductible under the present law, since the 
dividends therefrom would not be taxable in the hands of the REIF if it 
were a corporation.62 If the REIF were a trust, the dividends would be tax
able and the interest therefore deductible. The same results would probably 
ensue under a system of full integration for intercorporate dividends; and 
even if there were only half-integration, it would seem that interest would be 
properly deductible, at least in part. Indeed, if the approach of distributing 
income were adopted, combined with conduit or flow-through treatment, in
terest expense would be properly deductible at the shareholder level. 

3. Capital Gains Taxation 

Canada does not presently tax gains made on the sale of property unless the 
gain is realized from carrying on business.63 The White Paper proposals on 

58 Section 20(1). 
59 Ibid. 
60 Section 12(1)(a). 
61 Section 12(1) (c). 
62 Section 28(1)(a). 
63 Section 13 9 (1 )( e ) . 
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tax reform recommended that most gains would be wholly included in in
come and taxed at full income rates. 

To the extent that capital gains taxes would decrease the after-tax re
turn to investors in REIFs, less investment would flow into housing and 
construction in Canada. It may be contended, however, that to the extent 
that capital gains taxation was applied to all property, there would be no 
discrimination within the system against investment in mortgages and equity 
interests in real property. This contention would not be valid, however, if 
gains on some property, such as shares in widely held corporations, were to 
be taxed at lower rates than gains on real property and mortgages. For 
REIFs to be successful, therefore, a minimum requirement is that its gains 
be taxed at no greater rate than any other property competing for investment 
dollars. 

In the case of some involuntary realizations, the reform proposals recog
nized that roll-overs should be permitted, meaning that no taxation would 
apply where there was a reinvestment in similar assets within a reasonable 
time. Because of the present demands for funds for housing and construction 
in Canada, similar roll-over provisions might also be extended to REIFs in 
respect of their voluntary realizations. If this were done, and the gains or a 
portion of them were not distributed to shareholders, the ability of REIFs 
to increase their contribution in this area could be greatly enhanced. Such a 
roll-over approach would also increase savings and investment in Canada 
generally, without threatening the concept of fairness among taxpayers, since 
REIF shareholders would be taxed on the proceeds of disinvestment and all 
consumption would thus be purchased out of tax-paid dollars. 

4. Non-Resident Investors in Canadian REIFs 

a) In General 
Because of the attractiveness of Canadian real estate, it is anticipated that, 
in the absence of legal or tax impediments, non-residents would display con
siderable interest in investing in Canadian REIFs. 

Any tax penalty that non-residents suffer from so doing will act as a 
disincentive to obtaining investment from this potentially large source. ,Some 
instances in which this will be important are as follows: 
1. If there is an income tax imposed in the country of residence but the 

recipient, such as a pension fund, is exempt therefrom, any Canadian 
taxes imposed will represent a tax disincentive. 

2. If the income of the recipient is taxable in his country of residence and 
in Canada as well, there will be a tax disincentive to the extent that the 
non-resident cannot offset or credit all of the Canadian taxes against his 

domestic taxes. 
3. If the recipient is a resident in a jurisdiction which imposes no taxes 

whatsoever, the tax disincentive will be the total amount of the Canadian 
taxes imposed. 
Canada's general practice under existing law is to impose, in most cir

cumstances, a 15 percent withholding tax on interest, dividends, and rents 
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paid to non-residents, with no tax on capital gains. Thus, present Canadian 
law can create a tax disincentive to non-residents who 
1. Are tax exempt (such as pension funds) in their country of residence 
2. Are resident in jurisdictions which impose no income tax (tax haven 

countries) 
3. Are taxable in their own jurisdiction and receive no allowance or an in

sufficient allowance against domestic taxes for Canadian taxes paid 
4. Are taxable in their own jurisdiction and receive allowance against Cana

dian taxes paid, but are taxable in such jurisdiction at less than the 
Canadian rate 
Tax-exempt non-residents and non-residents from low-tax or no-tax jur

isdictions will represent the largest number of potential investors in Canadian 
REIFs who will be affected by the tax disincentives posed by Canadian 
taxation. 

Under the proposed tax reforms, the Canadian non-resident tax rate on 
interest, rents, and dividends would be increased to 25 percent for non
treaty countries, and capital gains could be taxed as high as the Canadian 
personal rates. For treaty countries, the 15 percent rate will continue, and 
the taxation of capital gains remains uncertain. Thus, the proposed reforms 
would further increase the tax disincentive to non-resident investors in 
Canadian real estate and mortgages, whether directly or through Canadian 
REIFs, particularly for non-residents in low-tax or no-tax, non-treaty 
countries. 

As noted, a REIF's income could consist of rents, capital gains, interest, 
and other income. If non-residents of Canada were to receive such income 
directly rather than through the intermediary of a REIF, then present Cana
dian taxation would be as described below. 

b) Rents 
(i) PART III TAXATION 

All rental payments to a non-resident by a resident in Canada are subject to 
the 15 percent non-resident tax on gross rents imposed under Part III of the 
Act. 

(ii) OPTION OF PART I TAXATION 

Section 110 grants a non-resident person the option of being taxed under 
either Part I or Part III in respect of amounts paid to him during the taxa
tion year as on account or in lieu of payment of, or in satisfaction of rents, 
on real property in Canada. The election must be made within two years 
from the end of the taxation year. 

It will be noted that Section 108 ( 1) stipulates that the 15 percent with
holding tax under Section 107 is payable on the full amount paid to the non
resident "without any deduction from those amounts whatsoever"; there is 
no provision for paying tax on net income. If the non-resident makes the 
Section 110 election, he will be entitled to deduct from his gross income all 
the deductions permitted under Part I, including interest, capital cost allow
ances, operating expenses, and property taxes. He will not, however, be en
titled to the further deductions from net income provided under Division C 
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of Part I, such as personal deductions, dependent's deductions, and Section 
28 deductions, in computing his taxable income. 

The full personal or corporate rates will then apply to that net income as 
if he were resident in Canada, not exempt under Section 62, and the real 
property were his only source of income. If the non-resident is considered to 
be carrying on business in Canada in respect to the real property, he will 
be automatically taxable under Part I, with no question of the election hav
ing to be made, and will be entitled to the Division C deductions as well. 

Normally, it will be advantageous to make the Section 110 election dur
ing the early years of ownership of real property, when capital cost allow
ances are high, thereby reducing the net income from rents to a point where 
the Part I progressive rates will often result in lower tax than the flat 15 
percent on gross rentals. In subsequent years, when the building has been 
depreciated, the 15 percent tax will often be lower than the progressive rates 
on a greater net income, and the election will not be made. Where the elec
tion has been made and the non-resident's interest or part thereof in the land 
is disposed of, recapture of depreciation will occur under Section 20( 1). 
The benefits of Section 43 in respect of the recapture depreciation will not 
be available, however, unless the Section 110 election has been made for 
the preceding five years. If the election has been made, no Section 33(1 )(a) 
provincial tax abatement will be permitted. 

c) Interest 
(i) IN GENERAL 

Section 106 ( 1 ) (b) provides that "every non-resident person shall pay an 
income tax of 15 percent on every amount that a person resident in Canada 
pays or credits, or is deemed by Part I to payor credit to him as, on ac
count or in lieu of payment of, or in satisfaction of interest." 

(ii) TAX-EXEMPT NON-RESIDENTS 

There are a number of exceptions to this tax, the most important of which 
for REIF shareholders is contained in Section 106 (1 ) (b) (iv) which exempts 
non-residents in respect of "interest payable on any bond, debenture or 
similar obligation . . . to a person to whom a certificate of exemption has 
been issued". 

Certificates of exemption may be issued by the Minister of National 
Revenue to any non-resident person who establishes both that an income 
tax is imposed under the laws of the country in which he is a resident and 
that he is exempt from income tax under such laws.64 The purpose of this 
exemption is to enable the Minister to recognize the tax-exempt status of 
non-resident taxpayers and to enable them to purchase Canadian debt 
securities without tax penalty. Without this exemption, there would be a 15 
percent tax on tax-exempt non-residents wishing to purchase Canadian debt 
securities; without it, it is unlikely that such purchases would be made. 

This exemption applies only in respect of interest payable on "any bond, 
debenture or similar obligations". There is considerable doubt, however, that 
interest from mortgages secured on real property would qualify for this 

64 See Section 62. 
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exemption. There would appear to be no good reason to exclude mortgage 
interest when almost every other form of interest qualifies. Without this 
exemption or a favorable treaty provision, it seems doubtful if tax-exempt 
non-residents, such as pension funds and charitable organizations, would 
make substantial investments in Canadian mortgages, either directly or 
through Canadian REIFs; with it, it is reasonable to expect they would. 

(iii) INTEREST ON GOVERNMENT SECURITIES 

Section 106(1)(b)(ii) exempts non-residents from the 15 percent withhold
ing tax on interest derived from certain Canadian federal, provincial, and 
municipal debt obligations, including certain "mortgages" and "hypothecs". 
In view of the public function of REIFs in providing debt financing for hous
ing and construction in Canada, it is suggested that this exemption be ex
tended in respect of interest income of REIFs distributed to non-residents. 
The exemption already applies in respect of government-guaranteed mort
gages and hypothecs. This further exemption would not only be an extension 
of this same function, but would relieve the Government of any financial 
responsibility of guaranteeing such debts. 

d) Dividends 
Section 106 (1 a) provides for a 15 percent tax on all dividends paid by resi
dents of Canada to non-residents. This tax is reduced to 10 percent in re
spect of payor companies which have a "degree of Canadian ownership". 
To the extent that a REIF does derive dividends, it would be desirable that 
the Withholding tax be exempted. This is a matter, however, which may not 
be of fundamental importance in determining the attractiveness of Canadian 
REIFs to non-resident investors, since it is not expected that dividends will 
constitute a significant portion of the income of a REIF. 

e) Capital Gains 
Under present law, Canada does not tax the capital gains of non-residents, 
even where their territorial source is Canada. Under the proposed tax re
forms, however, it is recommended that non-residents be subjected to Cana
dian taxation on the gains made on disposition of 
1. Shares in a closely held corporation 
2. Significant holdings in widely held corporations 
3. Real property in Canada 
It now appears likely that the tax rate on such capital gains will be lower 
than the personal tax rates. It is not known whether there will be an addi
tional withholding tax. The comments made earlier with respect to the taxa
tion of capital gains are equally applicable in the context of taxing non
resident shareholders of Canadian REIFs. 

f) Conclusions 
As noted, there are instances in which the present 15 percent and the pro
posed 25 percent Canadian tax in respect of interest, rents, and dividends 
does and would act as a disincentive to investment by certain non-residents 
in Canadian REIFs. To overcome this problem, there is strong justification 
for exempting interest and rental income of REIFs from the tax, as interest 
on government securities is presently exempt. In any event, certificates of 
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exemption for both interest and rent derived through REIFs should be made 
available on the same basis as are certificates of exemption for interest at 
present. Also worthy of consideration is the possibility of at least permitting 
non-residents to pay tax on their Canadian-source income from REIFs on a 
net income basis, rather than at the flat 15 percent or 25 percent rate on 
gross amounts. Precedent for this latter approach may be found in Canada's 
recently concluded tax agreement with Jamaica. 

5. Income Allocations to the Provinces 

a) In General 
At present, the Federal Government and all provincial governments exercise 
income tax jurisdiction over both corporations and individuals, including 
trusts. All provinces impose and collect their own corporation income tax. 
All provinces impose their own individual income tax, but only Quebec col
lects its own; all the other provinces allow the Federal Government to collect 
it on their behalf. Accordingly, a corporation could be faced with filing tax 
returns in, and paying corporation tax to, eleven different jurisdictions in 
Canada. An individual or trust would have to file a maximum of two re
turns, provided that no provinces other than Quebec begin to collect their 
own taxes from individuals and trusts. 

b) Federal Tax Abatement 
To leave some room for the provinces to exercise their tax jurisdiction, the 
federal Income Tax Act provides for an abatement of federal taxes. This 
abatement is ten points in the case of corporations65 and twenty-eight points 
for individuals or trustS.66 

In respect of Canadian REITs, the abatement from federal taxes other
wise payable is determined by reference to the trust's "income earned in a 
taxation year in a province". 67 

Where a trust is resident in a province on the last day of a taxation 
year, its "income earned in the taxation year in the province" is its world 
income for the year, minus all its business income derived through a perma
nent establishment situate outside the province. Thus, both investment and 
employment income, as well as business income not derived through a per
manent establishment outside the province, constitute the income of the 
trust earned in the province of residence for purposes of the abatement. Only 
business income derived from carrying on business through a permanent 
establishment outside the province will not be deemed to have been earned 
in the province of residence. 

Accordingly, if a REIF were carrying on business through permanent 
establishments in more than one province, it would be essential to allocate 
such business income to the various provinces. This would mean that the 
trustees of the REIT would have to compute the income allocable to Quebec 
or to any other province which might impose an income tax on trusts. The 
shareholders would be entitled to the appropriate abatements and would be 

65 Section 40. 
66 Section 33. 
67 Ibid. 
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required to allocate such income under present Canadian law, because dis
tributions from the trust would not change their character from business to 
investment income through the interposition of a trustee between the source 
of the income and the ultimate recipient.68 

As in the case of REITs, the abatement of federal corporation tax for 
REICs is in respect of the corporation's "taxable income earned in the year 
in a province". Part IV of the Regulations provides, in general, that taxable 
income may be earned in a province only if the corporation has a perma
nent establishment in that province. A corporation may have a permanent 
establishment in the course of carrying on business.69 Unlike an individual 
or a trust, however, a corporation may also have a permanent establishment 
in a province through the mere ownership of land therein. 7o 

Thus, as with REITs, under present law REICs would be faced with the 
administrative problem of allocating their income to various provinces in 
which they had permanent establishments as defined. This is not a major 
problem where the allocation has to be made only once and at the corporate 
level. If a REIC were to be taxed in the same way as a trust, however, and 
if the income flowed through to shareholders retained its character and source 
in their hands, then conceivably allocations might have to be made by the 
shareholders to all ten provinces in respect of business income. 

c) Summary 
Both REITs and REICs would have to allocate their business income to the 
various provinces to determine the federal tax abatement in computing their 
own taxes, if any. Such allocations would be made on the basis of whether 
that business income was derived through a permanent establishment in the 
province. Where business income was distributed to shareholders of a REIT 
or a REIC that was taxed as a pure conduit, shareholders would also be re
quired to make allocations in respect of business income and to file the ap
propriate tax returns for each province. This prospect could deter invest
ment in Canadian REIFs whenever the allocation problem arose. As noted, 
the allocation problem would arise where a REIT or REIC derived business 
income from permanent establishments in more than one province. To over
come the problem thus created, as well as for other reasons, it is necessary 
to ensure that none of the REIF's income is derived from carrying on busi
ness. In other words, its income must be obtained, not from carrying on 
businl:lss, but through passive investment in income-producing property. 

In conclusion, therefore, the very real administrative difficulty of REIF 
shareholders' having to allocate income to the various provinces and per
haps to file tax returns in them can be largely overcome if all of the REIF's 
income is from passive investment in income-producing property. If the 
allocation need not be made, it is because the federal tax abatement for in
come earned in a province is not available; but its non-availability will not 
generally create an added tax burden, because the provinces do not generally 
tax income in respect of which the federal tax abatement is not available. 

68 See supra, this chapter, Section I. 
69 See Ontario Corporations Tax Act, S. 2. 
70 Ibid. 
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Accordingly, there would generally be no requirement for payment of pro
vincial income taxes other than to the province in which the REIF share
holder was resident, if an individual, or in which it had permanent establish
ment, if a corporation. 
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Chapter 8 

Real Estate Investment Funds and Tax Reform 

by R. M. Wingfield, C.A. 

Real estate investment funds are emerging slowly in Canada. The proposed 
tax reforms are one reason for their hesitancy. This chapter analyzes the 
proposals as they would affect REIFs, then goes on to discuss intermediaries, 
conduit tax treatment, and passivity in the Canadian context. Alternative 
recommendations for Canadian REIFs and tax rules are reviewed, and finally 
some income tax recommendations are set out. 

I. PROPOSED TAX REFORMS 

The White Paper on tax reform l contained the following six proposals which 
are particularly important for a study of REIFs. 
1. Capital gains realized from the sale of real estate would be brought into 

income in full and taxed at the taxpayer's regular income tax rate. 
2. The pooling of rental properties would be effectively prevented, so that 

when each building was sold for a gain, recapture of depreciation would 
arise. 

3. The tax shelter whereby a taxpayer can hold highly mortgaged property 
and deduct rental losses against other income would be eliminated. 

4. There would be a greater degree of integration of income tax paid by a 
corporation with income tax payable by its shareholders to prevent 
double taxation of the same income. 

5. Mutual funds that are trusts would be treated as corporations with the 
same two-level tax treatment as incorporated mutual funds. 

6. Other trusts that issue transferable or redeemable units with market
ability would be treated as widely held corporations. 
While REIFs were not mentioned specifically in the proposals, the im

plications for them are clear and will now be discussed in detail. 

1 E. I. Benson, Minister of Finance, Proposals for Tax Reform (Ottawa: Queen's 
Printer, 1969). 
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1. Capital Gains 

The White Paper proposed that capital gains on rental real estate would be 
taxable in full, immediately on disposal. 

Broadly, under present law, when rental real estate is sold as an invest
ment and not in the course of trading, any excess of proceeds over unde
preciated capital cost becomes recapturable at some time as taxable income. 
The proposals would not change this.2 If the proceeds of such assets are in 
excess of original cost, however, the present law provides that the excess 
is a non-taxable capital gain. The proposals would tax this gain in full at 
regular rates. 

The Canadian Institute of Chartered Accountants (CICA) has recom
mended a holding period before the disposal of an asset can be considered 
a capital transaction.3 If the real estate were held for three years or less, the 
gain would be taxable in full; if held for a longer period, then the gain would 
be included in income to the extent of a reducing proportion which would 
drop to 50 percent after thirteen years (that is, the proportion would drop 
five percentage points per annum). 

The gradual reduction in the taxable portion of a capital gain was recom
mended because the "lock-in" can become very severe if the rate is sharply 
lowered at anyone point in time. This is the situation that arises when the 
selling price of an asset has increased so much that the potential tax on a 
realized capital gain deters the owner from selling. The lock-in is even more 
apparent if the opportunity to pay tax at a lower rate is available by waiting 
until a period of a higher rate has ended. 

Also, the reducing rate was considered necessary because of the effect 
of inflation on assets held for a long time and because the large gain after a 
long holding period produces irregular income in the context of a long time 
span (this is often referred to as "lumpy" income). 

Both the Senate and the Commons committees recommended a lower 
effective rate of tax for capital gains. The Senate recommended a special tax 
at the lower of 25 percent or one-half of the marginal rate;4 the Commons 
recommended bringing one-half of the gain into income.5 The Senate 
recommended that short-term gains (held for less than a year) be taxed as 
ordinary income; the Commons recommended treatment similar to that for 
depreciable assets written off over very short periods of time (for example, 
tools and dies that have a 100 percent depreciation rate). 

Neither the White Paper nor the reports of the Senate and Commons 
committees referred to the base for establishing the gain on sale of rental 
real estate. Would the base be undepreciated capital cost (that is, cost less 
capital cost aIlowances) or merely original cost? Under existing tax rules, 

2/bid., para. 4.77. 
3 Canadian Institute of Chartered Accountants (CICA), Submission on the White 

Paper on Tax Reform to the House of Commons Standing Committee on Finance, 
Trade and Ecollomic AfJairs, No. 49, June I, 1970. 

4 The Standing Senate Committee on Banking, Trade and Commerce, Report on the 
White Paper, 1970. 

5 House of Commons Standing Committee on Finance, Trade and Economic Affairs, 
Respectillg the White Paper, October 1970. 
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capital cost allowances, which would have been allowed in full against in
come of the period of ownership, are recaptured if depreciable property is 
sold for a price greater than the undepreciated capital cost and the recapture 
is taken into income in full. It is perhaps unusual that a depreciable asset 
is sold above original cost. 

Table 8-1 iJIustrates the various alternative methods of calculating tax 
on a capital gain, depending on the base that is used. By comparison with 
the present law, which taxes the recapture at full rates (assumed 50 percent) 
but not the excess over original cost, the White Paper would tax the excess 
as ordinary income as well. Two other alternatives are shown: first, where 
the excess is brought into income and taxed at one-half only; and second, 
where the entire difference between the proceeds and the undepreciated 
capital cost is brought into income and taxed at one-half only. As a final 
comparison, the tax result under present United States law is shown. In 
the table, it is assumed that a building costing $1 million was sold after 
ten years for $1.2 million, at which time the book value was $600,000. 
The tax liabilities, at an assumed tax rate of 50 percent on the book gain of 
$600,000, would be as indicated. 

Table 8-1 

COMPARISON: TAX ON SALE OF A BUILDING 
($000) 

For Capital Gain 
Taxon 

Recapture 
Base Gain and Gain 

Canada: 
Present law 1,000 200 200 
White Paper proposal 1,000 200 300 
White Paper modified to tax 
1/2 of capital gain 1,000 200 250 
Gain equals proceeds less 
undepreciated capital cost at 
1/2 rates 600 600 150 
Present U.S. law 600 585 184 

It will be seen that the White Paper is the worst alternative from the tax
payer's viewpoint and that most of the alternatives are worse than results 
under present U.S. regulations. 

2. Property Pooling 

Property pooling works as follows: assets of a similar nature - for ex
ample, concrete buildings - are grouped in one class, and capital cost 
allowance may be claimed on the undepreciated capital cost of all assets in 
that class up to specified maximum rates. The existing class mechanisms pro
vide a method of deferred taxation in respect of the recapture of deprecia
tion on the sale of one asset, provided that others remain in the class. 

The White Paper proposal would require that a separate class be estab
lished for each building costing over $50,000. This could trigger an imme
diate recapture of depreciation or a terminal loss at the time of sale of a 
building, which in turn would deplete the cash proceeds from the sale and 
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perhaps necessitate a larger proportion of cash consideration. This might 
seriously affect those developers who had made projections for mortgage 
payments and obtained lenders' approvals based on continuous develop
ment and on the deferred tax effect of the depreciation umbrella. 

The CICA did not disagree in principle with this proposal. 6 The Com
mons Committee approved it in principle, but recommended $100,000 in 
place of $50,000.7 The Senate Committee rejected it.8 

3. Tax Shelter 

One of the concepts of the White Paper was that the income from each 
source should be calculated separately and then the aggregation of those 
incomes would be subject to special rules. 

In the real estate area, it was proposed that a taxpayer be prohibited 
from deducting from other income a loss from holding property if that loss 
were created by capital cost allowances, interest, and property tax expenses. 

The concept of the White Paper seems to be that each source of income 
should bear its own tax and should not be sheltered by losses from another 
source. Because an excessive claim for capital cost allowances might result 
in a loss of the right ever to deduct the excess, the effect would be to limit 
the claim for capital cost allowances so that the income from that source 
would not be reduced to a loss thereby. 

If a tax loss were initially computed from all properties held for pro
ducing income, the taxpayer would seem best advised to allocate it in the 
following order: 
1. Reduction of capital cost allowance 
2. Capitalization of interest and taxes 
3. Deduction from other income 

The limitation on deducting losses would not apply to each piece of 
property, but rather to groups of similar properties. Also, it might not apply 
to properties that are held in the course of carrying on a business - for 
example, gas stations. 

It would be exceedingly unfortunate for developers if they could not 
offset losses on their rental properties, for example, prior to achieving full 
occupancy, against their income from the profit on real estate developed 
for resale. This would discourage them from retaining real estate for rental. 
In fact, they might be forced to sell their rental properties to raise working 
capital. It would generally lessen the attractiveness of real estate as an invest
ment. 

4. Integration 

Double taxation of the same income is partially eliminated under our 
present tax system in two ways: first, a corporate shareholder receives tax 
free all dividends from taxable Canadian corporations; and second, an indi
vidual shareholder is entitled to a 20 percent tax credit against his tax on 

6 Canadian Institute of Chartered Accountants, Submission on Tax Reform. 
7 House of Commons Standing Committee, Respecting the White Paper. 
S Standing Senate Committee, Report on the White Paper. 
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similar dividends. The system applies to the corporate income of any nature 
without regard to its source or corporate tax treatment. 

The White Paper proposals would endeavor to eliminate completely the 
double taxation of income earned by closely held corporations. In the case 
of widely held corporations, in regard to their business income, it is likely 
that some part of the corporate tax is passed on to customers in the price 
charged for goods and services. For widely held corporations, a system of 
half-integration was proposed, and this would affect all types of corporate 
income. It would differ little from the existing partial elimination system 
except in one important aspect; the revised tax credit available to share
holders would depend on the precise amount of tax payable by the corpora
tion. Thus, in future, corporate REIFs might pay enough tax sufficient to 
provide their shareholders with dividend tax credits. 

The general effect of the proposals for corporate REIFs would be con
tinued taxation of their income at both the corporate and the shareholder 
levels with consequent higher taxes than if the shareholders had invested 
directly. 

5. Mutual Funds 

The White Paper takes the position that mutual funds that operate in the 
trust form are in direct competition with those that are corporations. The 
White Paper would end the conduit treatment now given to these trusts. 
Mutual fund trusts would then be taxed in the same manner as incorporated 
mutual funds, and the ability to obtain tax conduit treatment through the 
use of a trust would no longer exist.9 

Under the general integration rules of the White Paper, dividends from 
Canadian public companies would normally flow tax free through a mutual 
fund. A special rule is proposed for capital gains of a mutual fund on its 
sale of shares of public Canadian corporations. Briefly, the mutual fund 
would pay capital gains tax at a special rate of 33'h percent of the capital 
gain. 10 The net capital gain cannot flow through to the shareholder as regular 
dividend income because only half of the gain is taxable to the shareholder. 
Thus, the individual would gross-up the net capital gain distribution by 50 
percent, but would pay income tax on only half the grossed-up amount. The 
gross-up is available as a tax credit. 

Capital gains from foreign shares and real estate would be taxed at full 
ordinary income tax rates and only one-half of this tax would flow through 
to the mutual fund shareholders. A tax on capital gains would prevent many 
types of investors from using mutual funds. Tax-exempt investors such as 
pension funds and charities would find it too expensive, as would foreign in
vestors. 

The White Paper proposed that the tax-free status of registered retire
ment savings plans and pension plans would be lost if they invested more 
than 10 percent of their assets in foreign securities or other foreign invest-

9 Benson, Proposals for Tax Reform, para. 5.57. 
10 Ibid., para. 4.62. 
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ments. ll This would prohibit them from investing in those mutual funds 
which have a greater proportion of their assets in foreign securities. A 
transition period of three years was recommended by the Canadian Mutual 
Funds Association to enable funds to reorganize their portfolios.12 

Table 8-2 compares an investor's combined tax rate under the White 
Paper proposals if he invests (1) directly or (2) via a mutual fund. Differ
ent types of income are considered and also the different circumstances of 
the investor. Three marginal rates are considered for a resident and the 
effect of withholding taxes in the case of a non-resident. 

The comparison points up the additional tax burden to both resident and 
non-resident if he invests in interest-bearing securities, such as mortgages, 
via a mutual fund. The industry has made recommendations to remedy this 
defect in the proposals. 

The Canadian Mutual Funds Association (CMFA) recommended that 
mutual funds be given conduit or flow-through treatment similar to that avail
able to mutual funds in the United States. 13 The mechanics for doing this 
could be the partnership treatment which is recommended in the White Paper 
proposals for closely held corporations. Obviously, in the case of mutual 
funds, it would be difficult to get unanimous consent of all shareholders to 
elect this treatment, and this should not be required. The CMF A gave the 
following distribution recommendation and referred to the problem of un
distributed income: 

18. In order to be entitled to elect such conduit treatment it is recommended 
that a mutual fund be required: 
i) to distribute (within say two or three months after the end of its fiscal 

year) at least 90 percent of its available earnings including net realized 
capital gains and 100 percent of any carryover of earnings or gains not 
distributed in a previous year, and 

ii) to report to each shareholder annually such information relative to the 
earnings and distributions of the mutual fund as may be prescribed by 
regulation. 

In order to achieve greater equity between new and redeeming shareholders 
and the continuing shareholders of a mutual fund all mutual funds would 
undoubtedly make such distributions at least on a half-yearly basis and pro
bably quarterly. 

25. At present a person who buys shares of a mutual fund with undistributed 
income on hand is buying into a tax liability, although this is minimized by 
the present practice of mutual funds paying out practically all of their in
come each year by way of dividends. Likewise, either under conduit treat
ment or the White Paper proposals, anyone buying shares of a mutual fund 
with unrealized gains on hand is buying into a potential tax liability.14 
The industry therefore believes that conduit tax treatment, coupled with 
frequent distribution, is the solution to the problem. 

ll1bid., para. 2.52. 
12 Canadian Mutual Funds Association, Submission on the White Paper on Tax Reform 

to the House of Commons Standing Committee on Finance, Trade arid Economic 
Affairs, No. 60, June 11, 1970. 

131bid. 
14 Ibid. 
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Table 8-2 

COMPARISON: INCOME RECEIVED THROUGH A MUTUAL FUND 

Source of Income 

Resident Individuals 
(1) Direct investment 

Widely held companies (Canadian): 
Dividends 
Capital gains 
All other; e.g., Dividends and capital 
gains on closely held companies and 
foreign shares and interest 

(2) Via a mutual fund 
Widely held companies (Canadian): 
Dividends 
Capital gains 
Interest 

Non-Residents (Treaty) 
(1) Direct investment 

Widely held companies (Canadian): 
Dividends 
Capital gains 
Interest 

(2) Via a Canadian mutual fund 
Widely held companies (Canadian): 
Dividends 
Capital gains 
Foreign dividends 
Interest 

6. Investment Trusts and Corporations 

Proposed Corporate and Personal In-
come Taxes, If Investor's Personal Tax 

30% 

47.5 
15 

30 

47.5 
15 
47.5 

Rate Is: 

40% 

55 
20 

40 

55 
20 
55 

57~% 
Nil 
15% 

57~% 
43%% 
50% 
57Y2% 

50% 

62.5 
25 

50 

62.5 
25 
62.5 

Other trusts that issue transferable units - that is, closed-end trusts
would be treated as widely held corporations with consequent taxation of 
their income in the hands of both trust and unit holder. A Canadian REIT 
would fall into this category, as would many investment trusts and corpora
tions that receive interest and rents (as contrasted to mutual funds that are 
open-end and mainly earn dividend income). Thus, like mutual funds, Cana
dian REITs would no longer be able to obtain tax conduit treatment through 
the use of a trust. 

Nor are the investment corporations which never had the complete con
duit tax treatment any happier with the proposals. The Association of Cana
dian Investment Companies (ACIC), which represents closed-end invest
ment companies, recommended that all income be exempt from further 
Canadian tax at the fund level if substantially full distributions of ordinary 
income are made. For capital gains, the Association recommended that there 
should be the option of a cash distribution or an allocation, both of which 
would flow through and be taxable to the shareholder. The recommenda
tions have a direct bearing on the treatment of closed-end real estate invest
ment companies. 15 

15 Association of Canadian Investment Companies, Submission on the White Paper on 
Tax Reform to the House of Commons Standing Committee on Finance, Trade and 
Economic Affairs, No. 60, June 11, 1970. 
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The problem of non-dividend income of mutual funds (which in this 
context are REIFs) was raised before the House of Commons Committee 
on August 5, 1970. The Minister of Finance was specifically asked if he 
could resolve the problem of the extra tax burden on a mutual fund investor 
that he would not have to bear if he owned bonds and mortgages directly. 

Mr. Benson: I think so. The paragraphs in the White Paper were written 
with mutual funds that invest in shares basically in mind, and the proposals 
would treat these as conduits, and we will, if we move along these lines, de
vise rules that will also give conduit status to the mutual funds that invest 
in bonds and mortgages. 
Mr. Kaplan: So there could be amendments to the integration system that 
would accommodate that and permit them to carryon business. 
Mr. Benson: Yes, so they would be treated as a conduit just the same as 
the mutual funds that invest in shares and the benefits flow through. 16 

The conduit status implies a flow through of income to the beneficial 
owner such that the total income tax on the income does not exceed the 
income tax on it which the owner would have paid if he had received the 
income directly. The proposals for closely held companies were close to this 
principle; those for widely held companies were not. 

The principle could be implemented, for instance, by the fund's paying 
a 33Y:3 percent (or 50 percent) tax on net rents and interest and the share
holder's paying tax on the cash dividend grossed-up by 50 percent (or 100 
percent) with the tax paid by the fund being creditable against the share
holder's tax liability. 

Alternatively, the fund could be exempted from tax on distributed in
come. The shareholder would then take the distribution into taxable income 
and pay the appropriate tax currently. 

7. France 

It is perhaps more than coincidence that the Canadian reform proposals 
closely parallel the French system of gross-up and credit for integrating 
company and shareholder taxes. 

In France, the company is used as the investment vehicle for mutual 
funds, closed-end investment companies, and real property investment trusts. 
The last-named are pooled funds to invest in housing. Income is not taxed 
in the fund but flows through immediately to investors, where it is taxed on 
a single-tier basis. The French REITs are under close government super
vision and are of limited application, but it is important to record for this 
study that France recognizes the tax conduit treatment of REIFs. 

II. INTERMEDIARIES 

1. Tax Comparison 

An individual may invest his money on security of a mortgage directly with 
the owner of the real estate, or he may do the same thing through an inter
mediary. In the latter case, the mortgage interest may be distributed to him 

16 House of Commons Standing Committee on Finance, Trade and Economic Affairs, 
Proceedings, No. 91, August 5, 1970, p. 78. 
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as and when it is earned, or payment may be deferred, depending on the 
circumstances of the intermediary. 

Tables presented in Appendix C compare the taxation of mortgage in
come which is earned by various intermediaries and flowed through to bene
ficial holders. 

Based on the assumptions made, comparative after-tax residues to an 
individual investing in various ways are summarized in Table 8-3. 

Significant for this review is the proposed additional taxation of mutual 
funds (where their income is not all dividends). The newly created disad
vantage to the mutual fund trust is readily apparent. Moreover, it is a dis
advantage not imposed on investment through other intermediaries. The 
effect on the after-tax income of individuals investing in mortgages through 
a mutual fund trust is a loss of income; based on Table 8-3, this loss is as 
follows: 

1970 tax rules 
Proposed reform 

Loss of net income 

48.5% 
35.1 % 
13.4% 

Deductibility of the interest on funds borrowed for investing in mort
gages is permitted to all taxpayers and would continue to be so under the 
reform proposals. Corporations and individuals presently receive interest 
as regular income, subject to regular tax rates, without the payor's status 
having any effect. The tax reform proposals would not change this. 

Existing tax rules are remarkably consistent regarding interest payments 
out of interest income. There is reasonable uniformity of treatment no mat
ter what type of vehicle is used for mortgage investments or what time the 
individual receives the interest payments. 

The use of a company to raise equity capital and invest in mortgages so 
that it receives interest income and transmits it to the individual shareholder 
through dividends causes a loss of income. Converting interest income into 
dividend income gives rise to a tax disadvantage. The investor is no less 
passive in using this vehicle, although he may be assuming more risk. 

In practice, because of this tax disadvantage, few companies are used as 
vehicles for holding mortgages and distributing the income. Companies that 
do invest in mortgages are likely to retain their earnings for growth or to 
have non-tax reasons for operating in this manner. 

The proposed tax reforms would extend this corporate disadvantage to 
mutual funds operating in the trust form. The advent of a tax on capital 
gains for the shareholder would impose an additional level of income tax 
on both trust and corporate forms of mortgage funds that retain their earn
ings for growth. 

Because closely held companies would effectively achieve elimination of 
double taxation, one obvious, but impractical, solution would be to create a 
multiplicity of closely held companies, one for each investor. But a more 
equitable treatment would be to allow the investor to do indirectly what he 
can do directly. 
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Table 8-3 

MORTGAGE INTEREST RECEIVED THROUGH INTERMEDIARIES 

Immediate Distribution 
Individual directly 
Partnership 
Personal corporation 
Closely held company, partnership election 
Family trust 
Mutual fund trust 
Life policy, segregated fund 
Closely held company, no election 
Widely held company 

Deferred Distributions 

1970 
% 

48.5 
48.5 
48.5 
N/A 
48.5 
48.5 
48.5 
39.4 
39.4 

After-tax Income 
to an IndividuaLl 

Proposed 
Reform 

% 

48.8 
48.8 
48.8 
48.8 
48.8 
35.1 
48.8 
46.8 
35.1 

Family trust 46.5 48.8 
Mutual fund trust 46.5 35.1 
Closely held company, no election 39.4 46.8 
Widely held company 39.4 35.1 
Pension fund 48.5 48.8 

1 It should be noted that the low percentages of after-tax income indicate high tax 
cost. 

2. Trust Company Interest 

Consider the case of a trust company that accepts money on five-year certifi
cates with a guaranteed rate of interest. It might invest these funds in resi
dential mortgages with five-year renewal clauses. This would provide a 
matching as to term, but the rate of interest on the certificates would be 
lower to cover cost and profit. This is similar to the process for a REIF; 
yet, the White Paper proposals would deny the conduit principal for REIFs, 
as is shown in Table 8-4. 

3. Variable Interest Bonds 

A shareholder's income is doubly taxed; a bond holder's income is not. 
Perhaps, then, the investor should give up the somewhat dubious value of 
ownership to obtain corporate income in the form of bond interest. Any 
special rights to give bond holders the entire income of an intermediary, 
however, might cause a different tax treatment. These paragraphs review the 
possible capacity of a bond having a variable interest rate to absorb all of 
the income of a corporate REIF. 

Most of the income of a corporate REIF could be distributed as interest 
if the bonds were given an interest rate just below the earning power of the 
corporate assets. For solvency purposes, however, the bonds would need to 
have a longer term than the asset turnover cycle and an interest rate calcu
lated to be below the yield on the assets at any time during their term. 

In the case of construction and development loans, the term of the cor
porate bond can be shorter and the interest rate more closely tuned to the 
corporate yield. In the case of building investments, the minimum yield in 
rents and gains over the long investment period is more difficult to estimate. 
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Table 8-4 

COMPARISON: MORTGAGE INTEREST RECEIVED THROUGH A 
TRUST COMPANY 

Mortgage interest 

Via Trust 
Company 

10 
Expenses and remuneration to sponsor 2 

Income tux at 50% 

Amount for payment of interest on 
certificate 
REIF distribution 
Tax at 40% 
Less tax credit 
Shareholder tax 
Combined tax 

"8 

8 

3.2 

TI 
TI 

Via REIF 
White Paper 

Proposal! 

10 
2 
"8 
4 
"4 

4 
2.4 
2.0 
0.4 
4.4 

Conduit 
Principal 

10 
2 
"8 

8 
3.2 

TI 
TI 

1 The center column illustrates the additional tax that would be imposed on a REIF 
by the White Paper proposals. A similar disadvantage might not arise to the follow
ing similar intermediaries which at present get a conduit tax treatment: 

Pooled investment funds operated by trust companies 

Pooled and specific pension funds 

"Common Trust Funds" of estates and trusts 

The interest rate on corporate bonds is fixed to provide a guarantee for 
the investor and a fixed commitment for the company. Nevertheless, the 
guarantee of that fixed interest rate is evaluated by the market and the in
vestor's principal fluctuates in market value accordingly. 

On longer-term bonds, there would seem to be a need for an interest rate 
varying with the income of the company. A trading company is so dependent 
on the vagaries of the marketplace that it might be able to vary the bond 
holders' interest, if at all, only by reference to its net profit. It was found 
necessary to do this in the depression years of the 1930s, but the Income 
Tax Act was then amended to deny deduction of such interest and to treat 
it as a dividend. The Income Tax Act still provides as follows: 

Section 139 (1)(t) 
Income bond or debenture. - "income bond" or "income debenture" means 
a bond or debenture in respect of which interest or dividends are payable 
only when the debtor company has made a profit before taking into account 
the interest or dividend obligation. 
Section 12 (1)( f) 
No deduction shall be made in respect of payments on income bonds. - an 
amount paid by a corporation other than a personal corporation as interest 
or otherwise to holders of its income bonds or income debentures unless the 
bonds or debentures have been issued or the income provisions thereof have 
been adopted since 1930. 
i) to afford relief to the debtor from financial difficulties, and 

ii) in place of or as an amendment to bonds or debentures that at the end 
of 1930 provided unconditionally for a fixed rate of interest. 

Section 8 (3) 
Interest on income bonds. An annual or other periodic amount paid by a 
corporation to a taxpayer in respect of an income bond or income debenture 
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shall be deemed to have been received by the taxpayer as a dividend unless 
the corporation is entitled to deduct the amount so paid in computing its 
income. 

Thus, income bond interest does not get conduit treatment. It would 
seem possible, however, for a company to determine an interest rate for a 
bond which would be payable not "only when the debtor company has made 
a profit", nor even at a rate varying with profit, but at a rate tied to gross 
income. In this manner, most of the company's income could pass to the 
investor without corporate tax and thus achieve conduit treatment. If the 
gross income determined the interest rate, then it would need to be passive 
and not subject to fluctuations in expenses. 

As described above, the variable interest bond produces a result similar 
to the REIF. The difficulty lies in gearing interest payments to gross income. 
Although the REIF's income may be regular, and the manager's fee may be 
in proportion, there may be an uneven flow of capital gains or losses. These 
gains on capital have to be passed on to the investor at the same time as 
the entrepreneurial managers are remunerated in keeping with their invest
ment management performance. A vehicle is required for passing through 
to investors the long-term capital gains and losses on real estate. This is 
achieved in the United States by the RElT. 

4. Life Assurance Companies 

The typical Canadian life company is mutually owned by its policy holders. 
Stated simply, for tax purposes, the income is earned for passive investors 
who pool their funds for several long-term objectives. 

These basic pools are described below. 

a) The Life Fund 
In this case, the policy holder pays his contributions out of tax-paid income, 
and his insurance is guaranteed by the general funds of the insurance com
pany. While the premiums are accumulating, investment income (excluding 
capital gains) is taxed at 15 percent. The intention is to provide a guaran
teed benefit at death. At that time, the entire proceeds are income tax free 
but fall into the estate for estate tax purposes. The life fund accounts for 
most of a life company's assets. 

Annuities purchased otherwise than by a registered plan would be in
cluded in this fund. When payments are made, the fund recoups the 15 
percent tax. The annuitant pays tax in respect of the income element only. 

There is also a fund for fixed premium policies issued prior to October 
23, 1968, but the interest income of this fund is not subject to the 15 per
cent tax. 

b) Registered Pension and Retirement Savings Plans 
The individual's tax deductible premiums are contributed to the general 
funds. The investment income of these funds accumulates tax free. The in
tention is to provide a guaranteed annuity on retirement, and at that time 
the annuity is taxed at the tax rates applicable during the retirement years. 
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c) Segregated Funds 
Contributions are made to funds which are segregated from the general 
funds and invested as a separate pool. The intention is to provide an an
nuity on retirement or a death benefit, the amount of which will vary accord
ing to the value of the underlying securities. The income is not distributed 
but is reinvested on the beneficiary's behalf. There is no tax on the Canadian 
income, or capital gains, to the segregated fund itself. The income (but not 
capital gains) is allocated annually to the policy owner, reported on a T5 
form, and becomes part of the policy owner's taxable income for that year. 

Contributions to a registered pension or retirement savings plan also 
could be invested in this manner, and no tax would be payable by the plan 
until maturity or termination. 

d) Additional Reserves 
To the extent that investment income is not allocated to policy holders, it 
is treated as corporate income and taxed at the full corporate rate. Since 
there are no shareholders of a mutual company, this tax-paid surplus is 
usually retained as additional reserves. 

Of the four insurance funds mentioned above, the closest comparison 
to the REIF is the segregated fund. It should be noted that its income (while 
not physically distributed) is taxed immediately to the policy owner unless 
the policy is pursuant to a retirement scheme (which is governed by special 
rules). Investment in mortgages and real estate is permitted to segregated 
funds, but real estate is particularly awkward for valuation and other pur
poses. 

The general funds of a life company can be invested without limit in 
good quality mortgages, leasebacks, and ground rents. Rental real estate 
is subject to a limit which may be broadly stated as 10 percent of portfolio 
assets. The general tax rate of 15 percent applicable to investment income 
is looked upon as a representative payment on behalf of the policy holders. 

5. Investment Companies 

The Income Tax Act caters to investment companies in Section 69 of the 
Income Tax Act, which provides a reduced tax rate for investment com
panies that can qualify under special rules and make an election. Included 
in the rules are the following requirements: 95 percent of the corporation's 
income must be derived from shares, bonds, marketable securities, or cash; 
not more than 25 percent of its gross revenue can be interest; and not less 
than 85 percent of its net income for the year must be distributed during the 
year. An important feature available to a Section 69 company is that all of 
its interest income is taxed at the low rate of corporation tax (23.54 percent 
at present). This tax could be mitigated by the dividend tax credit of 20 
percent, depending on the shareholder's tax bracket. 

Table 8-5 shows how a Section 69 company gets an effective conduit 
tax treatment which is comparable to the treatment of other investment 
funds and shows some recognition that it is an intermediary. 

In the above example, there appears to be no disadvantage to an invest
ment company which does not elect Section 69 treatment. There would be a 
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Table 8-5 

EXAMPLE: FUNDS INVESTING IN SHARES AND SECURITIES 
($000) 

Investmellt Company 
Sec. 69 Not Sec. 69 Illvestmellt Trust 

Interest $ 20 $ 20 $ 20 
Less tax at 23.54% 5 5 

$iS $IS $ 20 
Dividends 80 80 80 
Earnings for distribution $ 95 $ 95 $100 
Shareholder Income $ 95 $ 95 $100 
Tax at 40% $ 38 $38 $ 40 
Tax credit at 20% 19 19 16 
Shareholder tax $ 19 TT9 $ 24 
Net income after tax $ 76 $ 76 $ 76 

disadvantage, however, if its taxable income exceeded $35,000 and became 
taxable at the full corporate rate. 

In general, investment companies cannot elect under Section 69 if they 
wish to retain more than 15 percent of their earnings or if they have a high 
proportion of interest income. Companies customarily distributing their 
earnings find the Section 69 tax rate to be a favorable alternative to the 
corporate rates if they have a large amount of interest income (but still 
less than the permitted 25 percent ratio of gross revenue). 

The difficulties experienced by investment companies in obtaining new 
subscriptions or, because of the tax penalty, in retaining earnings for growth 
are described in recent comments by the ACIC on closed-end investment 
companies: 

The market price of a closed-end company's shares does not depend exclu
sively on the market value of its underlying securities as is the case with 
mutual funds, but on the demand for and supply of such shares, dividend 
yields and other factors. The experience in Canada has been that the shares 
of closed-end companies trade at substantial discounts from net worth based 
on net asset values. We believe that the market price of Canada Develop
ment Corporation shares would be subject to these same relationships and 
tendencies. The discount has made it virtually impossible for such companies 
to expand their operational base by way of new equity issues and with to
day's high cost of debt capital their only practical source of funds for new 
investment is the sale of securities in their portfolios or retention of earnings. 
We feel, therefore, that a capital gains tax payable by a closed-end invest
ment company is a particularly heavy burden on our industry. We are of 
the opinion that definite benefits accrue to our shareholders and also to the 
Canadian economy by maintaining intact pools of capital under professional 
management. Open-end funds (more commonly known as mutual funds) 
can over time quite reasonably expect a continuing cash flow which will 
more than offset any drain resulting from the payment of capital gains tax. 
Such is not the case as far as closed-end funds are concerned.J7 

The current tax treatment of REIFs can be seen by looking at the above 
calculations for an investment company and an investment trust. Because 
of their large amount of rental and interest income, REIFs could not qualify 
under the present Section 69. 

17 Association of Canadian Investment Companies, Submissioll 011 Tax Reform. 
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Capital gains derived from the sale of shares and real estate are not 
presently taxed, but those from bonds and mortgages are included with the 
appropriate investment income and thus are taxed. 

6. Mutual Funds 

The report of the Canadian Committee on Mutual Funds studied mutual 
funds in their generally accepted sense as excluding closed-end funds. 18 The 
income tax treatment, however, has regard not to the open or closed-end 
feature, but to the form of the organization. Thus, mutual funds are subject 
to the same tax treatment as closed-end investment funds, depending on 
whether they are organized as corporations or trusts. Earlier in this chapter, 
we discussed the tax implications to mutual funds of the White Paper pro
posals. The following paragraphs discuss the mutual fund as an intermediary. 

In its brief on the White Paper on tax reform, the CMFA said the follow
ing about the difference between a mutual fund and a manufacturing com
pany, as regards their similarity for corporation tax purposes: 

16 .... The relationship of the mutual fund shareholder to the mutual fund 
is not much the same as that of other shareholders to their corporations for 
the following reasons: 
i) the essence of the relationship between a mutual fund and its share

holders is that the mutual funds must at the request of its shareholders 
redeem for cash the shares held by such shareholder. "Other corpora
tions" are generally prohibited from doing this; and 

ii) "other public corporations" generally carryon some business activity, ... 
it is likely that some level of corporation tax is passed on to customers 
in the price which the corporations charge for their goods and services. 
A mutual fund has no customers .and therefore cannot pass on any part 
of its taxes to them. It is little more than an agency for its shareholders. 
It is a vehicle to facilitate the pooling of moneys, as was said by the 
Canadian Committee. 19 

The essential similarity between a mutual fund and a REIF « and the 
difference they share versus other organizations) is their inability to exist in 
isolation. An industrial or commercial organization is complete in itself, 
whereas a fund is primarily a pool of investment monies managed by a 
manager (usually a separate company) which continually carries out the 
entrepreneurial function that in other organizations is the function of the 
shareholders and directors. 

7. REIFs in Canada 

Companies or trusts investing in real estate find that they need to be closed
end or open-end, depending on the characteristics of their assets. For the 
fund to be open-end, the assets must be capable of regular valuation and 
prompt realization. For REIFs in Canada, these characteristics are not 
present except perhaps in the case of government-guaranteed or conven
tional mortgages. It is apparent that there are very few REIFs whose shares 
are available to the public, and they are mostly closed-end. Some of them 
are as follows: 

18 Report of the Canadian Committee on Mutual Funds and IIII'estment Contracts, 
Provincial and Federal Study (Ottawa: Queen's Printer, 1969). 

19 Canadian Mutual Funds Association, Submission all Tax Reform. 
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1. MEPC Canadian Properties Limited is a closed-end company holding 
rental real estate which is quoted on the Toronto Stock Exchange. 

2. The Royal Trust Company Mortgage Corporation is a closed-end com
pany owning conventional mortgages. The public participates via shares 
of the Royal Trust Company, and it provides a useful comparison to the 
M Fund. 

3. The Britannica House Trust is a closed-end trust which acquired a single 
leasehold interest (ninety-nine years) and whose trustee holds the lease 
in trust until the property is sold. 

4. The Royal Trust M Fund is a trust which is able to be open-end because 
it invests in conventional mortgages, and because its sponsor, the Royal 
Trust Company, has guaranteed to purchase the mortgages at 95 percent 
of valuation. 
One reason for the lack of market appeal for REIFs which are real 

estate holding companies is the tax barrier that has been mentioned pre
viously in discussing investment companies whose income is not from divi
dends. It is notable that such companies do not distribute a high proportion 
of their income to the public shareholders. If they did, then double taxation 
of the income would considerably reduce the yield. 

This double tax cost may also explain why a large number of rental 
residential properties are retained by developers in conjunction with their 
development of single-family dwellings, or are held by closely held family 
companies and not marketed. 

8. Intermediaries in General 

From this discussion on Canadian intermediaries, it is evident that there 
are many ways in which an investor can use an intermediary without suffer
ing the penalty of double taxation. In the instances discussed, the assets of 
the intermediary and the income at source and to the investor have been of 
a non-active nature, not associated with business activities and, in fact, of 
a passive nature. 

III. OTHER FEATURES OF REIFs 

1. Liquidity 

Generally, REIFs are closed-end because the real estate assets are long 
term and not readily realizable. 

There are two important liquidity aspects of REIFs to consider: one is 
the liquidity of the REIF's real estate assets, and the other is the liquidity 
of the investor's shares in the REIF. In both cases, a valuation of the real 
estate assets is important. 

In descending order of liquidity, the principal investments currently 
forming the portfolios of real estate investment funds are 

Construction and development loans (C and D loans) 
Short-term mortgages 
Conventional mortgages (long term) 
Equity holdings in property 

In Canada, much of the financing during construction is undertaken by 
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a long-term lender as a draw-down of the permanent financing. Where there 
is a bridging or a C and D loan separate from the long-term financing, how
ever, valuation cannot be made by reference to the market value of the loan 
security or the supporting real estate, but involves an assessment of the bad 
debt possibilities inherent in an incomplete construction project. In this case 
also, liquidity of the REIF's total investments is governed by its outstanding 
commitments to make further loans. 

Short-term and long-term mortgages should be more readily realized 
prior to maturity and thus may be valued by reference to a market. The 
mortgage market in Canada, however, may not be adequately developed for 
this purpose. 

Valuation and realization of equity holdings in property require con
siderable sophistication. Traditionally, perhaps because of badly managed 
real estate operations and offshore funds, any form of disclosure of a valua
tion of real estate by publicly quoted funds in the United States has been 
prohibited by securities rules. (This is despite the fact that the adviser's 
compensation may be based on market values.) 

Under French income tax laws, a real estate investment trust is required 
to value real estate at the lower of depreciated book or market values and 
also to set aside a 20 percent reserve for possible losses. In addition, all 
investment funds must set aside general shareholder reserves over and above 
subscribed share capital. 

Following the French example, a combination of loss reserves and a 
proportion of liquid investments (say, 20 percent) should provide the neces
sary safeguards for all but catastrophic runs on redemptions. As a further 
protection against a catastrophe, it could be provided by regulation or charter 
that redemption would be illegal in the event that liquid assets fell below, 
say, 5 percent. 

Another way of providing both valuation and liquidity is sponsorship by 
institutions in the form of a guaranteed take-out or "put". Life insurance 
companies, for example, have the expertise to value properties and project 
their values over a period. If they gave a REIF a guarantee that they would 
buy a property at stated values over, say, a five-year period, this could pro
vide it with a valuation and reasonable liquidity. Also, perhaps the REIF 
would restrict its valuation and redemption dates to month-ends, as is now 
done by trust company funds. 

For example, the M & G Property Fund was established in the United 
Kingdom in March 1971 as an open-end real estate fund. Its real estate 
properties are valued monthly by an independent appraiser. A life assurance 
company has undertaken to buy property up to 20 percent of the fund, and 
10 percent of the fund will be retained in government securities and bank 
deposits. Thus, a 30 percent liquidity cushion is provided. 

An investor depends on the stock market for disposal of closed-end in
vestments, and on the liquidity of the fund itself for redemption of open
end investments. In both cases, the amount of his proceeds depends on a 
valuation of the real estate assets. Put another way, for a fund to be open
end, it is essential that the real estate assets be capable of both valuation 
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and realization. There appears to be no tax reason for insisting that REIFs 
be closed-end or open-end. This is because all the regular income is dis
tributed, and it makes little difference whether a taxable gain arises by sale 
or by redemption. 

In summary, if there is to be liquidity in a REIF, the real estate assets 
must be capable of valuation and realization. When the real estate assets are 
long term, the lack of liquidity usually requires that the REIF be closed-end. 
If adequate liquidity can be provided, however, then a REIF might be open
end. An open-end REIF's shares would be redeemable and should appeal 
to the investor. Thus, every consideration should be given to allowing some 
REIFs to be open-end. In any event, this is a matter for regulation by securi
ties law and not by tax law. 

2. Depreciation and Cash Flow 

As a practical matter, the cash flow for mortgage principal repayments in 
an equity REIF is generally provided out of rents received and is approxi
mately equivalent in amount to the depreciation charge. 

A further cash flow consideration is the deferment of income tax by 
claiming a higher capital cost allowance for tax purposes than the depre
cation which is booked. Investors are concerned that there may be a shortage 
of available cash in later years when the deferred tax liability becomes pay
able, because by then the cash may have been used to purchase real estate 
or even to pay dividends. This cash demand may come, however, at a time 
when rental income has increased relative to the buildings' initial years and 
when the mortgage payments are less onerous. 

3. General Price Level Changes 

It has long been recognized that there are shortcomings in financial state
ments, in that they show historical costs and do not give weight to changes 
in the market values of assets or even to the effect of monetary changes over 
the course of time. Without a solution to this problem, accounting authori
ties have adhered rigidly to historical cost. 

While historical cost is still used, there is an emerging possibility that a 
supplementary statement might be presented on a price level basis. It would 
be particularly useful where there has been substantial inflation. The supple
mentary financial statement would restate the historical costs in terms of 
current dollars and would show, for example, the current dollar equivalent 
of fixed assets arrived at with the aid of an index relating current general 
price levels to those existing at the time the assets were acquired. No attempt 
would be made to represent current appraisal or market values. Such a 
statement is shown in Table 8-6. 

When a building is sold after being held for many years, some part of 
the proceeds may be attributed to inflation and yet the apparent gain may 
be taxed in full as a recapture of depreciation. Table 8-7 shows the effect 
on a building held for the ten years to 1970. The building illustrated in the 
previous table is used again here. 
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Table 8-6 

EXAMPLE: GENERAL PRICE LEVEL ADJUSTED BALANCE SHEET 

Assets 
Bank deposits 
Land 
Building, cost less depreciation 

Liabilities and Equity 
Deferred income tax 
Long-term debt 
Shareholders' equity 

Cost as at December 31, 1970 
Historical Restated 

$ 78,125 $ 78,125 
200,000 269,000 
750,000 1,008,750 

$1,028,125 $1,355,875 

$ 78,125 $ 96,533 
450,000 450,000 
500,000 809,342 

$1,028,125 $1,355,875 

For details relating to this table, see Appendix C. Historical costs for 1961 have been 
updated to current 1970 costs in accordance with the Dominion Bureau of Statistics' 
implicit price index of 134.5 for the fourth quarter of 1970. For the purpose of this 
example, the deferred income tax has been treated as a non-monetary item. 

Table 8-7 

EXAMPLE: GENERAL PRICE LEVEL CHANGE AND 
DEPRECIATION RECAPTURE 

Cost, 1961 
Depreciation 
Net value 
Sales proceeds, 1970 
Gain 

Recapture 
(excluding excess over cost) 
Tax at corporate rate of 53.41 % 
Deduct deferred tax (in current $) 
Additional tax in current dollars 

Tax 
(5% DB) 

$1,000,000 
401,300 

$ 598,700 
1,100,000 

$ 501,300 

$ 401,300 
$ 214,334 

96,533 
$ 117,801 1 

Book 
Restated 

$1,345,000 
336,750 

$1,008,250 
1,100,000 

$ 91,750 

1 Note that the tax of $117,801 on the transaction exceeds the total 
amount of the real gain stated in constant dollars ($91,750). 

The proposals for tax reform would add a further tax on the proceeds 
in excess of original costs, as follows: 

Excess over original cost 
Corporate tax at 53.41 % 
Tax on recapture, as above 

% to restated gain 

$100,000 
$ 53,410 

117,801 
$171,211 

187% 

This example suggests that it is unwise to claim the maximum capital cost 
allowance where the asset is likely to be sold at a price in excess of the un
depreciated capital cost. The interest saving on the deferred tax, however, 
must also be taken into account. 

4. Passivity 

From the above discussion on the Canadian aspects of REIFs, it is apparent 
generally that they are intermediaries, but their income is not given conduit 
tax treatment as it is for most intermediaries. Moreover, the White Paper 
proposals for tax reform would continue and worsen this disadvantage. 
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In reviewing the United States experience, the distinguishing character
istic of the U.S. REIT and similar intermediaries is found to be passivity. 
In discussing the Canadian aspects, Canadian REIFs have been compared 
with other Canadian intermediaries and have been found to have similar 
characteristics which appear to be passive. 

In the Income Tax Act, passive income is described as income from 
property, in contrast to income from a business. A business is broadly de
fined in Section 139(1)(e), and property in Section 139(1) (ag), but case 
law must be referred to for the dividing line between carrying on a business 
and holding property. 

Income from holding property usually includes dividends, interest, rents, 
and royalties. It is characterized as being derived from invested capital 
where little or no time, labor, or attention has been expended in producing 
the income. The degree of time, labor, or attention may determine whether 
the income is from a business or property, and this has been particularly evi
dent in cases dealing with real estate management. For example, in order 
to remove the taint of carrying on a business, a landlord must not himself 
carryon the active business of managing and supervising a commercial 
building.2o 

The fact that the Canadian Income Tax Act has a ready-made distinc
tion between business and passive income should assist the legislators in 
describing the passive nature that a REIF must have before its income is 
given conduit tax treatment. 

After reviewing the Canadian aspects, we draw the conclusion that 
REIFs are not given an equitable tax treatment, and that this might be 
remedied by giving them conduit tax treatment under the Income Tax Act. 

IV. TAX RULES FOR CANADIAN RElFs 

1. Need for Rules 

In the course of reforming Canadian income tax law, legislators might 
not find it adequate simply to prescribe that the income from property re
ceived by an intermediary should have conduit tax treatment. For one thing, 
it is necessary to design the structure of the tax system which will produce 
conduit treatment. Furthermore, government revenue considerations might 
require special rules as to distributions by the intermediary. Therefore, this 
section of the chapter reviews some of the considerations in arriving at a 
set of tax rules applying specifically to REIFs. 

2. Status 

The status requirements of a REIF could be defined in tax sections of the 
Income Tax Act, and together with regulations and rulings, they would dis
tinguish a REIF from other taxpayers. 

The REIF should be able to be organized as a corporation or a trust. 
Corporation law, particularly with respect to commercial corporations, has 
evolved out of the need to regulate the dealings between the entity and its 

20 Morris Ginsberg v. M.N.R. 53 DTC 445 and No. 196 v. M.N.R. 54 DTC 468. 
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investors and creditors. But REIFs have relatively few unsecured creditors, 
and it is therefore necessary to regulate the dealings between investor and 
manager. This is more akin to the relationship of settlor and trustee in a 
trust, and suggests the use of a trust for a REIF. There may, however, be 
legal objections to the use of a trust. Further, it may be possible to regulate 
the issue of REIF shares by the use of existing corporation law and securi
ties regulations. 

3. Number of Shareholders 

A minimum number of shareholders might be included in the tax require
ments for a REIF, but the exact number is not important. If a small number 
of persons pooled their investment monies, they might find the REIF rules 
to be similar to those for personal corporations and closely held companies 
which would require immediate distribution. Moreover, the REIF's income 
would be fully distributed and taxed annually to those persons. In any event, 
the REIF would need to comply with passive non-business requirements, and 
it may be that the REIF would find it difficult to be passive unless its shares 
were widely held. For greater certainty, a number such as fifty would be 
adequate to indicate passivity and would cause no hardship to REIFs in 
which small investors would participate. It would be necessary, however, to 
add attribution rules to enable participation by a small number of other 
intermediaries, such as pension funds, who would in turn represent the bene
ficial ownership of many small investors. 

4. Trade or Business 
It is essential to prohibit REIFs from engaging in trading activities. This 
causes difficulties in certain areas, however, because of various tax principles. 
For example, in the United States, it was found that the operation of vending 
machines, parking lots, and public facilities amounted to business activities. 
In fact, these activities are of a secondary or ancillary nature. Rather than 
prohibit them entirely or provide a percentage limitation, there could be a 
reasonable limitation (the same for both the asset and the income tests) 
which would leave a margin to cover such secondary activities as might 
inadvertently be classed as business activities. 

Questions will arise as to the nature of a sale of a real estate property 
or of a portfolio of mortgages, and it may be necessary to provide holding 
periods that must be completed before the transaction is considered a non
trading one. 

5. Assets 

There appear to be no tax reasons why the assets should be mainly real 
estate assets, but investment in both real estate and shares and bonds of 
industrial companies would require managers with two entirely different 
types of expertise, and a singleness of purpose seems a better protection for 
the investor. 

6. Income 
If the tax reforms bring in the proposal which effectively establishes a separ
ate class for each building, then the disposal of each building will produce 
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an immediate recapture or terminal loss. To prevent undue distortion of the 
permitted amount of non-specified income, capital gains, recaptured depre
ciation, and terminal losses should not be taken into the gross income base 
for this test. 

7. Administration 

The taxation year of a REIF should not be confined to a calendar year. 
This would ensure the REIF's own administrative flexibility. 

Under current practice, the Income Tax Department does not make field 
audits of tax returns every year. Thus, several years may pass before finding 
that a REIF may not have complied with the organizational, asset, income, 
or minimum distribution requirements. 

We believe that the securities or other regulatory bodies would be suffi
ciently interested in the REIF's complying with the tax requirements that 
only in exceptional circumstances would the REIF fail to comply. 

Should a reassessment show that insufficient dividends had been paid 
with respect to the minimum distribution computed on the revised income, 
the REIF should be able to pay a deficiency dividend to correct the situa
tion. Should a reassessment have the effect of retroactively disqualifying the 
REIF so that regular corporate rules would apply, the applicable tax rate 
probably should be nil, because· the shareholders would have paid tax on 
the dividends at their full personal rates. A penalty rate, however, may be 
appropriate. 

8. Losses 

In the initial years of a REIF, losses may result from having to purchase 
ready-made mortgage portfolios and from incurring high start-up expenses. 
It would not be possible under existing tax rules for the losses to be carried 
forward as in the United States, since this rule is available only in respect of 
losses incurred in a business. It seems logical, however, to provide for the 
carry-forward of a REIF's losses from holding property unless they are 
available to the shareholder for him to offset against his other income of 
the same year. 

In other years, rental losses may arise because expenses, including depre
ciation, may exceed rents. The Canadian system, however, permits claims for 
capital cost allowances to be reduced in this event. 

9. Flow of Income to Shareholders 

To maintain its status as a RElF, the fund would be required to distribute 
a high percentage of its income. This is a vital part of the pooling concept 
and is in line with the integration principles of the proposals for tax reform. 

The requirement for an 85 percent, 90 percent, 95 percent, or 100 per
cent distribution is really only one of administrative convenience. A 100 per
cent requirement would mean that the fund would be exempt from income 
tax (as in France). If exemption cannot be granted, however, a margin of 
retained income should be permitted because it is necessary to provide for 
rounding of the amount of dividend per share and for small deficiencies in 
reported taxable income. 
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The distribution should not be required to be made in cash, because in
vestment companies frequently need cash to increase their investments and 
they appear to find it difficult to induce shareholders to reinvest their divi
dends once they have received them in cash. One method of declaring tax
able income or gains without loss of cash to the fund is to declare stock divi
dends, and this is a method that could qualify for the distribution require
ment. 

The partnership election proposed by the White Paper on tax reform is 
another method of obtaining conduit treatment, but it is not very flexible for 
a REIF whose shareholders are constantly changing. 

The CICA believes that the stock dividend method is unwieldy and 
costly, and it would prefer relying entirely on an allocation through the 
medium of the T5 tax form for reporting investment income. This would 
make good use of an existing procedure. 

To the extent that assets are not distributed, but the shareholder be
comes taxable through an allocation ot stock dividend, an adjustment must 
be made to the investor's basis for capital gains purposes. Otherwise, the 
undistributed, but taxed, gain would be taxable again on sale of the shares. 
The addition to the base would be the gross before-tax amount of the gain. 

A range of typical flow-through methods applicable to mutual funds, in
vestment companies, and REIFs is illustrated in Table 8-8. 

As to timing, the methods for transferring the income of a REIF to its 
shareholders to ensure that this income is taxed currently are 
1. Distribution or allocation during, and within a time limit after, the year

end with complete reference back to the shareholder's tax year 
2. Distribution during the year and within a time limit thereafter, with the 

distributions being taxed in the shareholder's tax year in which they are 
received 

Table 8-8 

INCOME FLOW-THROUGH METHODS 

1 2 3 4 
Association 
of Canadian French U.S. 
Investment Real Estate Regulated 
Companies Investment Investme1l1 U.S. 

Tax Treatment (White Paper Brief) Trusts Companies REITs 
Fund: 
Not taxable X X 
Taxable on retained earnings only X X 

Shareholder: 
Taxable on allocated total income X 
Taxable on actual distribution X X X 
Not taxable on retained earnings 
of fund X X X 

For the method shown in Column of Table 8-8 to function, it would 
be necessary for the distribution to be made by about February 15 (for a 
calendar year fund), so that the T5 s could be filed before the last day of 
February. 
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It might be possible to require that the minimum distribution be made 
within the REIF's taxation year - that is, before the date of its year-end. 
Not all REIFs, however, would have the ability to make accurate estimates, 
and so the minimum distribution requirement would have to be considerably 
lower. 

The Government might consider requiring a REIF to withhold tax at 
source in respect of distributed income. For example, it might deem a REIF 
corporation to be a closely held corporation in the manner of the White 
Paper proposals. There are strong arguments, however, that this would 
create hardship and unnecessary refund claims for the large number of tax
exempt pension funds and non-resident investors. 

It is necessary to achieve a balanced tax treatment of the undistributed 
ordinary income which is realized by a shareholder selling his shares, and 
that which is received by a shareholder on a subsequent distribution. It is this 
balance which governs the rate of tax applicable to a REIF's retained tax
able income. Using the conduit principle, the REIF's tax must flow through 
to the shareholder, and the shareholder would expect to bring into income 
the cash dividend grossed-up for that tax. Tables 8-9 and 8-10 illustrate the 
effect of using tax rates of 33Y3 percent and 25 percent respectively to 
achieve this balance. 

Table 8-9 

COMPARISON: SALE OF SHARES AND DISTRIBUTIONS 

(Retained Income Tax Rate 33 % %) 

Retained Income 
Realized By Retained Income 

Selling Shares Distributed 
Reif: 
Retained income 100 100 
Income tax 33.3 33.3 

66.7 66.7 
Investol·: 
Realized on sale of 
shares (50% taxable) 33.3 
Received as dividend, 
grossed-up (150%) 100 
Tax rate 30% 40% 50% 30% 40% 50% 

Tax 10.0 13.3 16.7 30 40 50 
Less credit 33.3 33.3 33.3 

Io:O 13.3 l6T (3.3) 6:7 16.7 
Combined tax 43.3% 46.6% 50% 30% 40% 50% 

The balance is not precise when the shares are sold, but there is less 
double taxation than if the retained earnings were taxed at corporate rates 
followed by a capital gains tax. Both the 33Y3 percent and the 25 percent 
rates are higher than the 23.54 percent rate now applicable to investment 
companies. 

For a more precise method, it would be necessary to allocate retained 
income on a regular basis or to make adjustments similar to those used in 
France. 
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Table 8-10 

COMPARISON: SALE OF SHARES AND DISTRIBUTIONS 

(Retained Income Tax Rate 25%) 

Retained Income 
Realized By Retained Income 

Selling Shares Distributed 
Reif: 
Retained income 100 100 
Income tax 25 25 

7s 7s 
Investor: 
Realized on sale of 
shares (50% taxable) 37.5 
Received as dividend, 
grossed-up (l331f.l %) 100 

Tax rate 30% 40% 50% 30% 40% 50% 

Tax 11.3 15.0 18.8 30 40 50 
Less credit 25 25 25 

'iT:3 15.0 18.8 -5- 15 ~ 
Combined tax 36.3% 40% 43.8% 30% 40% 50% 

10. Flow of Capital Gains to Shareholders 

Real estate investment funds may not make capital gains continually in the 
same way as funds investing in shares, because the real estate is held for a 
longer term. 

For capital gains distribution, it may be attractive to the investor to 
receive sufficient cash to pay the tax on the capital gains. Thus, a fund 
might adopt a policy of distributing the capital gains as 75 percent stock divi
dend and 25 percent cash (assuming a capital gains tax rate equivalent to 
25 percent). 

A range of typical capital gains flow-through methods applicable to 
mutual funds, investment companies, and REIFs is shown in Table 8-11. 

The flow-through treatment of capital gains needs to be coordinated 
with the capital gains treatment of gains on the sale of shares. This problem 
is mitigated by frequent distribution or allocation. Funds generally pay 
quarterly dividends promptly for this reason. The capital can be distributed 
as a special dividend, or the quarterly dividends for a year can be designated 
at the end of the year as past ordinary income and past capital gains. 

A REIF may acquire a set of real estate investments from an owner who 
is desirous of increasing the marketability of his assets. In exchange for the 
equity in the investments, the REIF may give shares which are minor in 
relation to the total number outstanding. The block of shares may be large 
enough, however, that the market could not absorb it, in which case the 
vendor may not be in a position to find cash to pay the capital gains tax. 
This situation is resolved by deferring the tax on the vendor's capital gain 
in these circumstances. 

V. INCOME TAX RECOMMENDATIONS 

Considering only the income tax aspects, we recommend that the conduit 
principle be applied to REIFs. This is our recommendation whether the 
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Table 8-11 

CAPITAL GAINS FLOW-THROUGH METHODS 

2 3 4 
Association 
of Canadian 
Investment U.K. 
Companies Investment U.S. U.S. 

Tax Treatment (White Paper Brief) Trusts RICs REITs 
Fund: 
Not taxable X 
Taxable on all gains X 
Taxable only on retained gains X X 

Shareholder: 
Taxable on allocation X 
Taxable on actual distribution X X 
Taxable on allocation of retained gains 
with flow through of tax X 
Not taxable otherwise X X 

future Income Tax Act continues in its existing form as to trusts and as to 
the integration of the taxation of corporations and their shareholders, or 
whether the White Paper proposals or other changes are implemented. Our 
recommendations are broad enough to be implemented with any future In
come Tax Act. They are not, however, in legal form. 

The Canadian Income Tax Act makes a distinction between business 
profits and property income, but it seems necessary to distinguish also be
tween an organization whose property income is ancillary to a business and 
a REIF whose entire income is from property and whose mode of operation 
is passive. 

Thus, in general, REIFs should be defined in the Income Tax Act and 
the Regulations in a manner similar to Canadian investment companies and 
the U.S. REIT provisions, making use of these precedents in guiding both 
the taxpayer and the government. 

1. Trusts 

We recommend that the present conduit-style tax treatment for trusts be 
continued for REIFs which adopt this form of organization. 

If tax law changes affect those REIFs which are organized as trusts, so 
that they become taxable entities, then we recommend that they be treated 
as REIFs which are organized as corporations. Accordingly, our recommen
dations on the requirements for and the tax treatment of corporate REIFs 
would apply if the tax law were changed in its application to trusts. 

2. Corporations 

a) Organizational Requirements 
The REIF would be such that it would be considered as an ordinary cor
poration or an investment company under the present Canadian income tax 
law, or as a widely held corporation under the White Paper proposals, if it 
were not for the difference in the nature of its assets and income. 

It would be necessary to file a formal election each year with the tax 
return. No approval or acceptance would be required from the Income Tax 
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Department. Prescribed schedules would give supporting proof that the 
basket clauses had been complied with. 

The number of shareholders should not be less than fifty, and attribution 
rules should ensure that investors participating through other intermediaries 
are included in the count. To prevent a possible small tax deferment, it 
could be provided that the REIF status would not be available to a corpora
tion which would otherwise be a personal corporation or a closely held cor
poration that is eligible for partnership election in the manner contemplated 
by the White Paper proposals for tax reform. The shares must be freely 
transferable without restriction. 

b) Asset Requirements 
At the end of each quarter, a minimum of 85 percent of the REIFs' assets 
should consist of the following types of assets, none of which may be held 
for purposes of trading, but all of which must be Canadian assets: 
1. Mortgage loans 
2. Leased land under improvements 
3. Improved real property and ancillary equipment owned or held under 

lease. 
4. Unimproved real property owned or held under lease 
5. Obligations of the proposed Residential Mortgage Market Corporation 
6. Shares and obligations of other REIFs 
7. Government securities 
8. Cash 

Other than those assets described above, not more than 30 percent of the 
remainder may be invested in the assets of anyone business entity. 

For the purpose of the above tests, assets shall be valued at realizable 
market values and so certified by the directors or trustees. Should the REIF 
determine that it has not met the test, then it must rearrange its investments 
accordingly within ninety days and retain records to support compliance. 

It is the intention that a REIF should hold these assets for income and 
not for trade. In the case of forced realizations and compelling changes in 
investment policy, however, the Regulations should provide safe-haven rules 
to prevent unreasonable loss of status. These rules should have reference to 
holding periods but not to proportions of gross revenue. 

c) Income Requirements 
For a taxation year, a minimum of 85 percent of the REIF's gross income 
(excluding capital gains) should consist of the following types of Canadian 
income, none of which may be derived from trading: 
1. Interest on mortgages, loans, and deposits 
2. Lease revenue from real property and related activities 
3. Interest and dividends from other REIFs 
4. Interest on obligations of the proposed Residential Mortgage Market 

Corporation 
5. Gains from disposal of securities (that is, bonds and mortgages but not 

shares or fixed assets) 
The balance of gross income may be derived from any source. 
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To preserve the passive nature of the income, the REIF should not pro
vide services in connection with the real estate property. These should be 
arranged through an independent contractor. The REIF should not have a 
material interest in its tenants, nor should it have profit-sharing arrange
ments with them. These matters should be provided for in the Regulations. 

d) Distribution Requirements 
The REIF should be required to distribute 95 percent of its otherwise tax
able income of the year (excluding capital gains). It would have to distrib
ute three-fourths (of the 95 percent minimum distribution) during the course 
of the taxation year and the remainder, together with capital gains, not later 
than the end of the sixth month thereafter. 

e) Reporting and Penalties 
In addition to the requirements of the REIF industry's regulatory bodies, the 
Income Tax Regulations should require that the REIF's annual tax return 
contain prescribed schedules in support of its contention that it has complied 
with the quarterly and annual status requirements. 

If the tax returns show that a requirement has not been met, or if the 
Minister on audit finds that a requirement has not been met, then we recom
mend that the fund be put on notice and given ninety days to rearrange its 
affairs to comply with the requirements. If this is not done, or if, in the 
opinion of the Minister, the fund never intended to conform with the require
ments, then the REIF should be treated as a regular corporation from the 
date of the failure to conform. 

In the case of a failure to make adequate distribution of assessed tax
able income, the REIF should be permitted to payout the deficiency as a 
dividend within ninety days of the reassessment. This would give retroactive 
effect as to compliance. 

In the event that a REIF fund did become fully taxable, the penalty tax 
rate should be at a maximum of 15 percent, because the income would 
already have been subject to shareholder taxes in the region of 50 percent. 

f) Taxation of Ordinary Income 
The ordinary income of a Canadian REIF should not be taxable to it 
except to the extent of retentions. This should be accomplished by permit
ting a deduction for distributions in arriving at its taxable income. 

For this purpose, the deductable distributions should include the interim 
dividend paid during the taxation year and also the final dividends in respect 
of the taxable income for that taxation year paid within six months there
after. 

The special rate of tax which would apply to retained earnings should 
be 25 percent - that is, one-half the regular corporate rate. 

Distributions of ordinary income should be reported by the REIF to the 
shareholder and the Income Tax Department on the T5 or equivalent certifi
cate for the calendar year in which the cash or stock dividend was paid. The 
shareholder would be required to include a distribution in his taxable income 
in his taxation year of receipt, in accordance with the current practice. 

Undistributed income may be accumulated by reason of the permitted 
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retentions (after the tax has been paid). Distributions identified as payable 
out of undistributed income should be taxed to the shareholder with full 
credit for the corporate tax. (Under the White Paper proposals, this is pro
posed for closely held corporations.) Corporate income tax might also have 
been suffered if the REIF received dividend income. This tax should flow 
through in full to the REIF's shareholders. 

g) Taxation of Capital Gains 
The capital gains of a Canadian REIF should not be subject to corporate 
income tax, but the full amount of the capital gains for a taxation year 
should be taxable to the shareholder on a current basis. The full amount of 
those gains would be taxable to the shareholder either as an actual dividend 
or, to the extent retained, as an allocation. 

Net capital losses should be deductible in arriving at the taxable income 
of the REIF. 

Allocations of net capital gains could be made by the REIF at any time 
during the taxation year or within six months thereafter. They should be 
reported by the REIF to the shareholder and the Income Tax Department 
on the T5 or equivalent certificate for the calendar year in which the aIIo
cation was made. The shareholder would then take the capital gain into 
account in his taxation year in which the aIIocation was made. 

To the extent that capital gains are not distributed by cash but as an 
aIIocation, they should be added to the investor's cost base for capital gains 
purposes. 

Cash or stock dividends distributed out of surplus which is in excess of 
both retained taxable income and of the capital gains for the taxation year 
should be deducted from the investor's cost base and taxed only if the cost 
has been reduced to zero. 

Rules should be devised to provide a tax-free exchange for investors 
when a vendor sells real estate assets to a REIF but does not receive readily 
marketable shares. 

h) Industry Consultation 
In conclusion, we have made recommendations which appear to us to be 
suitable for Canada, based on our review of Canadian income tax law, the 
tax reform proposals, and the U.S. experience. The study of REIFs will not 
be completed without consultations with Canadian financial institutions, the 
real estate industry, and other interested parties as to the nature of the 
recommendations of the Project Team as a whole. 
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Chapter 9 

Securities Regulation 

by Michael B. Davies 

As institutions that would issue securities to the public, REIFs would be 
subject to regulation by the various provincial securities commissions. Also, 
REIFs with shares listed on any stock exchange would be subject to that ex
change's listing requirements. This chapter discusses these regulatory re
quirements and the distinctive regulatory problems for REIFs. 

I. CANADIAN SECURITIES REGULATIONS AND EXCHANGE 
REQUIREMENTS 

1. Federal and Provincial Securities Commissions Regulations 

In Canada, there are ten provincial securities commissions. All of these 
bodies operate as separate entities, although in 1971 the provinces of British 
Columbia, Alberta, Saskatchewan, Manitoba, Ontario, Quebec, New Bruns
wick, and Prince Edward Island agreed to a National Securities Policy, 
whereby they undertook to act in concert in certain instances where an 
underwriter or an issuer wanted to clear a prospectus in more than one 
province. In Canada, there is presently no federal securities commission 
equivalent to the United States Securities and Exchange Commission. 

Canadian provincial securities commissions have been particularly inter
ested in open-end REIFs that would continuously offer to the public shares 
subject to redemption at the option of the holder, like an open-end mutual 
fund. The prime concern of the securities commissions is portfolio liquidity. 
The present policy of the Ontario Securities Commission, generally the bell
wether commission in this country, is to restrict the amount of mortgages 
permitted in the portfolio of any open-end investment company to a maxi
mum of 5 percent of portfolio value. The policy of the British Columbia, 
Alberta, and Saskatchewan securities commissions is to restrict mortgage 
investments to 10 percent of the total portfolio valuation. The Manitoba 
Securities Commission would permit mortgages up to 20 percent of the in
vestment portfolio, but it would not permit more than 10 percent of port
folio valuation of a "balanced" mutual fund to consist of mortgages and 
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would not permit mortgages to appear in the investment portfolio of a 
"growth" mutual fund. All of the foregoing are subject to an exception in 
favor of open-end funds where the claim of share or unit redemptions is 
directly against a large trust company. This exception enabled Royal Trust's 
M Fund to qualify in the various jurisdictions. Presumably, chartered banks 
or other major institutions could negotiate similar exceptions. Each of the 
securities commissions has informed the Project Team that different percent
age requirements would be considered in situations where the mortgages in 
the portfolio were insured under the National Housing Act. 

The securities commissions do not have any policies as to the percentage 
of illiquid investment contained in the portfolio of closed-end real estate in
vestment companies or funds whose shares are not subject to redemption at 
the option of the holder. 

Each of the commissions would require any prospectus to contain particu
lars of the fundamental policies of the REIF as to the purchase and sale of 
real estate and as to the types of securities in which the assets are to be in
vested. One of the grounds upon which securities authorities in British 
Columbia, Alberta, Saskatchewan, Manitoba, and Ontario are entitled to 
refuse a prospectus for filing is the absence of an agreement for holding in 
trust the proceeds to accomplish the purpose of issue. The purpose of issue 
also is an item required to be disclosed by the prospectus of a closed-end 
real estate investment company; it is not required in the prospectus of an 
open-end mutual fund company. Accordingly, it would be possible to issue 
a completely "blank cheque" prospectus only in the case of an open-end real 
estate investment fund, like the Royal Trust M Fund, where it is presumed 
that the proceeds of shares being continuously offered would be applied in 
accordance with the investment policies disclosed in the prospectus. 

In the case of a closed-end REIF, the prospectus would be required to 
disclose the use of proceeds to the issuer. Some latitude is permissible in 
drafting paragraphs related to the use of proceeds by the issuer. For example, 
it would probably not be necessary to have firm arrangements for the invest
ment of 100 percent of the proceeds of issue, if a statement were included 
that the remainder would be applied partly to working capital, initial over
head, and salary expense, and partly to investment in other mortgages and/ 
or real estate as they became available for purchase by the issuer in accord
ance with its investment policy. It is unlikely that a prospectus for a closed
end REIF would be acceptable for filing with a statement that the proceeds 
of issue would be used for investment in mortgages and real estate, without 
an accompanying statement that the company had obtained firm commit
ments from vendors of mortgages and/or real estate amounting to a sub
stantial proportion of the proceeds of the issue. 

As in the United States, there are certain securities requirements related 
to disclosure of risk factors in the prospectus. While there are no specific 
provisions that would govern a REIF, the regulations of the Securities Acts 
of British Columbia, Alberta, Saskatchewan, Manitoba, and Ontario for 
closed-end investment companies require a statement to be made on the out
side front-cover page of the prospectus, summarizing the "speculatory" fac
tors of the offering, including "risk" factors. No such regulation exists for 
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open-end REIFs. For all companies, however, risk factors are "material 
facts" and therefore would have to be disclosed in the prospectus. The risk 
factor clause in the United States is specifically required by the new York 
State Attorney General. Such an extensive statement of risk might not have 
to be put in a Canadian prospectus. 

Several provincial securities commissioners have indicated that they have 
been corresponding with the Mid-West authorities on REITs. They have 
stated that the Mid-West policy statement will influence their approach and 
decisions when they are asked to qualify a prospectus for a REIF wanting to 
offer securities to the public in their jurisdictions. 

2. Stock Exchange Listing Requirements 

None of the exchanges in this country has any policy on the listing of closed
end real estate investment companies different from the listing requirements 
relating to any "industrial" company. The Toronto Stock Exchange normally 
requires a year's trading experience before it will consider a listing applica
tion for a new company. Discussions have been held with the Montreal, Van
couver, and Canadian Stock Exchanges with respect to listing of REIFs, and 
it appears that REIFs of substance would be listed immediately on these 
exchanges. The Toronto Stock Exchange requires that an investment or real 
estate company which does not have an earnings record of five years must 
have satisfactory over-the-counter market experience for a period of at least 
one year; it must have at least $1.5 million in net tangible assets; net work
ing capital must be adequate to carryon business; and a minimum of 200,000 
shares must be outstanding and held by at least 300 public shareholders.! 

The Toronto Stock Exchange will occasionally recognize, under extremely 
exceptional circumstances, an application for immediate listing. Under its 
Exceptional Circumstances Rule, the Exchange could consider the immediate 
listing of a REIF (as the New York Stock Exchange does) if it had imme
diate earnings - a fact that could be determined by reviewing the initial 
portfolio; if its net tangible assets exceeded the minimum requirement of $1.5 
million; if it had a net working capital position adequate to carryon its busi
ness; and if at least 200,000 shares were outstanding and in the hands of over 
300 public shareholders. Moreover, if the REIF were organized by a major 
financial institution, a Toronto Stock Exchange listing might be speeded up, 
as the Exchange's rules state that "management and sponsorship of an appli
cant company shall be an important factor in determining whether or not a 
listing application shall be granted."2 

II. DISTINCTIVE REGULATORY PROBLEMS FOR REIFs 

Because REITs in the United States were designed specifically to permit 
small, unsophisticated investors to invest in real estate securities, U.S. regu
lators, particularly the blue sky commissioners, have been very much con
cerned with the good government of REITs and the nature of the investment 

! The Toronto Stock Exchange, Minimum Listing Requirements for Industrial, Invest
ment and Real Estate Companies, July 1970. 

2 Ibid. 
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assets. They are determined to prevent the "typical wheeler-dealer real estate 
entrepreneur" from abusing public investment through the use of the vehicle, 
as happened in the real estate syndicates in the early 1960s. Also, as with 
mutual funds, securities commission regulators, underwriters, investment 
analysts, and critical investors would be concerned about the organizational 
structure of a REIF because of the inherent conflict of interest problem with 
respect to adviser fees. 

In the following sections, specific problems that would concern regulators, 
underwriters, and investors are discussed.3 In considering these problems, an 
effort has been made to reach a sensible balance between two positions: to 
protect the investing public against fraud and wrongful abuse, and to main
tain the REIF as a relatively conservative yield security purchased for invest
ment purposes, rather than for speculation or trading, while at the same time 
leaving open those areas best controlled by the market itself or by manage
ment's better business judgment. 

1. Conflict Problems 

RElTs are usually formed by persons or institutions already active in the 
real estate business. 

In the United States, most of the equity RElTs were formed by esta
blished real estate investors or developers, and many U.S. mortgage REITs 
were organized and are advised by mortgage banks, life insurance companies, 
and banks. In the United States, the regulators have felt that a fundamental 
conflict of intcerest exists between a REIT and these types of organizers and 
advisers. Hence, Canadian RElFs will likely have to be concerned with 
potential conflicts of interest both on formation and in day-to-day operations. 

At the time of forming a RElF, the initial portfolio would be supplied 
by the organizer. Certain trustees also might supply some initial investments. 
Enough information would have to be disclosed in the prospectus for poten
tial shareholders to be assured of the fairness of these initial transactions. 
Also, the information would be subject to careful scrutiny by lawyers, under
writers, and the various secl)rities commissions. Since the REIF might never 
get off the ground if the initial investments supplied by its organizer were not 
credit worthy or were unattractive from a yield standpoint, this area can 
possibly be discounted as a potential conflict area requiring specific control. 

A more serious question is the problem of dealing with later operations 
in the normal course of business. Conflicts could arise out of transactions 
directly involving a director or a trustee of the fund or the investment adviser 
as principal, or they might arise out of brokerage commissions or other pay
ments received by the directors or trustees of the fund, whether the commis
sion was paid by the REIF or by another party to the transaction. A harder 
issue to handle is so-called self-dealing. There are two sides to this problem: 
to prevent the adviser or trustee from putting his bad deals into the trust; 

3 For an excellent discussion of distinctive regulatory problems that REITs have had 
in the United States, see the transcript of a seminar held by the Practicing Law 
Institute of New York, which was attended by a number of leading U.S. REIT 
securities laWyers, real estate lawyers, accountants, and the state securities commis
sioners from California, Wisconsin, and New York: J. V. McCord and R. Oziel, 
editors, Real Estate Investment Trusts. 
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and, less obviously, to prevent the adviser from coveting all of the good deals 
for himself instead of giving them to the REIF for consideration. 

On this question, the United States Mid-West Securities Commissioners' 
policy statement reads as follows: 

"Self Dealing: 
No trustee, officer or adviser of a trust, or any person affiliated with any such 
persons, shall sell any property or assets from the trust, directly or indirectly, 
nor shall any such person receive any commission or other remuneration, 
directly or indirectly, in connection with the purchase or sale of trust assets, 
except pursuant to transactions that are fair and reasonable to the share
holders of the trust and that relate to: 
1. The acquisition of property or assets at the formation of the trust or 

shortly thereafter that is fully disclosed in the prospectus; 
2. The acquisition by the trust of federally insured or guaranteed mortgages 

at prices not exceeding the currently quoted prices at which the Federal 
National Mortgage Association is purchasing comparable mortgages; 

3. The acquisition of other mortgages on terms not less favorable to the 
trust than similar transactions involving unaffiliated parties; or 

4. The acquisition by the trust of other property at prices not exceeding the 
fair value thereof and determined by independent appraisal."4 

One method for handling the problem is flatly to prohibit self-dealing. 
This might, however, effectively preclude the sponsorship of REIFs by cer
tain institutions, such as banks, trust companies, and life insurance com
panies, if their first interest were their primary business. Trustees also might 
prove difficult to obtain if such a restriction were made. Since, from a share
holder's standpoint, the main reason for investing in some REIFs might be 
the attraction of the expertise and capabilities of the trustees and the adviser 
institution, a flat prohibition route should be avoided. In the United States, 
some regulators have argued for this prohibition, citing as a precedent Section 
17 of the Investment Companies Act of 1940 and stating that the same rules 
should apply to REITs. That Act, however, was directed against some of the 
Wall Street investment banking firms who had set up investment funds and 
who had been deriving profits out of "churning" investment portfolios to in
crease brokerage commissions. The prohibition contained therein would not 
seem applicable to circumstances that arise with REIFs. 

Apart from a general prohibition on self-dealing, two alternative ap
proaches have been used in the United States. Some U.S. REITs take a liberal 
approach, and investors in these REITs must rely on the integrity of the 
adviser. This approach gives the adviser and the REIT the advantages of 
being flexible in their interrelationships. In certain circumstances, it may be 
quite satisfactory where the institution is one of substance. Chase Manhat
tan's REIT took this approach. In the prospectus, it was stated under the 
heading, "Possible Conflicts of Interest": 

"The real estate investment activities of the Adviser and certain of its affiliates 
engaged in the mortgage banking business will parallel those of the Trust in 
many types of investments, and therefore to a certain extent the Adviser and 
such of its affiliates will be engaged in competition with the Trust for invest-

4 Mid-West Securities Commissioners' Association, Statemellt 0/ Policy all Real Estate 
Investment Trusts, adopted July 16, 1970. 
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ment opportunities. While the Adviser has agreed to use its best efforts to 
present to the Trust a continuing and suitable investment program, consistent 
with the investment policies and objectives of the Trust, neither the Adviser 
nor any of its affiliates is obligated to present to the Trust any particular in
vestment opportunity even if such opportunity is of a character which if 
presented to the Trust could be taken by the Trust. It may be that on occa
sion it would be more profitable to the Adviser to make a particular invest
ment opportunity available to parties other than the Trust or to take such 
investment opportunity for its own account rather than presenting such 
opportunity to the Trust. The Adviser is nevertheless required to act on a 
basis which is fair and reasonable to the Trust and its shareholders in select
ing from among the particular investment opportunities that come to the 
Adviser those investment opportunities which it presents to the Trust. More
over, upon the request of any Trustee, the Adviser and any person (except 
a trust or other account for which the Adviser acts as a trustee or a fidu
ciary) who is controlled by or under common control with the Adviser, 
shall, upon good cause shown, furnish the Trustee to the extent feasible and 
legally permissible with information as to investments made by the Adviser 
or such other persons for its own account or the accounts of others."5 

The Chase Manhattan Bank thus undertakes to act in a fair and rea
sonable manner in presenting opportunities to its REIT. But it does not bind 
itself to present all opportunities to its REIT, nor does it bind itself to any 
cross-investment proviso. 

A number of other REITs, including Wells Fargo Mortgage Investors, 
First of Denver Mortgage Investors, Cleve Trust Realty Investors, North
western Mutual Life Mortgage and Realty Investors, and MONY Mortgage 
Investors, have taken another approach in handling self-dealing and cor
porate opportunity by requiring the sponsor to 

1. Take a mandatory percentage of each investment - say, 10 percent to 
50 percent - in order to prevent bad deals from being put into the REIT 

2. Give the REIT a percentage of any investment he is desirous of investing 
in - say, 10 percent to 50 percent. The adviser must show investments 
to the independent directors of the REIT and therefore cannot hide good 
investments. This proviso is usually policed by giving the independent 
trustees the right to examine the adviser's books.6 

5 Final Prospectus, Chase Manhattan Mortgage and Realty Trust, dated June 4, 1970, 
pp. 3-4; see also Appendix 10. 

6 MONY Mortgage Investors' final prospectus, dated April 14, 1970, states: 
"Possible Conflicts of Interest. Real estate investment activities of MONY will parallel 
those of the Trust in many types of its investments, and therefore to a certain extent 
will be engaged in competition with the Trust for available investment opportunities. 
While MONY has agreed to use its best efforts to present to the Trust a continuing 
and suitable investment program consistent with the investment policies and objectives 
of the Trust, MONY is not required to present to the Trust any particular investment 
opportunities which come to MONY, even if such opportunities are such that, if pre
sented to the Trust, they could be taken by the Trust. However, MONY intends 
that the Trust will be provided access to review the investment opportunities generated 
by MONY. After such review the Trustees or their designee may ask that one or 
more of such investment opportunities be made available to the Trust for participa
tion. To the extent that MONY deems it consistent with its obligation to its policy
holders, MONY may offer participations in loans in which the Trustees of the Trust 
request such participation. If MONY shall fail to respond favorably, the Trust may 
forthwith, by vote of a majority of the Trustees who are not affiliates of Mony, 
engage others to assist in developing investment opportunities. 

The Trust expects that in making its investments it will frequently participate with 
MONY. MONY has agreed, during the continuation of the Management Contract, 
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Probably the "bad deal" question is not as serious as it looks, because a 
REIF's portfolio would be so visible that the adviser could not afford to risk 
the consequences of putting bad deals into it. 

One REIT executive interviewed on the self-dealing problem, who said 
that he was critical of taking a liberal approach in this area, outlined how 
his REIT operated in conflict circumstances. He said that in 1970 most of 
the new investment went to the REIT, since the adviser had a substantial 
backlog of commitments, and that this pattern would be followed in 1971 
because the adviser would still be out of money. Investment in 1972 was 
expected to present a problem because both the adviser and the REIT were 
expected to be in funds. The executive felt that to some extent the adviser 
and the REIT would complement each other's investment policies - for 
example, where simple investments were too large for either to take separate
ly or where either vehicle had a maximum geographic exposure in anyone 
area, they would work together. But when all factors were equal, the REIT 
and the adviser would share the investment equally. This approach should be 
adopted, except in unusual circumstances. 

The Mid-West Securities Commissioners' rules require that where an 
independent adviser is employed and the REIT and the adviser have inter
locking directors and trustees, all transactions between the REIT and the 
adviser are subject to approval by an independent majority of trustees. It 
should be noted, however, that a number of persons interviewed in the 
United States felt that the safeguard of the requirement for an independent 
majority on the board of trustees should be a mandatory legislative provision. 

Using independent advisers seems to have been the preferred approach 
in the United States for two reasons: first, it is a way of adding to passivity; 
and second, it has been more profitable for sponsors to organize REITS in 
this position. This structure is not necessarily at variance with the interests 
of the public shareholders, since the success of a large number of REITs has 
been based on the fact that a major institution has been the adviser. Also, 
traditionally, real estate people are well paid, and REIFs must be in a posi
tion to match competition in attracting capable management. In the United 
States, REITs were able to attract some of the best real estate talent by 
paying top salaries and offering a "piece of the action" in the advisory 
company. 

2. Fees 

The question here is whether fees should be regulated or allowed to find 
their own level through the rigors of competition. Although a number of 
persons interviewed in the United States said that they would prefer the lat
ter, REIT fees in that country are regulated. 

Section C of the Mid-West Securities Commissioner's policy statement, 
cited earlier in this chapter, reads: 

to participate in each conventional long-term first mortgage investment in income
producing commercial, residential or industrial properties recommended to the Trust 
by MONY and invested in by the Trust and to invest therein an amount equal to at 
least 10% of the aggregate amount invested therein by the Trust and MONY; MONY 
may participate therein to a greater extent if approved by a majority of the Trustees 
who are not affiliated with MONY." (Pp. 3-4.) 
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"Fees and Expenses: 
The aggregate annual expense of every character paid or incurred by the 
trust, excluding interest, taxes, expenses in connection with the issuance of 
securities, shareholder relations and acquisition, operation, maintenance, pro
tection and disposition of trust properties, but including advisory fees and 
mortgage servicing fees and all other expenses, shall not exceed the greater 
of: 
1. I1h % of the average net assets of the trust, net assets being defined as 

total invested assets at cost before deducting depreciation reserves, less 
total liabilities, calculated at least quarterly on a basis consistently ap
plied; or 

2. 25% of the net income of the trust, excluding provision for depreciation 
and realized capital gains and losses and extraordinary items, and before 
deducting advisory and servicing fees and expenses, calculated at least 
quarterly on a basis consistently applied; but in no event shall aggregate 
annual expenses exceed 11/2 % of the total invested assets of the trust. 

The adviser shall reimburse the trust at least annually for the amount by 
which aggregate annual expenses paid or incurred by the trust as defined 
herein exceed the amounts herein provided.'" 

Section D of the policy statement reads: 
"Leverage: 
The aggregate borrowings of the trust, secured and unsecured, shall not be 
unreasonable in relation to the net assets of the trust, as defined in para
graph C hereof, and the maximum amount of such borrowings in relation to 
the net assets shall be stated in the prospectus."8 

Basically, those rules permit the adviser to charge advisory, service, and 
other fees of one and one-half percent of net assets or 25 percent of net 
income before deduction of advisory fees, whichever is greater, but in no 
case to exceed one and one-half percent of total invested assets. The effective 
collar is the 25 percent of net income limitation. Cash and near-cash may 
not be included in the calculation. Section D contains a provision which 
permits the commissioners to control the REITs' use of leverage merely to 
increase their fees. If this area is regulated, the question is what scale should 
be used as a fee structure in Canada. REIFs may be smaller in size in this 
country, making a case for allowing a higher fee structure. If fees are regu
lated, consideration should also be given to the scaling of fees according to 
the size of the RElF (as has been done in the Canadian mutual fund indus
try) and its type - that is, whether it is an interim REIF, where costs are 
highest, or a long-term mortgage or equity REIF, where costs are somewhat 
lower. 

3. Leverage 

One of the most serious potential conflict questions presently concerning 
REIFs is that of when and how much to borrow when the investment ad
viser's fee is measured by a base that includes borrowed funds. The Mid
West Securities Commissioners attempt to control this problem by the pro
visions cited above. The question is whether or not the trustees or directors 

7 Mid-West Securities Commissioners' Association, Statement of Policy, Blue Sky Law 
Reports, 8-13-70, 1970 Commerce Clearing House, Inc., pp. 619-20. 

8 Ibid., p. 620. 

168 



of a REIF and the advisers should be regulated and required to demonstrate 
that borrowed funds enhance the shareholders' yields, and not just the ad~ 
viser's fee. 

In the early years, lenders will probably be cautious in advancing credit 
to REIFs, as happened in the early history of the industry in the United 
States. The question is how tightly debt leverage should be regulated. In the 
United States the Mid-West Securities Commissioners' unwritten policy is 
to limit leverage as follows: C and D REITs are limited to a total debt to 
equity ratio of 5 to 1, and long-term mortgage REITs are limited to 3 to 1. 

4. Advisory Contract 

Section G of the Mid-West Securities Commissioners' policy statement reads: 

"Advisory Contract: 
Any advisory contract entered into by the trust prior to the initial public 
offering shall be for a period not longer than three years, and any such 
contract entered into thereafter shall be for a period not longer than one 
year. Any such advisory contract shall provide that it may be terminated at 
any time without pemdty, by the trustees or a majority of the holders of 
outstanding shares of beneficial interest, upon not less than 60 days' written 
notice to the adviser."9 

Apparently, the Mid~West Securities Commissioners have given some thought 
to omitting the three-year clause and instead making a contract renewable 
annually. 

5. Reporting 

Existing securities commission regulations require quarterly reporting by all 
public companies. Currently, the Ontario Securities Commission is consider~ 
ing the implementation of a policy requiring a continuous prospectus for all 
companies that have done public financing in Ontario. In this case, REIFs 
operating or issuing securities in Ontario would probably be required to up
date on a quarterly basis and file any change of material facts as they 
occurred. It should be noted that open-end REIFs would be required to file 
a continuous prospectus, although they would be required to update their 
financial figures only on an annual basis. 

The Ontario Securities Commission requires all finance companies oper
ating in Ontario to file annually a full set of audited financial statements, a 
Form 17, and a Robert Morris Associates Questionnaire; and to file semi
annually a semi-annual Profit and Loss Statement with comparative figures 
attached and a Source and Application of Funds Statement, a Form 18, and 
a Canadian Sales Finance Long Form Report (CANSAF).10 The Ontario 
Securities Commission also requires a finance company that is offering 
securities to the public (including commercial paper to non-exempt buyers 
for sums less than $50,000) to maintain a continuous prospectus, and ma
terial changes must be reported as they occur. Consideration should be given 

9/bid., pp. 620-21. 
10 Forms 17 and 18, the Robert Morris Associates Questionnaire, and CANSAF are 

report forms designed to set out very detailed corporate financial statement and 
investment portfolio data and statements of policy pertinent for investors, investment 
dealers, and lenders. 
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to imposing similar rigid reporting standards on mortgage REIFs, particu
larly interim-loan-oriented REIFs. 

6. "Blank Cheque" Prospectuses 

There has been some argument in the United States that the New York State 
Attorney General's requirement that 65 percent of the offering proceeds be 
committed causes hardship to the RElT's shareholders. The argument is 
made on the grounds that the RElT, to start, has had to pay substantial 
premiums for its initial portfolio to commercial banks and other sources, 
or to accept substantial interest discounts on participations purchased. 
Present securities commission rules in Canada would appear to require a 
similar initial portfolio, although with some leeway in their interpretation 
of what would comprise a "substantial" commitment for the proceeds of 
issue. 

It should also be pointed out that, jf the REIF is a long-term mortgage 
REIF, it should not be allowed to fill its initial portfolio with only interim 
loans, since this does not provide the investor with a clear picture of the 
portfolio in which the REIF will ultimately be investing. The New York 
State Attorney General originally permitted RElTs to commit their initial 
portfolios to construction and development loans; after Diversified Mortgage 
Investors and Connecticut General's REITs went public with such portfolios, 
MONY Mortgage Investors and alI subsequent long-term mortgage and 
equity REITs were required to include 25 percent of their 65 percent initial 
portfolios in investments characteristic of the long-term investment objectives 
of the RElT. 

7. Original Capitalization 

Section E of the Mid-West Securities Commissioners' policy statement reads: 

"Minimum Capital: 
The net assets of the trust, as defined jn paragraph C hereof, prior to the 
initial public offering shall be $200,000 or 10% of the net assets of the 
trust upon completion of such public offering whichever is less."l1 

The Mid-West Securities Commissioners will not qualify any initial 
public offering of a RElT unless the REIT has a minimum capital of 
$100,000. The Commissioners' reasoning for imposing this minimum figure 
is that they feel that a REIT could not get competent management advice 
at a one percent rate with less than $100,000 to manage. Larger sums (say, 
10 percent of assets) have been suggested, but they have been held to be 
unworkable, particularly for large capitalized trusts. 

A Canadian REIF should be subject to at least as strict requirements 
as those established in the United States. 

8. Open versus Closed-End REIFs 

Open-end REIFs raise valuation and liquidity problems. With the liquidity 
guarantee safeguards insisted upon by the various Canadian securities com-

11 Mid-West Securities Commissioners' Association, Statement of Policy, Blue Sky Law 
Reports, 8-13-70, 1970 Commerce Clearing House, Inc., p. 620. 
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missions, however, there does not seem to be any reason for not permitting 
an open-end REIF, if its assets can be fairly valued. An equity REIF with 
hidden appreciated or depreciated assets might have difficulty in fairly 
valuing its portfolio for share redemption purposes. A mortgage REIF should 
be able to value its assets, using a formula like the Royal Trust M Fund's. 
An active Canadian secondary mortgage market would mitigate an open-end 
mortgage REIF's liquidity problem and facilitate the valuation of its port
folio. 

9. Investments 

This is an area that should be left as flexible as possible because it involves 
business judgment. A REIF should be required to provide its investors with 
an extensive statement on investment policies and full details as to the 
nature and make-up of its real estate portfolio. 

There is a considerable body of opinion in the United States that the 
IRC has pursued a sensible course in carefully regulating the REIT's port
folio. The portfolio provisions in the IRC are aimed at controlling highly 
speculative real estate investment areas where REITs could be vulnerable
for example, if they had the bulk of their assets in unimproved land, land 
acquisition loans, second mortgages, gap financings, or standby fees. 

Such a posture would be a prudent course for a Canadian REIF that 
intended to qualify its shares and debt securities as legal investments for life 
insurance companies, trust companies, and other similarly regulated invest
ment institutions. The Canadian and British Insurance Companies Act, 
which regulates how life insurance companies invest in real estate, could 
serve as a model in drafting legislation. The 75 percent valuation rule for 
uninsured or unguaranteed mortgages in that Act, however, should be in
creased. Also, the Act's so-called basket provision, which provides life in
surance companies with discretion to invest 7 percent of their assets not 
otherwise authorized by the Act, should be relaxed to permit REIFs to invest 
a larger portion of their assets - say, 15 percent to 20 percent or higher
in junior real estate securities. REIFs should also be permitted to take and 
hold equity sweeteners. 

REIFs that do not intend to qualify as legal investments should not be 
so restricted. 

III. ADMINISTRATION OF REGULATIONS 

The last question that has to be considered is who should do the regulating. 
Presumably, changes to the Income Tax Act, which will act as the enabling 
statute as it has in the United States, will include provisions to govern 
passivity and investments. It may also contain some provisions dealing with 
some of the other problems that we have outlined under Section II of this 
chapter. 

The Canadian equivalent of the blue sky commissioners are the various 
provincial securities commissioners. A set of guideline regulations should be 
prepared to be administered by the provincial securities commissions under 
the National Securities Policy. It is important to avoid the outgrowth of a 
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different set of regulatory rules for each province; in the United States, this 
has caused long delays to many financings and a considerable increase of 
legal and prospectus costs. Alternatively, it may be feasible to have the 
provinces agree that the qualification of prospectuses and regulation of 
operation should be delegated to a federally appointed superintendent. 
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Chapter 10 

Proposed Characteristics of a Canadian Real Estate 
Investment Company 

by T. F. Tyson 

To help focus its research, the Project Team prepared a preliminary model 
of each of the proposed measures which it was asked to investigate. The 
models set out the substantive elements of each proposal. As our studies 
progressed, the models were discussed, elaborated, and revised in the light 
of our findings. This chapter presents the last version of the REIC model 
prepared for the Project Team. 

The model reflects the studies reproduced in part in earlier chapters of 
this volume and related discussions of REIFs among members of the Pro
ject Team. In any group, views are likely to diverge, at least in some mat
ters of detail. It is not suggested that this model is an exception. It is not 
claimed that each member of the Project Team would agree with every 
element in the model exactly as described in this chapter. It is claimed, how
ever, that the model is highly representative of the Project Team's views at 
the time it was prepared. 

I. ASSUMPTIONS 

The assumptions that were made in deciding upon the characteristics of a 
Canadian REIC are set out below. 

1. Tax Equivalence 

The point has been made elsewhere in this report that REICs should be 
given the same conduit tax treatment as trusts and partnerships. We are of 
the view that REICs will not be launched on a meaningful scale without 
tax equivalence. 

We have assumed that it would be forthcoming. 

2. Passivity 

Earlier in this report, we stated that a REIC would be a specialized invest
ment intermediary and that it would derive the bulk of its income from 
passive investments - that is, from other than the active conduct of a bus i-
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ness or trade. We have assumed that this is a necessary trade-off for flow
through treatment of income. If this were not the case, active real estate 
developers (who speculate on land, engage in rapid turnover of holdings, 
postpone taxes through storing income, and offer the opportunity of capital 
gains in various forms) would claim that a lack of tax equivalence existed 
between passive REICs and their active form of corporate activity. 

We have also found that attempting to define passivity has been unpro
ductive; hence, we have resorted to suggesting rules that would accomplish 
substantially the same result. 

3. Long-term, Short-term, and Mixed Maturities 

In the United States in the 1960s, the REIT industry developed in two dis
tinct classes: equity REITs and mortgage REITs. There has been only a 
modest movement to hybrid REITs, which invest in both mortgages and 
equities. 

Because matching maturities is a significant function in a REIT, we be
lieve that a more appropriate classification would be long-term (real estate 
equities and long-term mortgages), short-term (principally construction and 
development loans), and mixed maturities (a blend of these two categories). 

Our preliminary views are that Canada has a thinner market than the 
United States and cannot support specialized public REICs to the same 
extent. We therefore expect that mixed maturity REICs will develop more 
quickly here than hybrid REITs have done in the United States. Canadian 
REICs should be able to offer a full range of services to the housing and 
real estate industry, as long as they do not involve the active conduct of 
business or trade. 

The assumption has been made that it would be unnecessary to com
partmentalize tax and securities legislation to cater to two distinct categories 
of REICs: first, because it would be difficult to define; second, because it 
would be unwieldy to administer; and third, because it would work against 
the forces of the marketplace. 

4. Balance Shareholder Protection and Entrepreneurial Latitude 

It is essential to create the environment in which a REIC has virtually un
fettered access to sound investments without opening the door to promoters, 
both prudent and predatory, who can innocently or deliberately misuse or 
abuse the funds committed to their care. The shareholder should be pro
tected, but not to the point where his yields are substantially diminished. 

The assumption is made that sufficient flexibility should be allowed to 
REICs so that they can respond resolutely to changes in the real estate 
market and thus make decisions that are in the long-term interest of their 
shareholders. We believe that existing Acts (such as the Corporation Acts 
and the Investment Companies Act) and regulatory bodies (provincial secur
ities commissions and stock exchanges) that exist for other corporate forms 
are adequate to deal with REICs. 
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5. Redemption of Shares 

Mutual funds can redeem units at the election of shareholders because their 
assets are liquid and their leverage activities are not extensive. 

REICs present a somewhat different problem. A long-term REIC and a 
mixed-term REIC might very well have serious liquidity problems if they 
invest chiefly in long-term mortgages and equities. A long-term REIC that 
invests principally in single-family NHA and conventional mortgages might 
be in a more favorable liquid position. A short-term REIC might have 
liquidity problems because of having sizable investments in short-term con
struction and development loans. 

Because of the varying patterns of investment that could eventuate in a 
REIC, we have concluded that it would be imprudent to legislate that all 
REICs cannot redeem shares at the election of shareholders. Further, we 
have assumed that all public REICs must pass muster of the appropriate 
provincial securities commissions and other regulatory bodies, and that these 
filters are sufficiently tight to protect unsophisticated investors. We believe 
that public REICs in Canada will have reputable sponsors and that it wiII 
be in their general business interests to ensure that a satisfactory market is 
made for the shares of their sponsored REICs. Consequently, freely trans
ferable shares through a stock exchange or over the counter should be suffi
cient guarantee of liquidity for shareholders. This is no more stringent than 
the conditions relating to closed-end companies. 

6. Enabling Legislation 

While REIC shares should have wide individual investor appeal, significant 
lead orders and continuing interest would be required from pension funds, 
insurance companies, and other institutions. We have assumed that enabling 
legislation and changes to existing rulings can be adopted as required to 
permit substantial involvement by institutions. 

7. Depreciation and Cash Flow 

One of the rules suggested later in this chapter relates to a minimum distri
bution of 95 percent of ordinary income that would otherwise be taxable if 
an election were not made to qualify as a REIC. This in itself does not pre
clude a REIC from paying out more than the required minimum percentage 
of taxable income, and this could arise because cash flow income is fre
quently greater than taxable income when a REIC has a great deal of depre
ciable property. 

Because a REIC would be a flow-through institution, we considered 
recommending the compulsory booking of depreciation as an additional pro
tection against depletion of working capital. On re-examination, we decided 
that corporation law and good accounting principles and practices were 
sufficiently respectable bulwarks against indiscriminate actions and that the 
solvency of REICs would not be jeopardized under normal circumstances. 

8. Conflicts of Interest 

Our research indicates that if REICs were to be introduced in Canada and 
had an organization and contractual pattern similar to that of REITs in the 
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United States, conflicts of interest would arise (some real and some imagi
nary), chiefly between REICs and their sponsors. 

We have assumed that if we attempted to legislate good government rules 
and to codify regulations against self-dealing, it would place responsible 
entrepreneurs in a straitjacket. Hence, we have foregone the temptation in 
proposing the characteristics of a REIC. 

9. Housing Goals in Tax Legislation 

It has been suggested by some that social goals with respect to housing 
should be separated from tax legislation, and that the most efficient way of 
handling housing programs is through direct expenditures. It was not part of 
our terms of reference to examine alternatives for involving small institu
tional and individual investors in financing housing through expenditure pro
grams. In any event, the changes to the taxation system which we propose 
are in conflict neither with equitable tax philosophy, nor with expenditure 
programs that could be undertaken unilaterally or in concert with programs 
involving the revenue side. 

10. Contra-cyclical Financing 

REICs might serve as a contra-cyclical vehicle for the construction industry 
and offset to some extent the critical shortages of investment funds that the 
industry faces during tight money periods. Our initial readings are that real 
estate entrepreneurs who engage in active development would welcome new 
sources of competitive financing from REICs, particularly during periods of 
monetary constraint. 

II. DETAILED PROPOSALS 

1. Incorporation and Organization 

a) An election must be made to obtain special status as a REIC. Generally, 
it would be a requirement that such an election be stated in a prospectus, 
letters patent, and other corporate documents. An annual income tax elec
tion will be required immediately after each fiscal year-end of the REIC. If 
an operating loss is experienced initially, election can be delayed until the 
loss is used up under regular carry-forward and carry-back provisions. 
b) If it were not for the special election, a REIC would be a normal tax
paying corporation. 

c) If, during the course of its existence, prescribed tests are not met (see 
subsection 4), a REIC will cease to have special status. A grace period of 
ninety days will be allowed under certain circumstances to place the affairs 
of a REIC in order. 
d) Corporate objects must be clearly stated in a prospectus particularly with 
respect to 

(i) Risk factors 
(ii) General investment policy 

(iii) Use of proceeds 
(iv) Relations with advisers and sponsors 
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(v) Adviser fees 
(vi) Initial investments 
e) A regular tax-paying corporation can elect special status but only after 
having special shareholders' meetings, applying for supplementary letters 
patent, and obtaining approval from regulatory bodies as may be appro
priate. 
f) The numbers of shareholders shall be governed by corporation law, in
come tax law, and securities commission requirements. 
g) A REIC may not be a personal holding company. 
h) A REIC may be controlled by pension funds and life insurance com
panies. 

2. Capitalization - Debt and Equity 

a) Any class of equity shares may be issued. 
b) Borrowings of any other kind are permitted, including bank loans, com
mercial paper, mortgages, short-term notes, long-term debentures, and con
vertible debentures. 
c) All public equity and debt offerings will, of course, be cleared by the 
appropriate provincial securities commissions. 
d) All private debt and equity issues in sizable amounts can be made with
out registration, but communication with a Provincial Securities Commission 
is required. 
e) Shares may be pledged as collateral. 

3. Rights and Limitations of Shareholders 

a) Shareholders can call and attend annual and special meetings, approve 
significant changes in investment policies, and receive annual statements, 
quarterly dividends, and notification of split between regular and capital 
gains income. 
b) They can vote annually on appointments of directors, shareholders' 
auditors, and the advisory management company, and on adviser fees. 
c) They have limited liability. 

d) Redemption of shares at the election of the shareholder is not an auto
matic right. 

4. Investment Guidelines and Tests 

A REIC is a specialized investment intermediary. Therefore, its purposes and 
activities must be clearly defined, and precise (but not necessarily rigid) 
rules should be developed to regulate and monitor its operations. In defining 
the purposes and rules of a REIC, it is important to recognize that prudent 
entrepreneurs should be allowed to make investment and divestment de
cisions that will benefit shareholders over the long term and to react in a 
resolute way to shifting forces in the real estate market. 

A REIC needs to be free to diversify its investments, if that is one of 
its avowed policies, and free to operate on a nation-wide basis; and it must 
have a portfolio mix that is broad enough to ensure investor protection and 
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to permit growth. De minimus rules should be developed that will not dis
qualify a REIC because of defaults, foreclosures, downward valuation of 
assets after acquisition, and other inadvertent happenings that beset most 
organizations. One REIC ought to be able to invest in another REIC with
out the threat of disqualification if the debtor REIC should be disqualified 
for any reason. We have considered the value of rules with respect to asset 
ratios and rapidity of turnover, but we have arrived at the conclusion that 
insisting on quarterly investment tests, restrictions on short-term capital 
gains on property, and elimination of speculation for resale are sufficient 
safeguards. Taking equity "kickers" is becoming more the rule than the 
exception and should be a permitted avenue for acquiring investments. Joint 
ventures are increasingly common and should be encouraged irrespective of 
their legal form. 

Because our terms of reference relate to housing, ~e have reflected care
fully on the question of a REIC's being compelled to invest a specific amount 
of its resources in housing mortgages and equities. We have arrived at the 
conclusion that REICs will develop their own patterns of investment, which 
we predict will have ample involvement in housing, and have therefore 
rejected compulsory rules for housing investments. 

These and other judgments are reflected in the investment rules and tests 
cited below. 

a) The general investment policy of a REIC should be clearly stated in its 
charter, prospectus, and other documents that could affect investor decisions 
and relations with regulatory bodies. It might very well be that a Provincial 
Securities Commission would require that, say, a minimum of 60 percent of 
the proceeds of a public offering should be specifically designated and that 
these specific investments should be stated clearly in a prospectus. 

b) A minimum of 85 percent of the assets of a REIC must be in the form 
of 

(i) Cash, government securities, and obligations of trust and loan com
panies and chartered banks 

(ii) First mortgages on residential and commercial properties which are 
eligible for investment under the Canadian and British Insurance Com
panies Acts 

(iii) Leased land under improvement 
(iv) Land and buildings, and leasebacks thereon 
(v) Obligations of a residential mortgage bank 

(vi) Obligations of other REICs 

c) The remaining 15 percent of a REIC's investments should not be re
stricted, except that they should be of a passive character. 

d) Investments shall be restricted to Canada. 
e) Purchases of assets from individual employees, an advisory company or 
its staff, and sponsors or their employees shall be fully discl\,sed if they are 
material. 
f) A grace period of ninety days shall be given to a REIC to put its affairs 
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in order if it should be inadvertently disqualified for reasons such as mis
interpretation of regulations, defaults, and revaluations. 
g) REICs will not be permitted to invest in land and buildings of extractive 
and natural resource industries. 
h) Tests (c) and (d) shall be met on a quarterly basis. 

5. Income Guidelines and Tests 

While the investment guidelines and tests decribed above in large measure 
determine the REIC's sources and amounts of income, there are in addition 
other rules that should be followed. 
a) A minimum of 85 percent of gross income shall be derived from 

(i) Interest on mortgages, mortgage loans, bank deposits, commercial 
paper, government obligations, and investments in a publicly owned 
mortgage bank 

(ii) Rents from real property and closely related activities (such as apart-
ment furniture and parking lots contiguous to buildings) 

(iii) Standby fees, commitment fees, discounts, and premiums 
(iv) Recapture of depreciation 
(v) Short-term gains on sale of properties 

(vi) Interest and dividends from other REICs 
b) The balance of the gross income may be derived from 

(i) Sources indicated in 1 above 
(ii) Dividends and interest on securities permitted as investments to mutual 

funds 

c) Not more than 25 percent of gross income in anyone year shall be 
derived from long-term gains on sale of real properties held for less than 
three years, except for involuntary conversions arising from defaults, fore
closures, and forced completions, or from gains on sales of securities held 
for less than six months. 
d) Rents may be tied to gross receipts, but not to net profit-sharing schemes. 
e) All income shall be derived from Canadian sources. 
f) At least 95 percent of taxable income (see subsection 6) must be dis
tributed annually. 
g) Dividends shall be declared quarterly, to the extent of 75 percent of the 
annual distribution by the end of the tenth month of the fiscal year, with the 
final payment being made within 180 days after the fiscal year-end. 
h) Capital gains shall not be included in determining income for purposes 
of these tests. 

i) Tests (a), (b), (c), and (g) must be met on a quarterly basis. 

6. Taxation Rules 

For purposes of calculating taxable income, normal income tax rules shall 
apply. Because of the high payout provisions, allowances for mortgage valua
tions and other real estate allowances relating to defaults and foreclosures 
should be permitted, although booking of depreciation is not mandatory. 
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a) If a minimum of 95 percent of ordinary taxable income is distributed, 
the distributed income will not be taxed to the REIC, assuming an election 
for REIC status has been made. 

b) Undistributed income in the hands of the REIC shall be taxed at full 
corporate rates. 

c) Distributed income in the hands of the shareholder shall be taxed at 
personal rates only. 

d) Dividend tax credits shall not be allowed on any portion of a REIC's 
income, including the 95 percent; on the remaining 5 percent if it should be 
distributed subsequently; and on dividend income received by a REIC from 
tax-paying Canadian corporations. This restriction should serve to discour
age investment in securities. 

e) Losses can be carried forward and back only if a REIC election is not 
made. 

f) Normal rules on recapture of depreciation shall apply. 
g) Normal rules on capital gains shall apply, whether or not the gains are 
flowed through to the shareholder. 

h) Special rulings will apply with respect to transfers of properties to REICs, 
valuation of kickers, non-resident withholding taxes, and writing up or writ
ing down of assets, offshore companies, treaty and non-treaty countries. 
i) Retroactive deficiency dividends shall be permitted in the event that a 
Department of National Revenue Income Taxation Division audit should 
determine that a REIC has not met one or more tests. 

7. Passivity Tests 

a) Passive Intermediary versus an Active Business 
In its intermediation role, a REIC is neither a bank nor a finance company, 
because it is not involved in originating the debt of businesses or consumers. 
Nor is it a business, in the sense of a firm engaged in wealth-generating 
activities by combining manpower, materials, and machinery to produce 
goods or services. It is an entity that enters into exchange relations whereby 
it supplies purchasing power to wealth-generating enterprises or individuals 
in return for 

(i) Shares that entitle the REIC to participation in future dividend or 
asset distributions of wealth-generating entities, or 

(ii) Title to existing property from which the REIC can derive rental in
come, or 

(iii) Financial claims, the obligations of which are enforceable in law and 
frequently are secured by a mortgage on an existing property 

In other words, a REIC is not engaged in the active business of originat
ing, organizing, directing, or controlling wealth-generating activities. Rather, 
it is engaged in the passive business of acquiring and holding investments 
for the purpose of receiving income. 

The function of a REIC is narrowly defined: it exists to make invest
ments; to hold title to property and securities; to receive interest, dividends, 
and proceeds from sale; to distribute its income to the suppliers of capital; 
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and, where relevant, to manage its capital. A large organization is not re
quired for exploiting investments. 

b) Passivity Rules 
In compliance with the definition of passivity, the bulk of a REIC's income 
should be derived from: 

(i) Investments in mortgages and loans 
(ii) Income-producing properties that are not under direct operational 

management by REIC personnel - as contrasted with a real estate 
business that actively manages properties, has tax benefits from storing 
income, speculates in land and buildings and normally is involved in 
a more rapid turnover of its holdings. 

Thus, the key dimensions of passive intermediaries are remoteness from the 
ultimate transaction and time. 

Under most circumstances, the following rules will ensure that a REIC 
is a passive investment intermediary: 

(i) A REIC may not hold properties primarily for resale. This does not 
preclude involuntary conversions resulting from mortgage default. 

(ii) Short-term gains on the sale of securities held for less than six months 
and gains on the sale of real property held for less than three years 
must represent less than 25 percent of the REIC's gross income in 
any year. 

(iii) The provision of services and the management of property through an 
independent contractor or business agent. 

(iv) A REIC must not have financial control of its contractors and business 
agents. 

(v) Business agents or contractors may not own more than 30 percent of 
the shares of a REIC. 

(vi) Rental income shall not depend wholly or in part on net income or 
net profits derived from the rental property. (Profit-sharing arrange
ments also are precluded - for example, from a store within a high
rise complex.) A fixed percentage of gross receipts as a basis for deter
mining rent is not, however, a precluded arrangement. 

(vii) While it should not be made mandatory, it would be prudent for a 
REIC to enter into a contract with an advisory company so that it 
could obtain detached advice on investment and divestment alterna
tives and practices. 

(viii) A REIC may not be a personal holding company. 

8. Accounting Principles and Practices 

Generally accepted accounting principles and practices shall apply to the 
recording and reporting of financial results. There are some specific rules 
which c~nnot be embodied in legislation but are worth commenting on here. 
a) The basis of valuation of assets should be disclosed. If market values are 
used, special rules should be developed with respect to capital losses and 
capital profits and their treatment for balance sheet and income statement 
purposes. 
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b) Appreciated values of equity holdings shall not be disclosed in financial 
statements or footnotes. 
c) Compliance with tests in the Income Tax Act shall be stated, particularly 
with respect to income distribution. 

d) Earnings per share on a regular and fully diluted basis shall be stated if 
convertible bonds and/or convertible preferred shares have been issued. 
e) The basis of computing and claiming depreciation and deferred income 
taxes should be stated. 

9. Leverage 

If management decides to use leverage, which seems necessary for some 
REICs if growth is to be achieved, what leverage can a REIC prudently 
use? The Mid-West Securities Commissioners policy is to limit C and D 
REITS in the United States to a total debt to equity ratio of 5 to 1, and 
long-term REITs to a ratio of 3 to 1. As noted in Chapter 3, Continental 
Mortgage Investors, which is listed on the New York Stock Exchange and 
therefore is not subject to Mid-West blue sky rules, had a 6.8 to 1 ratio of 
total debt to equity at the end of 1970. But if its subordinated convertible 
debt had been included in its borrowing base, CMI would have had a modest 
ratio of 0.47 to 1 for senior debt to borrowing base (borrowing base is com
posed of equity and junior debt). Long-term REITs cannot use short-term 
leverage to the same degree as C and D REITs without breaking the finan
cial rule of "not borrowing short to lend long". 

There is a variety of leverage patterns and practices in the United States, 
some related to growth and some cognizant of maturity problems; and we 
suspect that some reflect an awareness that increasing the assets of the REIT 
will mean that advisory fees (based on invested assets) can be increased. 

182 



Chapter 11 

Recent Developments in Perspectivel 

by J. S. Peterson 

I. INTRODUCTION 

Mortgage investment companies (MICs) and real estate investment trusts 
(REITs) are the most exciting recent development in Canadian financing. 
The Toronto Dominion Bank has successfully launched a REIT and raised 
$75 million from the public. Two others have filed preliminary prospectuses: 
BM-RT, a joint venture of the Bank of Montreal and Royal Trust, proposes 
to raise an initial $100 million, and the Bank of British Columbia has filed 
for $10 million. Others are in various stages of preparation. The total of 
such finances will easily surpass $400 million within the next year, and within 
three years, Canadian MICs and REITs should have assets surpassing $1.5 
billion. No new industry has ever sought so much financing in such a con
densed period of time, nor has attracted such unqualified support and enthus
iasm from such a broad spectrum of investors. 

In discussing MICs and REITs, I propose first to deal briefly with the 
events which have transpired until now. Second, I wish to examine the in
come tax treatment of both vehicles and their shareholders. I shall conclude 
by contrasting some of the most important differences between MICs and 
REITs. 

II. HISTORICAL PERSPECTIVE 

There are basically three factors which have combined in spawning, and in 
some ways retarding, the development of Canadian REITs and MICs: the 
success of United States REITs; the disintermediation and rethinking necessi
tated by Canada's new tax laws; and the desire of the Canadian Government 
to promote more housing. 

1 This chapter was originally presented as Real Estate Investment Trusts, Notes for an 
Address to the Annual Conference of the Canadian Tax Foundation, Royal York 
Hotel, Toronto, November 28, 1972. It is reproduced here, with only minor changes, 
through the kind permission of the author and the Canadian Tax Foundation. 
(Editor.) 
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1. United States REITs 

Probably the major reason for Canadian REITs today is the great success 
of similar U.S. vehicles. U.S. REITs became possible in 1961 when amend
ments to the Internal Revenue Code made it possible for such trusts to 
enjoy once again the conduit tax treatment which an earlier Supreme Court 
decision had denied them. The U.S. REIT industry lay quiescent, however, 
until the stock market disruptions of 1969 and 1970 made these high-income 
vehicles extremely attractive to investors. Their success was not lost upon the 
Canadian investment community, which suddenly rediscovered that Cana
dian laws did not have to be amended for trusts to obtain conduit tax treat
ment and serve as REITs. 

2. White Paper 

Just as a number of Canadian investment houses began looking seriously at 
REITs, the White Paper on proposals for tax reform was published, in No
vember 1969. It proposed that widely held trusts be subjected to the same 
half-integration tax regime as widely held corporations. This negated the 
trust as a satisfactory flow-through vehicle. 

3. Canadian Housing Policy 

It was about this time that the Government showed concern for Canada's 
housing shortage. The 1969 Speech from the Throne set as a target 1 million 
new housing completions by 1974, but the Government soon realized that 
sufficient funds were not available through traditional channels. It there
fore appointed a Task Force to report on new mechanisms and institutions 
for increasing the flow of private sector financing into housing. 

4. Further Tax Developments 

In early 1971, the Government announced its intention to foster the de
velopment of Canadian MICs, which would be similar to U.S. REITs in 
having conduit tax treatment and mobilizing private sector investment in 
mortgages and real estate. The need for MICs, or at least some other meas
ures to encourage such investment, was accentuated by the other tax reform 
measures which discouraged investment in housing. Under the old law, tax
payers could shelter other income with capital cost allowances on rental 
property, and approximately 40 percent of all rental housing in Canada was 
owned by individuals. The new law did away with this possibility and 
created other serious tax disincentives to investing in real estate, including 
the introduction of capital gains taxation and the provision that each depre
ciable property worth $50,000 would constitute a separate class for capital 
cost allowance purposes, thereby making it impossible to avoid recapture 
upon disposition. Countervailing measures were thus required simply in 
order to maintain the existing level of private investment in housing, let 
alone to increase the flow of funds into it. 

5. Bill C-259 

When Bill C-259 was published on June 18, 1971, it seemingly cleared the 
path for a trust vehicle serving as a REIT, since it backed-off the half-
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integration regime for widely held trusts. It was soon discovered, however, 
to contain certain hookers for closed-end REITs, which most would have to 
be in order to safeguard liquidity. Being closed-end, they would not qualify 
as unit trusts under Section 108 (2). This meant, first, that they would be 
subject to a deemed realization every twenty-one years; and second, that 
whenever a publicly traded unit was disposed of, a certain portion of the 
proceeds would be deemed to be income as opposed to capital. Accordingly, 
strenuous representations were made to Ottawa to have the definition of a 
unit trust expanded to embrace closed-end as well as open-end inter vivos 
trusts. Ottawa responded with a narrow amendment in October 1971, there
by making possible from a tax point of view the type of closed-end trust 
vehicle as represented by TDRI and BM-RT. These funds conform to the 
unit trust provisions as found in Section 108 (2) (b) of the present Act. 

6. Eligible Investors 

Although the income tax barriers to forming a REIT had been removed by 
October 1971, potential REIT sponsors were still confronted with one fur
ther major problem, namely, qualifying the trust units and securities as in
vestments which regulated investors such as insurance companies, trust com
panies, and pension funds could acquire without resorting to their basket 
clauses. This was important because institutional support was considered 
essential for REITs. Accordingly, potential sponsors had to decide whether 
to wait for promised MIC legislation which would enable the participation 
of regulated investors, or to circumvent this disability by other means. At 
least one trust felt it had resolved the problem of eligibility for institutions 
in late 1971, but it withdrew its offer upon reconsideration. The Toronto 
Dominion Bank persisted, however, and developed a viable approach in
volving use of a corporation whose securities were qualified investments be
cause of its earnings record and which also achieved the conduit tax ad
vantages of a trust. 

7. Bill C-209 

The next event of importance was the publication of Bill C-209, which 
received first reading on May 15, 1972. It is reasonable to assume that the 
Government was not then aware that a unit trust's securities could be eligible 
investments; it probably felt that only its proposed MICs could be viable, 
large-scale, real estate investment vehicles. The Toronto Dominion Bank 
felt differently, however, and rejected both the strictures of Bill C-209 and 
the probable delay in its being passed. It filed its preliminary prospectus with 
the Ontario Securities Commission on June 23, 1972, five weeks after publi
cation of the Bill. 

8. TDRI 

TDRI has achieved the required results of conduit tax treatment and qualify
ing its securities for regulated investors in the following way. The unit trust 
has sold units to the public worth $40 million. These units provide conduit 
tax treatment; but because they are not eligible for regulated investors, they 
have been sold mainly to individuals. The corporation, owned equally by the 
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Bank and the underwriter, has issued $35 million worth of convertible par
ticipating subordinated debentures. Because this company has the requisite 
earnings record, these debentures are legal investments for regulated institu
tional investors. To achieve the requisite tax flow through to the debenture 
holders, the company loans the $35 million so obtained to the unit trust for 
a participating promissory note, and the trust in turn invests such proceeds 
in mortgages and real estate. The interest payable on the note from the 
trust to the company will constitute the only income of the company, but 
the interest payable to the debenture holders will be expensed against this 
income and will constitute an offsetting deduction. The only taxable income 
of the company consists of $10,000 per year, plus a spread of one-hundredth 
of one percent on the interest received from the trust over interest paid to 
the debenture holders. Thus, in effect, the debenture holders achieve conduit 
tax treatment except for this small amount and receive interest income to a 
maximum of 10 percent, depending on the return to the trust on its invest
ments. 

9. OSC Policy Statement 

Just as the Federal Government did not anticipate TDRI, I think it is fair 
to say that TDRI did not anticipate the delay of almost three months it 
would encounter in getting its receipt from the Ontario Securities Com
mission. During this hiatus, the OSC developed a comprehensive set of blue
sky policies which now apply to REITs. TDRI was not cleared until mid
September 1972. 

III. INCOME TAXATION 

Having briefly sketched the events which have transpired to date in this new 
industry, I propose to discuss some of the income tax aspects, both domestic 
and international, of REITs and MICs. 

1. REITs 

a) Unit Trust 
As mentioned, REITs must qualify as unit trusts pursuant to Section 108 (2) 
of the Income Tax Act. Having so qualified, it is subject to Subdivision (k) 
governing the taxation of trusts, but avoids the problems confronting ordi
nary inter vivos trusts. These problems are the twenty-one-year deemed reali
zation; provisions affecting preferred beneficiaries; the inclusion of deemed 
benefits in income pursuant to Section 105; and the income inclusion pur
suant to Section 106 upon disposition of a trust unit. 

It is appropriate to review some areas which are of particular concern 
for REITs. 

b) Discretionary Allocations 
The first of these relates to the unfettered discretion of REIT trustees to 
gerrymander income and tax savings among the unit holders. Under the new 
tax law, trustees are still left with the ability to flow through dividend tax 
credits, foreign tax credits, depletion allowances, capital cost allowances, 
and capital gains to the unit holders whom they select. In theory, therefore, 
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tax savings could be derived if all these items were arbitrarily allocated only 
to individual unit holders in high tax brackets, and not to tax-exempt unit 
holders such as pension funds, which cannot benefit from them in any case. 
By law, however, only a very small portion of a REIT's income can come 
from sources which generate such credits, allowances, or other tax savings, 
and the administrative burden of making such allocations could prove for
midable. Thus, allocation of these tax savings to unit holders on other than 
a pro rata basis seems unlikely in most cases. 

c) Carrying on Business 
One question which caused initial concern was whether a REIT would be 
held to be carrying on business in Canada. If so, Section 104 (8) would 
prevent the trust from deducting amounts distributed to non-resident unit 
holders. Furthermore, the REIT would not satisfy one condition for a unit 
trust, namely, that its only undertaking be the investing of funds of the trust. 
Current thinking, however, is that REITs do not carry on business, but are 
merely passive investors. This view is buttressed by the practice of having 
the adviser perform all the activities that might otherwise have a business 
connotation, and having him do so in his role as an independent contractor 
to the REIT. 

d) Interest Deduction 
As mentioned earlier, if the unit trust's affiliated corporation is to achieve an 
approximation of conduit tax treatment, all interest paid to holders of its 
securities must be deductible. Since these securities may be participating, it 
is conceivable that interest could run as high as 15 percent or greater. Were 
this the case, the Minister might argue that it is not deductible, since it is 
unreasonable in the circumstances. The same consideration applies in respect 
of the trust being able to deduct the interest it pays to the corporation on 
the participating note. Accordingly, TDRI adopted the approach of setting 
a 10 percent maximum rate, which rate it considered reasonable at the time 
of issue. I believe this to have been a necessary precaution. 

A further precaution involved setting a minimum interest rate, 51;2 per
cent in the case of TDRI. This was necessary in order to avoid the deben
tures being treated as income debentures, and thus precluding the corpora
tion from obtaining the requisite deduction. 

e) Capital Gains 
Where a REIT realizes a capital gain, it has two options in order to remain 
non-taxable on it. It can distribute all of the gain - for example, $200; or 
it can distribute only the taxable capital gain - say, $100. Take the case 
where the whole $200 is distributed to a unit holder in a 50 percent tax 
bracket. 

The REIT can make a Section 104 (21) election to flow through the 
taxable portion of the capital gain to the unit holder. The unit holder will 
pay full taxes on the taxable capital gain of $100 - that is, $50. The re
maining $100 is treated as capital in his hands, thereby reducing his adjusted 
cost base by 100. Thus, when he disposes of the unit, the otherwise non
taxable portion of the gain gives rise to a further tax of $25. This means the 
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total tax burden is $75, as opposed to $50 if the unit holder had realized 
the gain directly. 

Take now the case where only the taxable capital gain of $100 is dis
tributed. In this case, the REIT will still get its full deduction and the non
taxable $100 will be retained in the trust. The unit holder will pay a tax 
of $50 on such taxable capital gain allocated to him. In this case, it appears 
to make no difference whether or not the $100 distributed is designated as 
a taxable gain under Section 104 (21 ), since all of it would still be fully 
taxable to the unit holder. It is understood that TDRI proposes to adopt this 
second approach and will retain the non-taxable portion of all capital gains 
in the trust; only the taxable portion will be distributed. A primary reason 
for this approach is that it avoids the necessity of reporting to unit holders 
the amount by which the cost base of their units must be reduced. Further
more, it avoids having to make the Section 104 (21) designation of taxable 
capital gains to unit holders, in which case a REIT which did not qualify 
as a mutual fund trust would not be entitled to a deduction for taxable capi
tal gains payable to non-resident unit holders. 

2. MICs 

The approach to achieving conduit tax treatment for MICs is set forth in 
Bill C-209, which envisages a new section being incorporated in the Income 
Tax Act. These provisions contemplate that MICs will be able to flow 
through both ordinary income and capital gains to shareholders. First, the 
MIC may elect to pay a capital gains dividend. The amount of this dividend 
may not exceed twice the MIC's taxed capital gains which are defined as 
taxable capital gains minus allowable capital losses. The MIC is then entitled 
to deduct one-half of the capital gains dividends distributed, and the share
holder is given capital gains treatment on the capital gains dividends received. 
If an excessive capital gains dividend election is made, the MIC is subject to 
a penalty of three-quarters of the excess. The result of these provisions re
garding capital gains dividends is that all capital gains can be distributed to 
shareholders and taxed as such in their hands, without giving rise to a de
crease in the adjusted cost base of the shares. 

After the capital gains dividends have been elected and paid out, the 
MIC will be entitled to a deduction for all taxable dividends distributed to 
shareholders. Taxable dividends are deemed to be interest in the hands of 
shareholders, thereby obviating the dividend tax credit for resident indi
viduals. 

MICs are denied a deduction for taxable dividends from other corpora
tions. The reason for this is that MICs are entitled to a deduction when 
such dividends are distributed to shareholders, and to permit the deduction 
at the time of receipt would result in a double deduction from income. Any 
income retained in the MIC will be taxed at full corporate rates. MICs will 
be taxed as public corporations, without benefit of the small business deduc
tion or the integrated tax regime for private corporations. 

The effect of the MIC's being able to deduct one-half of all capital gains 
dividends and all taxable dividends paid to shareholders is that the MIC 
achieves conduit taxation. Unlike the REITs, MICs cannot flow through divi-
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dend tax credits and capital cost allowances to shareholders; but as indi
cated, this does not impose any serious practical difficulty because of the 
limited types of investments both MICs and REITs can make. MICs, how
ever, can flow through all of their capital gains without giving rise to a 
decrease in the adjusted cost base of the shares, and thus are generally more 
suitable as conduit vehicles than are REITs. 

3. International Tax Aspects 

a) Non-Resident Unit Holders 
Non-resident unit holders of Canadian REITs will be subject to Canadian 
withholding tax under Section 212 ( 1 ) (c) at the rate of 15 percent or 25 per
cent. If a taxable capital gain of the REIT is allocated to a non-resident pur
suant to Section 104(21), there will be no withholding tax, but the REIT 
will not be entitled to a deduction for the amount designated under Section 
104(21) to be a taxable capital gain. Thus, if the designation is made, the 
REIT will be subject to a potential tax equaling about 30 percent of the 
capital gain, but the 15 percent or 25 percent withholding tax will have been 
avoided.2 

b) Non-Resident Shareholders 
Non-resident shareholders of Canadian MICs will be subject to only a 10 
percent or 20 percent withholding tax in respect of taxable dividends under 
Section 212(2), since they will have a degree of Canadian ownership. 
Where a capital gains dividend is paid, however, there will be no Canadian 
withholding tax; and unlike REITs, the MICs will still be entitled to a deduc
tion for all capital gains dividends distributed to non-resident unit holders. 

c) Dispositions 
Where non-residents dispose of their MIC shares, there will be no Canadian 
taxation of the gain. This is because the shares will not constitute taxable 
Canadian property, since the Loan Companies Act prohibits non-residents in 
the aggregate from owning more than 25 percent of the shares of a MIC, 
and no single non-resident may own more than 10 percent. On the other 
hand, non-resident unit holders of a REIT will be subject to Canaaian capi
tal taxation upon a disposition of their units.3 

d) Summary 
To summarize certain aspects relative to non-resident investors, if a Cana
dian real estate investment vehicle anticipates having a number of non
resident owners, the MIC appears preferable to the REIT, since it can flow 
through capital gains to them without Canadian withholding taxation and 
still obtain a deduction from income. In addition, non-resident shareholders 
of the MIC will not be subject to Canadian capital gains taxation upon dis
position of their shares, whereas non-resident unit holders of a REIT will. 

2 If the REIT qualifies as a mutual fund trust under Section 132 (6) and the Section 
104(21) designation is made, the REIT will be entitled to a deduction under Section 
104(6), and there will be no tax under Section 212(l)(c). 

3If the REIT qualifies as a mutual fund trust under Section 132(6), the units may 
not be taxable Canadian property - see Section 125(l)(b)(viii) - and Canadian 
capital gains taxation of non-resident unit holders may be avoided. 
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e) United States REITs 
Largely in response to funding problems in the United States, U.S. REITs 
have been strongly interested in making Canadian investments. Prior to 1972, 
they were able to obtain certificates of exemption in respect of Canadian 
withholding taxation on interest income. Section 212 (14), however, now 
provides that U.S. REITs can no longer qualify for certificates of exemp
tion, but any certificates in force on December 31, 1971, will continue until 
the end of 1974 under the transitional rules. The result is that U.S. REITs 
will now suffer a 15 percent tax penalty for investing in Canada, and this 
could eliminate them as serious competition for Canadian REITs and MICs. 

It should also be noted that a Canadian resident who disposes of a unit 
of a U.S. REIT will be subject to Canadian capital gains taxation, but will 
be exempt from U.S. taxation by virtue of the Treaty. In addition, a certain 
portion of the proceeds of disposition would be deemed to be an income 
interest under Section 106 and taxable to him as income. 

IV. MICs VERSUS REITs 

1. Regulatory Jurisdiction 

Having dealt with some of the background and income tax aspects of MICs 
and REITs, I wish now to consider some of the principal differences between 
these two vehicles. These differences arise from the particular legislation and 
regulatory provisions governing them. 

MICs will derive their conduit tax status from amendments to the In
come Tax Act, which contemplates that MICs may be incorporated under 
either federal or provincial jurisdiction; so far, however, it appears that 
MICs will be federally incorporated loan companies, which the Superintend
ent of Insurance will designate as MICs if they satisfy the requirements of 
Bill C-209. In addition to the above, MICs will have to register under the 
Loan and Trust Corporations Act (Ontario). 

REITs are governed, first, by the unit trust provisions of the Act and, 
second, by Policy No. 3-25 of the Ontario Securities Commission. The 
original draft of these policies applied to both incorporated and unincor
porated real estate investment vehicles; but after a sifting out of jurisdic
tional authority, the Ontario Government determined that the Policy State
ment would apply only to unincorporated vehicles such as REITs. MICs are 
supposedly subject to provincial regulatory authority of only the Loan and 
Trust Corporations branch. 

At first glance, therefore, it appears that MICs will not have to comply 
with the OSC Policy Statement. The real test will come, however, when the 
first preliminary prospectus for a MIC is filed - it will be interesting to note 
the extent to which various provincial securities commissions may attempt 
to enforce compliance with the Policy Statement. Present assurances are 
that the OSC will not; I suspect, however, that it may be prudent for an MIC 
to adhere to the Policy Statement wherever practicable. 

While there are a great many differences between what MICs and REITs 
can now do, I propose to touch on three of the major ones. These are 
1. Certain of the asset requirements 
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2. Debt leverage 
3. Minimum capital requirements 

2. Asset Requirements 

a) Housing 
MICs are subjected to more stringent asset requirements than REITs, the 
two most important of which deal with housing and types of mortgages. 
First, I shall discuss housing. A minimum of two-thirds of an MIC's assets 
must be residential property, whereas a REIT could conceivably invest all 
of its funds in commercial mortgages and real estate. This difference may 
give REITs a slight competitive edge, since commercial loans have tradi
tionally produced higher yields than residential loans in Canada. 

b) Mortgages 
A second disadvantage of MICs is that they are restricted to loaning a 
maximum of 75 percent of the value of property, whereas REITs are not. 
MICs can exceed this 75 percent maximum, however, if the excess is in
sured or guaranteed, or else is in respect of a mortgage taken back on 
property sold by the MIC. Furthermore, as the law now stands, an MIC 
cannot be registered under the Loan and Trust Corporations Act unless 95 
percent of its mortgages are first mortgages. A REIT is subject to no similar 
restrictions, unless it wishes to increase its debt leverage ratio from 3 to 1 to 
5 to 1. In this case, only 50 percent of the book value of its total assets must 
be in 75 percent mortgages, unless the excess is insured or guaranteed. 

Accordingly, in terms of creative mortgage lending, REITs have a com
petitive edge over MICs because of the 66 213 percent housing component 
and types of mortgages to which MICs are presently restricted. 

3. Debt Leverage 

The next important difference I wish to discuss is debt leverage. Borrowing 
by an MIC is restricted to a maximum of three times its equity capital. A 
REIT, on the other hand, can have a 5 to 1 debt to equity ratio for all 
practical purposes. 

This restriction of MICs to a 3 to 1 debt to equity ratio was a difficult 
policy decision for the Federal Government, which felt it was necessary in 
order to ensure that MICs were passive investors. This passivity, along with 
the high housing component, was the main argument in persuading Finance 
to grant conduit tax treatment to MICs. 

4. Minimum Capital Requirements 

A major drawback of REITs, particularly for all but the largest of sponsors, 
is that a REIT must have minimum equity capital of $5 million; its adviser 
must have a net worth of at least $2 million; and the adviser must make a 
minimum escrowed investment of the greater of $1 million or 5 percent of 
the issuer's equity capital. This requirement of the OSC is apparently prem
ised on the assumption that big operations are sound operations. In any 
event, it will succeed in stopping many smaller sponsors from adopting the 
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REIT route, since an MIC needs only unimpaired paid-up capital stock of 
$500,000, and there are no capital requirements for the adviser. 

5. Summary 

In addition to the above significant differences between MICs and REITs, 
there are a number of others which may assume importance, depending on 
the sponsor's particular requirements. For example, many sponsors may 
consider it too costly and inconvenient to twin a separate corporation with 
a unit trust and have two different types of securities and investors. An MIC 
will not have this problem, since its shares and debt instruments will be 
eligible investments. 

At the present time, REITs appear to have a competitive edge over 
MICs because they can invest in non-residential mortgages and undertake 
more sophisticated forms of mortgage financing with a higher debt to equity 
limitation. MICs, however, will be much more simple to create and adminis
ter and will be free from many gray areas of the law regarding trusts, such 
as limited liability of unit holders, the rule against perpetuities, and the 
standards and duty of care of trustees. Best of all, MICs will supposedly be 
free of the many restrictions imposed on REITs by the OSC. 

v. CONCLUSION 

As mentioned earlier, Bill C-209 was issued about five weeks before the 
Toronto Dominion Bank filed its preliminary prospectus. I think it is not 
unfair to say that many people in Ottawa were surprised to see TDRI, 
which had resolved the problem of eligible investors and circumvented the 
Government's intention that intermediary real estate investment vehicles 
should be principally for housing. Furthermore, TDRI's higher leverage 
ratio made MICs appear somewhat effete. 

Thus, a major policy question confronting Ottawa is whether it should 
make MICs competitive with REITs, and thereby avoid a stillbirth for Bill 
C-209. I am speculating now, but I would not be surprised if the Govern
ment were to amend Bill C-209 by lowering the minimum residential com
ponent of an MIC's assets from the present 66~ percent to 40 percent or 50 
percent. Nor would I be surprised if an MIC's debt to equity ratio were in
creased to 5 to 1, making it competitive with REITs. One might also antici
pate that Ontario will amend the Loan and Trust Corporations Act to per
mit registration of an MIC that has a reasonably secure mortgage portfolio, 
but not necessarily the presently required 95 percent in first mortgages. 

Should the above changes be made, MICs will be competitive with, and 
in most cases more desirable than, REITs. At the same time, they will be 
able to capitalize on the tremendous investor enthusiasm for REITs and 
with a compulsory but reasonable residential component, channel vast new 
sums into Canadian housing. If these simple changes are not made, we 
might see the odd MIC, but REITs will still be the preferred vehicle and 
will dominate the market without necessarily contributing to housing. The 
choice does not seem difficult to me. 
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Chapter 12 

Postscript 

by J. V. Poapst 

On February 1, 1973, the Residential Mortgage Financing Act was reintro
duced in the House of Commons as Bill C-135. This chapter outlines the 
MIC proposed under the new Bill and comments upon its features. 

I. THE MIC OF BILL C-135 

MICs would be incorporated either federally or provincially. Federal com
panies would be governed by the Loan Companies Act. They would thus 
have all the powers of such companies and be subject to all the restrictions 
imposed upon them, except as otherwise provided under the Residential 
Mortgage Financing Act.1 

The main characteristics of the MIC as they would be provided under 
the Residential Mortgage Financing Act are as follows: 
1. Shareholders would number 100 or more, with no single shareholder 

holding more than 25 percent of the issued stock. Trusts governed by 
a registered pension plan or a deferred profit-sharing plan would count 
as twenty shareholders; but for determining the proportional limit, they 
would count as one shareholder. 

2. Preferred shareholders, if any, once having received their preferred divi
dends, would participate in further dividends pari passu with common 
shareholders once the latter had received an amount equal to the pre
ferred dividend. 

3. An MIC would be a Canadian corporation and invest in real property or 
in loans against such property only if the property was situated in Can
ada. 

4. It would derive its income only from passive investment; it would not 
undertake any trade or business, including real property management or 
development. 

1 In addition, the company would have to comply with the Loan Companies Act of 
each province in which it operates. 
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5. At least 50 percent of its assets (book value) would be invested in 
residential mortgages or cash. 

6. Investment in real property (residential and non-residential) would not 
exceed 25 percent of total assets, excluding acquisitions through fore
closure or other remedies. 

7. Outstanding borrowings would not exceed three times the difference 
between the book value of its assets and its liabilities, unless residential 
mortgage and cash amounted to at least 66% percent of assets, in which 
case the maximum ratio could be five times. 

8. The sum of expected mortgage repayments, amounts maturing from 
other investments, and bank credit obtainable through approved pro
cedure, plus cash, together would equal or exceed the sum of alI the 
company's mortgage commitments and outstanding debt faIling due 
within the year. 

9. In computing its taxable income for a taxation year, an MIC would deduct 
the income it had distributed to its shareholders for the year; it would 
also deduct one-half of the capital gains dividends it had paid which 
were applicable to the year. 

There are differences between the MIC of Bill C-209 and the MIC of Bill 
C-135. The former would have required 85 percent or more of assets to be 
in real estate, mortgage loans, government bonds, and cash; 66% percent 
or more in housing (loans or loans and/or equities, plus cash), and 40 
percent or more in residential mortgages (plus cash). The new bill thus 
would raise the minimum proportion to be invested in residential mottgages 
(plus cash) from 40 percent to 50 percent, but lower the proportion to be 
invested in housing (plus cash) from 66% percent to 50 percent. Under 
Bill C-209, the leverage ratio would have been limited to 3 to 1, even if resi
dential mortgage holdings and cash exceeded 66% percent of assets. In 
contrast, the ordinary federal loan company 

1. Is not restricted to passive investment, but may invest money and con
duct associated activities, on an agency basis 

2. Is not required to invest a specified proportion of its assets in residential 
mortgages 

3. May invest up to only 5 percent of its assets in real estate for the pro
duction of income, not 25 percent 

4. Has a maximum ratio of borrowing to net worth of 15 to 1 rather than 
3 to 1 or 5 to 1 

5. Must maintain a reserve for liquidity purposes in specified forms equal 
to 20 percent of its deposit liabilities 

6. Is not eligible for conduit status for income tax purposes 

II. COMMENTS 

The MIC of Bill C-135 is a loan company which is granted conduit tax 
treatment and permission to invest a higher proportion of its assets in real 
estate equities in exchange for passivity, mandatory investment in residential 
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mortgages, lower leverage, and higher liquidity requirements, compared to 
ordinary loan companies. How appropriate is this trade-off? 

This question can be approached from many standpoints. Three are 
1. Equity with the treatment of other financial intermediaries, notably ordi

nary loan companies and mutual funds 

2. Impact upon the supply of housing funds 
3. In the light of the Ontario corporation-and-trust vehicle pioneered by 

McLeod, Young, Weir and the Toronto Dominion Bank 
We shall confine our comments to these. 

1. MICs, Loan Companies, and Open-End Mutual Funds 

First, consider the trade-off from the standpoint of the ordinary loan com
panies. These companies are sufficiently similar to MICs that the two are 
amenable to regulation under the same Act. In practice, as much as three
quarters of loan company assets are held in mortgages, mostly residential 
mortgages. As a result, there is relatively little trading in their assets. Pro
vided that they conduct little agency business, their position on an activity / 
passivity scale is relatively close to that of MICs. This seems to be an im
portant reason for the large difference in the leverage limits of the two types 
of companies. 

Alternatively, the explanation for the MIC's lower leverage limit might 
lie in a presumption that high leverage means activity. But this confuses activ
ity with risk. It is true that rational investors tend to examine high-risk in
vestments more extensively than low-risk investments. For example, minimal 
examination precedes investment in a Canada Savings Bond, whereas some 
time may be taken in assessing the prospects for an industrial stock, by the 
investor himself or by an adviser. But to treat the exercising of such pru
dence as engaging in a business or trade surely stretches the meaning of that 
concept. 

Given a portfolio of investments - for example, NHA mortgages
the introduction of leverage shifts some of the risk bearing to the creditors. 
But risk bearing in itself is not "activity" in the sense of engaging in a busi
ness or trade. Otherwise, all investment would have to be defined as engaging 
in a business or trade because all investment involves risk bearing. Passivity 
and conduit then are empty concepts. As the essential difference between 
low leverage and high leverage is the degree of risk, the latter does not imply 
activity any more than the former. 

Employing leverage might be considered inconsistent with passivity, 
depending upon the characteristics of the leverage employed. Close matching 
between the maturity distribution of assets and liabilities in respect to both 
principal and interest could be seen as passive, even if there were a small 
margin of equity. At the other extreme, accepting demand or short-term 
deposits could be seen as a form of activity if the maturity distribution of 
assets were much longer. It could be seen as "activity" even if the deposits 
were matched with demand loans, if the turnover of the deposits in fact 
exceeded the turnover of the loans. An ordinary loan company could avoid 
this form of activity, however, by not engaging in deposit taking. 
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Possibly the MIC's low leverage limit is to protect ordinary loan com
panies from unfair competition from an institution accorded conduit status 
for income tax purposes. A need for such protection presumably results 
from the similarity between the two institutions; that is, the "activity" of the 
ordinary loan company is so limited, particularly if it conducts little or no 
agency business or deposit business, that leverage must be kept far below 
15 to 1. An alternative approach would be to recognize the near-passivity 
of loan companies and set conditions that facilitate their transition to passive 
status if they elect to do so. This would mean leverage limits up to 15 to 1. 

Comparing it with another investment corporation that has conduit status 
brings to light other fundamental considerations about the MIC. Open-end 
mutual fund corporations invest primarily in corporate shares, do not em
ploy leverage, and have conduit status. They have full conduit status for 
dividend income from taxable Canadian corporations and capital gains. They 
are eligible to receive up to 25 percent of their gross income in the form of 
interest and rents, but are subject to a 25 percent non-refundable tax 
thereon. 

One argument for conduit status for the mutual fund is that it invests 
heavily in shares of companies which themselves pay tax. To tax dividend 
income at the fund level would subject it ultimately to tri-level taxation when 
the income reached the hands of the fund's taxable shareholders. The income 
of MICs would not be subject to prior tax. Is it equitable to accord them 
conduit status? 

Three considerations need to be noted. First, MICs would use consider
able leverage, whereas mutual funds do not. As a result, the MICs' profit 
margin on investment income, after interest and other expenses, is much 
lower than that of mutual funds. The higher the leverage permitted and 
attainable by the MIC, the smaller this margin would be. The restriction on 
leverage which is made, presumably to protect near-passive loan companies, 
thus increases the importance of the question of equity with the mutual 
fund. 

Second, the "net income" produced by the mutual fund itself is ignored 
- that is, "net income" arising from providing claims of suitable size, term, 
and "liquidity", as well as asset selection and diversification, after deducting 
expenses. If there were no "net income" created by the operation of the 
fund, it would not have customers. The investors would invest their funds 
directly. The benefits cannot be delineated, but in effect they are distributed 
to the shareholder without prior tax. If the production of such "net income" 
is deemed to be passive, is it unreasonable to treat as passive the production 
of such "net income" via investment in mortgages and real estate? 

Third, and possibly most important, taxes are not necessarily borne 
entirely by the entities on which they are imposed. In varying degrees, they 
are shifted, the degree depending upon the market power of the participants 
in the market involved. Thus, in markets characterized by many consumers 
and a few large corporations, corporate profits taxes are partly shifted to 
con~umers through higher taxes. It is in the shares of large corporations 
that mutual funds concentrate much of their investment. 
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Conduit status for the MIC would mean that income from interest and 
rents would not be taxed at the company level. Similar income of the mutual 
fund is subject to a 25 percent non-refundable tax. Equitable tax treatment 
with the MIC would require removal of this tax. 

What, then, about tax equity with other interest-earning institutions? If 
mortgage lending can be separated from mortgage investment to make the 
latter passive, cannot the same principle apply to, say, consumer loan com
panies? It has been suggested earlier that levels of leverage and risk are not 
appropriate criteria for determining passivity. If such institutions are not 
to be accorded comparable treatment, it is at this point that the argument 
for the tax treatment for MICs must fall back upon "doing something for 
housing". 

2. MICs and Housing Finance 

What will the MIC do to the supply of funds for housing? This depends 
first upon the institution's ability to compete for a share of the limited sup
ply of savings. The creation of a new financial intermediary with conduit 
tax treatment might have some effect upon the total domestic supply of 
savings, but that effect would be small at best. Any significant impact would 
be in the form of a redirection of the flow of savings. The effect upon 
housing finance also depends upon the institution's propensity to provide 
funds for this purpose, compared to that of the institutions and other invest
ors who would be investing the funds in the absence of MICs. 

MICs would be required to invest 50 percent of their assets in residential 
mortgages (and cash), and 66 213 percent if they wanted a leverage ratio 
between 3 to 1 and 5 to 1. If the funds they raised would otherwise have 
gone into the debentures of ordinary loan companies or a housing-oriented 
REIT, there would be a relatively small (positive or negative) effect upon 
the supply of residential mortgage funds. But if the funds would have gone 
into bank deposits or mutual fund shares, the effect would be large per 
dollar of redirected savings. 

Two significant points of impact would be trusteed pension funds and 
the savings that individual investors place directly or indirectly in stocks and 
bonds. The conduit tax treatment of the MIC, its leverage, the yields on the 
underlying mortgage assets in relation to their security, and the possibility 
for moderate long-term capital appreciation on equity investments in real 
estate should be attractive to pension funds which are reluctant to engage 
in mortgage and real estate investment directly. The same characteristics 
should appeal to many individuals with small estates who are precluded 
from portfolio investment in a mixture of mortgages and real estate by lack 
of expertise and limited capital. 

Would MICs reduce the instability in the supply of housing funds? Con
ceivably, they might in one of two ways. The first is through adding to the 
sources of housing finance a source that is above average in stability. The 
second is through providing a supply of investible funds whose fluctuations 
differ in timing from those of existing sources. 

The first condition could occur if the sources of savings which MICs 
tapped were themselves relatively stable, and MICs found it advantageous 
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to tap the sources at a relatively even rate. Sources such as trusteed pension 
funds and a growing population of small estates could provide a relatively 
stable source of savings. But whether they would be tapped at a relatively 
stable rate is another matter. 

Spreads between mortgage and debenture interest rates change, and 
presumably MICs will be managed so as to maximize the spread. To the 
extent that movements in mortgage rates systematically lag movements in 
debenture rates, spreads rise when the latter rise and fall when they fall. 
This will discourage MIC financing and investment when bond yields are at 
or near their peak, which is generally a time when mortgage loan approvals 
tend to decline. Insofar as MICs must issue their long-term securities before 
they commit them, they will have an incentive to raise funds before mortgage 
rates peak. If they are successful, they will add to the supply of funds at 
times of scarcity. Also, when rates are high and good quality loans are avail
able because other institutions have reduced their activity, MICs might try 
to stock up, financing some of their acquisitions with relatively short-term 
financing. The scope for or feasibility of such activities, however, must 
surely be limited. 

We must not lose sight of the fact that instability in the flow of mortgage 
funds is not attributable to the supply side of the market alone. The demand 
for housing funds is believed to be more interest-rate elastic than the demand 
for funds for important non-housing purposes. As interest rates rise, if resi
dential mortgage borrowers are reluctant to pay the higher rates, lenders 
naturally switch their funds to borrowers who will. MICs which have more 
than their minimum proportion of assets in residential mortgages can be 
expected to do the same. 

3. MICs versus REITs 

Our last question concerns the need for MICs, given the presence of and 
prospect for more Ontario combination corporation-and-trust vehicles like 
TDRI-TD Investments. The MIC was designed as a housing-oriented real 
estate financing vehicle with conduit status comparable to the trust, but with
out the trust's disadvantages. As Dr. Peterson states in Chapter 6, "Our 
recommendation for the REIC vehicle is based, not on matters of funda
mental significance, but on the greater administrative ease and certainty 
of a REIC in matters such as limited liability, duration, ease of creation and 
operation, and overall familiarity to the Canadian public." This was written 
before the appearance of TDRI-TD Realty Investments, which illustrates 
that these problems are not insurmountable, at least where the adviser and 
the underwriter are a major bank and a leading investment dealer. 

MICs would differ from Ontario corporation-and-trust vehicles in other 
ways, including requirements for asset distribution, leverage, and minimum 
capital requirements. The requirements of the MIC to hold at least 50 per
cent, even two-thirds or more, of its assets in residential mortgages (and 
cash), and not more than 25 percent of its assets in real property reflect a 
desire for visibility in "doing something for housing". Following tax reform, 
which removed the possibility for sheltering other income with capital cost 
allowances on rental property, required each depreciable property worth 
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$50,000 or more to be treated as a separate class for capital cost allowance, 
and introduced a tax on capital gains, a desire for such visibility is under
standable. These changes, however, apply to non-residential property as 
well as residential. Unfortunately, if the restrictions are inhibiting, they will 
reduce the effectiveness of the MIC as a resource allocator in its investment 
domain. Some possibility for further improving the capital market as a whole 
is foregone. Also, the vehicle may be less attractive to investors. It is for 
these reasons that no housing finance requirements were included in the 
proposed characteristics for a Canadian REIC in Chapter 10. 

It was argued earlier in the chapter that high leverage is consistent with 
passivity. The need for a limit on leverage is to protect solvency. This sug
gests maxima that vary with the risk of the portfolio. On this basis, port
folios heavily weighted with insured mortgages (NHA or conventional) 
might be permitted to employ higher leverage than other portfolios. Such a 
provision might or might not lead to residential mortgage dominated port
folios. But if it did, it would arise from a risk-return relationship existing in 
the market, rather than from limits established simply "to do something for 
housing", provided of course that the risk-related leverage limits were set 
with care. Risk-related limits could apply to both types of vehicles. 

The minimum capital requirements of the MIC are 500,000, with no 
minimum imposed for the adviser. For the corporation-and-trust vehicle, 
the minimum capital requirement for the trust is $5 million and for its 
adviser, $2 million. Thus, the MIC would lie within the financial capacity 
of competent sponsors and advisers who do not as yet have the capital re
quired to form a REIT.2 

In summary, as matters now stand, the MIC will serve best where in
vestors attach significance to the differences in the legal properties of the 
two vehicles, where initial capital for the fund is small, where the adviser 
has little capital, and where the constraints upon investment policy are not 
inhibiting. For large funds, there may be preference for the greater legal 
and administrative simplicity of the MIC; but if the MIC's investment con
straints are considered potentially inhibiting, the choice is likely to be the 
corporation-and-trust. 

MICs, like REITs, are something new. In introducing them, a cautious 
approach has been adopted. As experience with the new vehicles accumu
lates, revisions to the law can be made. One candidate for change is the 
upper limit on leverage. Another is the constraints upon the MIC's asset dis
tribution. It is not surprising, perhaps, that if exercising the art of the possible 
led to the formation of a project team on housing finance, it should also 
lead to a measure which is visibly housing oriented. The time may come 
when there is a desire "to do something" for small business finance, or for 
consumer finance, and exercising the art of the possible will lead to a review 
of the investment limitations on MICs. Hopefully, in a capital-scarce coun
try, that time is not far off. 

2 Subject to applicable provincial loan company minimum capital limitations. 
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Table A-J 

DWELLING STARTS AND COMPLETIONS, 1950-71 

Starts Completions 

1950 92,531 89,015 
51 68,579 81,310 
52 83,246 73,087 
53 102,409 96,839 
54 113,527 101,965 
55 138,276 127,929 
56 127,311 135,700 
57 122,340 117,283 
58 164,632 146,686 
59 141,345 145,671 

1960 108,858 123,757 
61 125,571 115,608 
62 130,095 126,682 
63 148,624 128,191 
64 165,658 150,963 
65 166,565 153,037 
66 134,474 162,192 
67 164,123 149,242 
68 196,878 170,993 
69 210,415 195,826 

1970 190,528 175,827 
71 233,653 201,232 

Source: CMHC. 
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Table A-2 

EXPENDITURES ON NEW HOUSING BY SOURCE OF FINANCING, 1950-71 

($ Millions) 

Public Fllnds 
Under Federal Legislation Insti/lltional Funds Other Fllnds 

Direct 
Expendi- CMHC Other Conven- Owners 

tllre Loans Loans Total NHA tional Total Equity Other Total 

1951 43.1 86.5 9.8 139.4 130.0 58.1 188.1 225.1 229.5 782.1 
52 52.9 64.2 7.4 124.5 125.2 67.4 192.6 284.0 279.2 880.3 
53 39.5 100.7 9.0 149.2 173.0 86.7 259.7 361.4 397.7 1,168.0 
54 18.5 86.3 8.5 113.3 338.7 120.9 459.6 292.2 445.1 1,310.2 
55 25.7 23.3 9.9 58.9 563.3 197.9 761.2 312.8 542.2 1,675.1 
56 30.8 16.3 8.9 56.0 564.1 254.8 818.9 344.9 465.2 1,685.0 
57 40.0 59.8 8.8 108.6 286.1 256.6 542.7 218.0 624.1 1,493.4 
58 41.1 334.5 8.5 384.1 447.6 275.9 723.5 282.8 519.5 1,909.9 
59 31.7 309.1 8.0 348.8 410.1 338.5 743.6 382.8 356.1 1,831.3 

1960 28.6 271.3 7.9 307.8 180.6 299.6 480.2 266.4 438.5 1,492.9 
61 19.9 275.2 3.8 298.9 382.6 247.0 629.6 227.9 312.9 1,469.3 
62 23.0 192.3 7.8 223.1 375.8 388.7 764.5 310.6 235.6 1,533.8 
63 28.5 143.2 9.3 181.0 335.5 543.8 879.3 243.7 324.5 1,628.5 
64 17.8 302.8 11.8 332.4 294.9 688.3 983.2 264.1 392.1 1,971.8 
65 14.3 336.4 15.2 365.9 301:9 792.9 1,094.8 308.9 408.1 2,177.7 
66 24.8 479.5 10.3 514.6 198.5 617.9 816.4 455.6 363.7 2,150.3 
67 25.0 770.0 11.7 806.7 239.2 576.5 815.7 427.7 296.8 2,346.9 
68 33.5 399.4 10.0 442.9 709.4 820.3 1,529.7 550.0 248.3 2,770.9 
69 60.7 409.1 35.7 505.5 680.3 1021.7 1,702.0 556.3 575.1 3,338.9 

1970 28.5 567.1 29.4 625.0 686.2 542.7 1,228.9 714.7 868.7 3,437.3 
71 30.9 722.4 19.3 772.6 1360.6 714.3 2,074.9 891.4 638.6 4,377.5 

Description: Total expenditures include construction costs, supplementary costs and the 
cost of land. The item "Owners Equity" includes the equities of owners or 
builders on dwellings financed with mortgage loans from public funds or 
from institutional lenders. Equities on dwellings financed with mortgage 
loans from lenders other than lending institutions or by loans other than 
mortgages, or equities on dwellings fully financed by their owners, are in
cluded under "Other Funds". Loans and grants made by provincial and 
municipal governments for new housing construction are also included 
under this item. Under "Public Funds" the item "Direct Expenditures" 
represents disbursement on residential construction undertaken by Federal 
Departments for their employees. "CMHC loans" include loans under Sec
tion 40 to supplement those made by private lenders, and loans made for 
housing low income groups under such programmes as limited dividend 
and non-profit corporations, and loans made to provincial housing cor
porations. "Other" loans made out of public funds include loans made 
under the Veterans' Land Act and the Farm Credit Act. 
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Table A-3 

PERCENTAGE DISTRIBUTION OF EXPENDITURES ON NEW HOUSING 
BY SOURCE OF FINANCING, 1950-71 

Public Funds 
Under Federal Legislation Institutional Funds Other Funds 

Direct 
Expendi- CMHC Other Conl'en- Owners 

ture Loans Loans Total NHA tional Total Equity Others Total 

1951 5.5 ILl 1.3 16.6 16.4 7.4 24.0 28.8 29.3 100.0 
52 6.0 7.3 0.8 14.1 14.2 7.7 21.9 32.3 31.7 100.0 
53 3.4 8.6 0.8 12.8 14.8 7.4 22.2 30.9 34.1 100.0 
54 1.4 6.6 0.6 8.6 25.9 9.2 35.1 22.3 34.0 100.0 
55 1.5 1.4 0.6 3.5 33.6 1l.8 45.4 18.7 32.4 100.0 
56 1.8 1.0 0.5 3.3 33.5 15.1 48.6 20.5 27.6 100.0 
57 2.7 4.0 0.6 7.3 19.2 17.1 36.3 14.6 41.8 100.0 
58 2.2 17.5 0.5 20.1 23.4 14.4 37.8 14.8 27.2 100.0 
59 1.7 16.9 0.4 19.0 22.4 18.2 40.6 20.9 19.5 100.0 

1960 1.9 18.2 0.5 20.6 12.1 20.1 32.2 17.8 29.4 100.0 
61 1.4 18.7 0.3 20.4 26.0 16.8 43.8 15.5 21.3 100.0 
62 1.5 12.5 0.5 14.5 24.5 25.3 49.8 20.3 15.4 100.0 
63 1.8 8.8 0.6 11.2 20.6 33.3 53.9 15.0 19.9 100.0 
64 0.9 15.4 0.6 16.9 15.0 34.9 49.9 13.3 19.9 100.0 
65 0.7 15.4 0.7 16.8 13.9 36.4 50.3 14.2 18.7 100.0 
66 1.2 22.3 0.5 24.0 9.2 28.7 37.9 21.2 16.9 100.0 
67 Ll 32.8 0.5 34.4 10.2 24.6 34.8 18.2 12.6 100.0 
68 1.2 14.4 0.4 16.0 25.6 29.6 55.2 19.8 9.0 100.0 
69 1.8 12.3 1.1 15.2 20.4 30.6 51.0 16.6 17.2 100.0 

1970 0.8 16.5 0.9 18.2 20.0 15.8 35.8 20.8 25.2 100.0 
71 0.7 16.5 0.4 17.6 31.1 16.3 47.4 20.4 14.6 100.0 

Table A-4 

MORTGAGE LOANS OUTSTANDING WITH GOVERNMENT AGENCIES, 
LENDING INSTITUTIONS, AND OTHER INVESTORS, 1950-71 

Lending 
Governments Institutions Others Total 

1950 459 1303 1368 3130 
51 595 1520 1666 3781 
52 674 1693 1914 4281 
53 768 1936 1725 4429 
54 850 2348 1904 5102 
55 868 3025 2387 6280 
56 893 3723 3394 8010 
57 973 4112 3321 8406 
58 1337 4657 3334 9323 
59 1681 5234 3241 10156 

1960 1995 5650 3704 11349 
61 2229 6219 5095 13543 
62 2410 7041 5325 14776 
63 2531 7911 5789 16231 
64 2823 9091 6278 17703 
65 3222 10502 6992 20716 
66 3879 11454 7655 22988 
67 4769 12282 8632 25683 
68 5267 13447 8226 26940 
69 5497 14930 8810 29237 

1970 6171 16216 8910 31297 
71 7038 * * 

Sources: Compilations and estimates by CMHC. 
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Table A-5 

BOND DEBT OUTSTANDING, 1952-71 

Corporate & 
Municipal Institutional Provincial Federal Total 

1952 1,547 3,406 3,292 15,186 23,431 
53 1,729 3,780 3,567 15,637 24,713 
54 1,969 4,263 3,863 15,466 25,561 
55 2,203 4,611 4,073 16,000 26,887 
56 2,427 5,410 4,616 15,234 27,687 
57 2,710 6,379 5,169 15,165 29,423 
58 3,063 6,964 5,786 16,416 32,229 
59 3,370 7,093 6,366 17,135 33,964 

1960 3,740 7,511 6,855 17,747 35,853 
61 4,058 7,441 8,211 18,636 38,346 
62 4,363 7,991 9,051 19,448 40,853 
63 4,723 8,564 10,240 20,276 :!~.803 

64 5,109 9,411 11,182 20,733 46,435 
65 5,398 10,793 11,946 20,681 48,818 
66 5,772 11,870 13,534 21,111 52,287 
67 6,115 12,860 15,634 22,011 56,620 
68 6,366 13,790 17,621 23,556 61,333 
69 6,644 14,822 19,676 23,902 65,044 

1970 6,946 16,302 21,736 25,746 70,730 
71 7,221 18,135 23,931 28,277 77,564 

Description: Total volume of bonds outstanding, denominated in Canadian or foreign 
currency, as estimated by the Bank of Canada. Reprinted from various 
issues of the Bank of Canada Statistical Summaries. 

Table A-6 

MORTGAGE LOANS OUTSTANDING OF LENDING INSTITUTIONS 
AND TRUSTEED PENSION FUNDS, 1950-71 

($ Millions) 

Lending Institutions 

Life 
Insurance Trust Loan Trusteed 

Com- Chartered Com- Com- Pension 
panies Banks panies panies Other Total Funds Total 

1950 901 113 265 24 1,303 1,303 
51 1,077 128 289 26 1,520 1,520 
52 1,214 136 314 29 1,693 1,693 
53 1,402 149 352 33 1,936 1,936 
54 1,658 74 178 396 42 2,348 2,348 
55 2,016 294 228 444 43 3,025 3,025 
56 2,408 493 268 497 57 3,723 120 3,843 
57 2,660 586 275 521 70 4,112 179 4,291 
58 2,875 790 343 569 80 4,657 231 4,888 
59 3,140 968 409 629 88 5,234 279 5,513 

1960 3,412 971 472 698 97 5,650 299 5,949 
61 3,710 953 622 815 119 6,219 341 6,560 
62 4,142 921 845 989 144 7,041 414 7,455 
63 4,560 885 1,103 1.188 175 7,911 479 8,390 
64 5,094 846 1,449 1,492 210 9,091 542 9,633 
65 5,662 810 1,927 1,827 276 10,502 623 11,125 
66 6,248 778 2,169 1,949 310 11,454 676 12,130 
67 6,636 840 2,414 2,073 319 12,282 724 13,006 
68 7,107 1,043 2,727 2,235 335 13,447 776 14,237 
69 7,490 1,325 3,264 2,508 343 14,930 863 15,773 

1970 7,675 1,457 3,829 2,868 387 16,216 1,022 17,238 
71 7,771e 2,304 4,463e 3,142e 400e 18,080 I, 194e 19,274 

Description: Total mortgage loans held by variolls lenders as estimated by CMHC via 
annual surveys. Includes NHA-insured mortgage loans, and conventional 
mortgage loans. Includes also mortgage loans secured by non-residential 
real estate. 
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Table A-7 

TOTAL ASSETS OF LENDING INSTITUTIONS 
AND TRUSTEED PENSION FUNDS, 1950-71 

($ Millions) 

Lending Institutions 

Life 
Insurance Trust Loan Trusteed 

Com- Chartered Com- Com- Pension 
panies Banks panies panies Other Total Funds Total 

1950 3,972 9,443 424 405 310 14,554 14,554 
51 4,223 9,458 446 423 318 14,868 14,868 
52 4,497 10,128 466 446 336 15,873 15,873 
53 4,889 10,656 474 464 350 16,833 16,833 
54 5,180 11,433 624 532 370 18,139 18,139 
55 5,642 12,690 706 598 392 20,028 20,028 
56 6,035 13,408 740 644 414 21,241 2,000 23,241 
57 6,544 14,244 772 694 430 22,684 2,460 25,144 
58 7,066 15,840 954 771 463 25,094 2,791 27,885 
59 7,491 15,784 1,058 844 464 25,641 3,200 28,841 

1960 8,040 16,917 1,302 914 495 27,668 3,583 31,251 
61 8,660 19,153 1,585 1,090 526 31,014 4,036 35,050 
62 9,381 20,272 1,894 1,300 548 33,395 4,530 37,925 
63 10,188 22,094 2,321 1,544 583 36,730 5,127 41,857 
64 10,893 23,872 2,860 1,936 626 40,187 5,766 45,953 
65 11,699 25,875 3,439 2,426 676 44,115 6,541 50,656 
66 12,358 27,773 3,923 2,570 701 47,325 7,250 54,575 
67 13,121 31,649 4,353 2,772 757 52,652 8,068 60,720 
68 13,841 36,699 4,980 2,978 839 59,337 8,972 68,309 
69 14,461 42,578 5,771 3,292 787 66,889 10,003 76,892 

1970 15,218 47,307 6,564 3,778 857 73,724 11,059 84,783 
71 15,978 54,428 7,401 4,191 930 82,928 12,200 95,128 

Source: Compiled by CMHC from various published sources. 

Table A-8 

MORTGAGE LOANS OUTSTANDING AS A PERCENT OF TOTAL ASSETS 
OF LENDING INSTITUTIONS AND TRUSTEED PENSION FUNDS, 1950-71 

Lending Institutions 

Life 
Insurance Trust Loan Trusteed 

Com- Chartered Com- Com- Pension 
panies Banks panies panies Other Total Funds Total 

1950 22.7 26.7 65.4 7.7 9.0 8.9 
51 25.5 28.7 68.3 8.2 10.2 10.2 
52 27.0 29.2 70.4 8.6 10.7 10.7 
53 28.7 31.4 75.9 9.4 11.5 11.5 
54 32.0 0.7 28.5 74.4 11.4 12.9 12.9 
55 35.7 2.3 32.3 74.3 11.0 15.1 15.1 
56 39.9 3.7 36.2 77.2 13.8 17.5 6.0 16.5 
57 40.7 4.1 35.6 75.1 16.3 18.1 7.3 17.1 
58 40.7 4.9 40.0 73.8 17.3 18.6 8.3 17.5 
59 41.9 6.1 38.6 74.5 19.0 20.4 8.7 19.1 

1960 42.4 5.7 36.3 76.4 19.6 20.4 8.3 19.0 
61 42.8 4.9 39.2 74.8 22.6 20.0 8.5 18.7 
62 44.1 4.5 44.6 76.1 26.3 21.1 9.1 19.7 
63 44.8 4.0 47.5 76.9 30.0 21.5 9.3 20.0 
64 46.8· 3.5 50.6 77.1 33.6 22.6 9.4 21.0 
65 48.4 3.1 56.0 75.3 40.8 23.8 9.5 22.0 
66 50.7 2.8 55.3 75.8 44.2 24.2 9.3 22.2 
67 50.9 2.7 55.5 74.8 42.1 23.3 9.0 21.4 
68 51.4 2.9 54.7 75.1 39.9 22.7 8.7 20.8 
69 51.8 3.1 56.6 76.2 43.6 22.3 8.6 20.5 

1970 50.4 3.1 58.3 75.9 45.2 22.0 9.2 20.3 
71 48.6 4.2 60.3 75.0 43.0 21.8 9.8 20.3 

207 



Table A-9 

MORTGAGE LOANS OUTSTANDING AND TOTAL ASSETS OF 
11 TRUST COMPANIES AND 8 LOAN COMPANIES, BY COMPANY, 1970 

Total Mortgages 
Mortgages Assets asa % of 

Lending Institution $ Millions $Milliolls Total Assets 

Trust Companies 
1. Royal 650 1,417 46.0% 
2. Canada Permanent 493 683 72.2 
3. Guaranty 417 653 64.0 
4. National 280 558 50.2 
5. Montreal 210 496 42.3 
6. Victoria and Grey 350 444 79.0 
7. Canada 359 467 77.0 
8. Waterloo Trust and Savings 107 192 55.7 
9. Crown 78 II3 69.0 

10. Sterling 44 56 78.6 
11. Industrial Mortgage 14 23 70.0 
II Companies 3,002 5,102 59.0 
Loan Companies 

1. Canada Permanent Mortgage 609 775 78.6 
2. Huron and Erie Mortgage 523 710 73.7 
3. Credit Foncier Franco-Canadien 217 258 84.1 
4. Kinross Mortgage 291 303 96.0 
5. Royal Trust Mortgage 171 203 56.4 
6. Eastern Canada Savings and Loan 155 173 89.6 
7. Nova Scotia Savings and Loan 79 86 92.0 
8. Lambton Loan and Investment 32 39 82.1 
8 Companies 2,077 2,547 81.5 

Source: Compiled by CMHC. 
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Table A-JO 

MORTGAGE LOANS APPROVEDl UNDER THE HOUSING ACTS 
BY APPROVED LENDERS AND CMHC, 1935-71 

$ Millions Percent of Total 

Approved Approved 
Lenders CMHC Total Lenders CMHC 

DHA2 
1935-1938 19,619 19,619 100.00 
NHA,1938 
1938-1945 67,519 67,519 100.00 
NHA,1944 
1945 22,511 22,511 100.00 

46 37,628 18,323 55,951 67.25 32.75 
47 52,120 11,100 53,230 97.91 2.09 
48 96,363 7,928 104,291 92.39 7.61 
49 111,979 28,851 140,830 79.51 20.49 

1950 259,306 25,181 284,487 91.14 8.86 
51 113,584 10,037 123,621 91.88 8.12 
52 201,595 47,489 249,084 80.93 19.07 
53 236,156 54,370 290,526 81.28 18.72 
54 55,239 1,074 56,313 98.09 1.91 

Total 1,185,032 193,802 1,378,834 85.94 14.06 
NHA,1954 
1954 378,198 20,446 398,644 94.87 5.13 

55 600,658 16,518 617,176 97.32 2.68 
56 387,497 19,745 407,242 95.15 4.85 
57 260,976 233,012 493,988 52.83 47.17 
58 510,011 372,913 882,924 57.76 42.24 
59 283,008 343,159 626,167 45.19 54.81 

1960 231,903 161,089 392,992 59.00 41.00 
61 439,386 272,902 712,288 61.68 38.32 
62 383,852 186,654 570,506 67.28 32.72 
63 364,500 319,879 684,379 53.25 46.75 
64 330,584 397,069 727,653 45.43 54.57 
65 308,591 467,057 775,648 39.78 60.22 
66 134,580 536,682 671,262 20.04 79.96 
67 340,959 674,068 1,015,027 33.59 66.41 
68 798,754 443,301 1,242,055 64.30 35.70 
69 650,290 546,938 1,197,228 54.31 45.69 

1970 816,681 903,408 1,720,089 47.47 52.53 
71 1,589,944 676,255 2,266,169 70.15 29.85 

Total 8,810,372 6,591,065 15,401,437 57.20 42.80 

Total 1935-71 10,082,542 6,784,867 16,867,409 59.77 40.23 

1 Data are net. 
2 Dominion Housing Act. 
Source: CMHC. 
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Table A-ll 

MORTGAGE LOANS APPROVED ON NEW RESIDENTIAL CONSTRUCTION 
BY LENDING INSTITUTIONS AND CMHC, 1950-71 

($ Millions) 

Lending Institutions 

Life 
Insurance Trust Loan 

Com- Chartered Com- Com-
panies Banks panies panies Other Total CMHC Total 

1950 269 8 28 4 310 25 335 
51 208 7 18 5 237 10 247 
52 262 7 30 4 303 47 350 
53 320 10 39 6 374 54 428 
54 395 158 27 55 9 645 20 665 
55 428 326 56 55 10 874 17 891 
56 417 158 46 49 10 680 20 700 
57 251 173 37 44 12 517 233 750 
58 353 300 67 74 16 810 373 1183 
59 352 175 64 53 6 651 343 994 

1960 379 1 88 73 8 549 161 710 
61 495 190 83 18 786 273 1059 
62 533 199 107 24 862 187 1049 
63 616 250 152 20 1038 320 1358 
64 647 9 273 193 42 1165 397 1562 
65 690 6 316 156 54 1222 467 1689 
66 459 144 120 42 765 537 1302 
67 494 128 303 137 40 1101 674 1775 
68 614 333 528 222 98 1795 443 2238 
69 379 284 650 268 109 1690 547 2237 

1970 177 379 545 200 96 1397 903 2300 
71 353 851 742 402 123 2471 676 3147 

Description: NHA-insured and conventional mortgage loans approved for new single-
family homes and apartments. Data compiled via surveys conducted by 
CMHC. Data are net. 
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Table A-12 

MORTGAGE LOANS APPROVED ON EXISTING RESIDENTIAL PROPERTY 
BY LENDING INSTITUTIONS AND CMHC, 1950-71 

($ Millions) 

Lending Institutions 

Life 
Insurance Trust Loan 

Com- Chartered Com- Com-
panies Banks panies panies Other Total CMHC Total 

1950 56 21 37 1 115 115 
51 54 20 37 3 114 114 
52 51 19 44 3 118 118 
53 48 24 41 3 117 117 
54 58 32 49 5 144 144 
55 76 38 60 8 182 182 
56 78 31 58 9 176 176 
57 57 37 46 10 150 150 
58 79 55 63 11 208 208 
59 95 55 57 9 216 216 

1960 79 58 70 14 221 221 
61 103 85 89 23 300 300 
62 118 106 109 25 358 358 
63 127 156 123 25 430 430 
64 164 243 189 44 640 640 
65 198 296 211 45 749 20 769 
66 126 191 132 21 471 19 490 
67 135 102 251 151 17 655 42 697 
68 73 97 256 132 15 572 49 621 
69 54 81 354 153 30 672 59 731 

1970 39 114 347 185 38 723 31 754 
71 74 253 611 385 36 1359 37 1396 

Description: NHA-insured and conventional mortgage loans approved for existing 
single-family homes and apartments. Data compiled via surveys conducted 
by CMHC. Data are net. 
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Table A-13 

MORTGAGE LOANS APPROVED ON RESIDENTIAL PROPERTY 
BY LENDING INSTITUTIONS AND CMHC, 1950-71 

($ Millions) 

Lending Institutions 

Life 
Insurance Trust Loan 

Com- Chartered Com- Com-
panies Banks panies panies Other Total CMHC Total 

1950 325 29 65 5 425 25 450 
51 262 27 55 8 351 10 361 
52 313 26 74 7 421 47 468 
53 368 34 80 9 491 54 545 
54 453 158 59 104 14 789 22 811 
55 504 326 94 115 18 1056 17 1073 
56 495 158 17 107 19 856 20 876 
57 308 173 74 90 22 667 233 900 
58 432 300 122 137 27 1018 373 1391 
59 447 175 119 110 15 867 343 1210 

1960 458 1 146 143 22 770 161 931 
61 598 275 172 41 1086 273 1359 
62 651 305 216 49 1220 187 1407 
63 743 406 275 45 1468 320 1788 
64 811 9 516 382 86 1805 397 2202 
65 888 6 612 367 99 1971 487 2458 
66 585 335 252 63 1236 556 1792 
67 629 230 554 288 57 1756 716 2472 
68 687 430 784 354 113 2367 492 2859 
69 433 365 904 421 139 2362 606 2968 

1970 216 493 892 385 134 2120 934 3054 
71 426 1,104 1,354 787 159 3830 713 4543 

Description: Mortgage loans approved under NHA and in the conventional sector for 
both new and existing single-family homes and apartments. Data com-
piled via surveys conducted by CMHC. 
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Table A-14 

MORTGAGE LOANS APPROVED ON RESIDENTIAL PROPERTY 
BY LENDING INSTITUTIONS AND CMHC AND NEW ISSUES OF 

CANADIAN DOLLAR BONDS AND STOCKS, 1952-71 

($ Millions) 

Bonds and Stocks 

Gov't. Muni- Cor- Com-
Guar. Provo cipal porate Other Pre/. man 

Mortgages Bonds Bonds Bonds Bonds Bonds Stock Stock Total 

1952 468 827 355 189 419 31 29 223 2,073 
53 545 2,033 251 221 416 3 83 206 3,213 
54 811 3,400 380 340 598 39 92 147 4,996 
55 1,073 1,370 371 299 688 52 171 367 3,318 
56 876 1,527 420 251 812 13 190 513 3,726 
57 900 2,602 632 287 802 19 132 428 4,902 
58 1,391 9,200 559 355 795 15 45 287 11,256 
59 1,210 2,893 562 395 432 35 99 349 4,765 

1960 931 2,665 684 461 636 38 57 185 4,726 
61 1,359 3,429 1,143 488 637 49 61 396 6,203 
62 1,407 3,307 1,201 451 648 28 92 259 5,986 
63 1,788 3,301 1,105 584 753 41 165 249 6,198 
64 2,202 3,383 1,087 553 1,066 30 116 409 6,644 
65 2,458 2,874 1,197 469 1,363 83 255 293 6,534 
66 1,792 4,159 1,770 519 1,027 52 238 389 8,154 
67 2,472 3,694 2,098 616 1,266 81 221 268 8,244 
68 2,859 6,329 1,907 421 1,039 101 147 445 10,389 
69 2,968 6,424 1,873 460 1,179 131 163 849 11,079 

1970 3,054 4,359 2,959 615 1,803 145 130 244 10,255 
71 4,543 5,208 2,959 583 2,322 1I2 141 176 11,501 

Description: Mortgage loan approvals under NHA and in the conventional mortgage 
sector for both new and existing residential real estate. Data are gross. 
Data are for gross new security issues delivered. 

Table A-15 

PERCENTAGE DISTRIBUTION OF MORTGAGE LOANS APPROVED 
ON RESIDENTIAL PROPERTY BY LENDING INSTITUTIONS AND CMHC 

AND NEW ISSUES OF CANADIAN DOLLAR BONDS AND STOCKS, 1952-71 

Gross New Security Issues Delivered 

Total 
Residential 

Mortgage Gov't. Muni- Cor- Com-
Loan Guar. Pror. cipal porate Other Pre/. mon 

Approvals Bonds Bonds Bonds Bonds Bonds Stock Stock Total 

1952 18.4 32.6 14.0 7.4 16.5 1.2 1.1 8.8 100. 
53 14.5 54.1 6.7 5.9 11.1 .1 2.2 5.5 100. 
54 14.0 58.6 6.5 5.9 10.3 .7 1.6 2.5 100. 
55 24.4 31.2 8.5 6.8 15.7 1.2 3.9 8.4 100. 
56 19.0 33.2 9.1 5.5 17.6 .3 4.1 11.2 100. 
57 15.5 44.9 10.9 5.0 13.8 .3 2.3 7.4 100. 
58 11.0 72.7 4.4 2.8 6.3 .1 .4 2.3 100. 
59 20.3 48.4 9.4 6.6 7.2 .6 1.7 5.8 100. 

1960 16.5 47.1 12.1 8.2 11.2 .7 1.0 3.3 100. 
61 17.9 45.2 15.1 6.4 8.4 .7 .8 5.4 100. 
62 19.0 44.6 16.2 6.1 8.7 .4 1.3 3.7 100. 
63 22.4 41.3 13.8 7.3 9.4 .5 2.1 3.1 100. 
64 24.8 38.2 12.3 6.3 12.0 .3 1.3 4.8 100. 
65 27.2 31.8 13.2 5.2 15.2 .9 2.9 3.6 100. 
66 17.9 41.6 17.8 5.2 10.5 .5 2.5 4.1 100. 
67 22.9 34.2 19.4 5.7 11.9 .8 2.0 3.0 100. 
68 21.5 47.6 14.4 3.2 7.8 .8 1.1 3.6 100. 
69 21.1 45.7 13.3 3.3 8.4 .9 1.2 6.0 100. 

1970 22.9 32.8 22.2 4.6 13.5 1.2 1.0 1.8 100. 
71 29.0 32.5 18.4 3.6 14.5 .7 .9 1.1 100. 
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Table A-16 

MORTGAGE AND BOND YIELDS, AND YIELD MARGINS OVER LONG-TERM CANADAS, 1951-71 

(Percent) 

Yields Yield Margin over Long-term Canadas 

Mortgages Bonds Mortgages McLeod, Young, Weir 

NHA 
Long-

McLeod, Young, Weir NHA Bonds 

Home Conven- Term 20 Home Conven- 20 
ownership Rental tional Canada Corporates 40 ownership Rental tional Corporates 40 

1951 5.29 5.46 3.21 3.92 3.94 2.08 2.25 0.71 0.73 
52 5.60 5.77 3.54 4.27 4.32 2.06 2.23 0.73 0.78 
53 5.75 5.97 3.77 4.43 4.41 1.98 2.20 0.66 0.64 
54 5.54 6.01 3.25 4.00 3.85 2.29 2.76 0.75 0.60 
55 5.27 5.88 3.19 3.88 3.73 2.08 2.69 0.69 0.54 
56 5.45 6.23 3.61 4.49 4.48 1.84 2.62 0.88 0.87 
57 6.00 6.85 4.12 5.29 5.26 1.88 2.73 1.17 1.14 
58 6.00 6.80 4.12 4.95 4.95 1.88 2.68 0.83 0.83 
59 6.06 6.90 5.06 5.61 5.71 1.00 1.84 0.55 0.65 

1960 6.75 7.18 5.20 5.69 5.76 1.55 1.98 0.49 0.56 
. 61 6.70 7.00 5.06 5.45 5.53 1.64 1.94 0.39 0.47 

62 6.50 6.97 5.1l 5.43 5.47 1.39 1.86 0.32 0.36 
63 6.35 6.97 5.09 5.42 5.47 1.26 1.88 0.33 0.38 
64 6.25 6.97 5.19 5.51 5.55 1.06 1.78 0.32 0.36 
65 6.25 7.02 5.20 5.67 5.63 1.05 1.82 0.47 0.43 
66 6.83 7.63 5.68 6.50 6.41 1.15 1.95 0.82 0.73 
67 7.44 7.40 8.07 5.90 7.02 6.92 1.54 1.50 2.17 l.l2 1.02 
68 8.64 8.62 9.07 6.73 7.85 7.77 1.91 1.89 2.34 1.12 1.04 
69 9.40 9.38 9.84 7.56 8.70 8.65 1.84 1.82 2.28 l.l4 1.09 

1970 10.07 10.20 10.45 7.97 9.23 9.23 2.10 2.23 2.48 1.26 1.26 
71 9.04 9.43 9.43 6.95 8.41 8.29 2.09 2.48 2.48 1.46 1.34 



Table A-17 

MORTGAGE AND BOND YIELDS, AND YIELD MARGINS OVER LONG-TERM CANADAS, MONTHLY, 1965-71 
(Percent) 

Yields Yield Margin Over Long-Term Canadas 

Mortgages Bonds Mortgages McLeod, Young & Weir 

NHA McLeod. Young & Weir NHA Bonds 

Home- Conven- Long- 20 Home- Conven- 20 
Ownership Rental tional Term Corporate 40 Ownership Rental tional Corporate 40 

1965 Jan. 6.25 6.90 4.96 5.41 5.42 1.29 1.94 .45 .46 
Feb. 6.25 6.85 5.03 5.38 5.41 1.22 1.82 .35 .84 
Mar. 6.25 6.82 5.06 5.48 5.48 1.19 1.76 .42 .42 
Apr. 6.25 6.82 5.05 5.49 5.48 1.20 1.77 .44 .43 
May 6.25 6.83 5.12 5.52 5.52 1.13 1.71 .40 .40 
June 6.25 6.83 5.16 5.64 5.62 1.09 1.67 .48 .46 
July 6.25 7.02 5.28 5.74 5.74 .97 1.74 .46 .46 
Aug. 6.25 7.13 5.35 5.77 5.76 .90 1.78 .42 .41 
Sept. 6.25 7.15 5.32 5.84 5.85 .93 1.83 .52 .53 
Oct. 6.25 7.25 5.37 5.84 5.86 .88 1.88 .47 .49 
Nov. 6.25 7.29 5.40 5.90 5.91 .85 1.89 .50 .51 
Dec. 6.25 7.40 5.40 6.03 6.00 .85 2.00 .63 .60 

1966 Jan. 6.75 7.38 5.41 5.99 5.96 1.34 1.97 .58 .55 
Feb. 6.75 7.45 5.61 6.15 6.12 1.14 1.84 .54 .51 
Mar. 6.75 7.46 5.58 6.19 6.17 1.17 1.88 .61 .59 
Apr. 6.75 7.48 5.60 6.23 6.20 1.15 1.88 .63 .60 
May 6.75 7~1 5.61 6.26 6.22 1.14 1.90 .65 .61 
June 6.75 7.57 5.66 6.26 6.24 1.09 1.91 .60 .58 
July 6.75 7.68 5.74 6.42 6.40 1.01 1.94 .68 .66 
Aug. 6.75 7.80 5.94 6.76 6.72 .81 1.86 .82 .78 
Sept: 6.75 7.84 5.75 6.75 6.71 1.00 2.09 1.00 .96 
Oct. 6.75 7.87 5.71 6.74 6.70 1.04 2.16 1.03 .99 
Nov. 7.25 7.91 5.91 6.82 6.75 .84 2.00 .91 .84 
Dec. 7.25 7.95 5.76 6.77 6.72 0.99 2.19 1.01 .96 
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Table A-17 (Cont'd.) 

Yields Yield Margin Over Long-Term Canadas 

Mortgages Bonds Mortgages McLeod. Young & Weir 

NHA McLeod. Young & Weir NHA Bonds 

Home- Com'en- Long- 20 Home- Conven- 20 
Ownership Rental tional Term Corporate 40 Ownership Rental tional Corporate 40 

1967 Jan. 7.25 7.93 5.60 6.55 6.46 1.65 2.33 .95 .86 
Feb. 7.25 7.89 5.64 6.53 6.43 1.61 2.25 .89 .79 
Mar. 7.25 7.83 5.48 6.56 6.42 1.77 2.35 1.08 .94 
Apr. 7.00 7.80 5.56 6.64 6.50 1.44 2.24 1.08 .94 
May 7.00 7.77 5.72 6.85 6.75 1.28 2.05 1.13 1.03 
June 7.00 7.88 5.87 6.99 6.91 1.13 2.01 1.12 1.04 
July 7.25 8.02 5.88 7.01 6.92 1.37 2.14 1.13 1.04 
Aug. 7.25 8.05 5.99 7.15 7.05 1.26 2.06 1.16 1.06 
Sept. 7.25 8.10 6.19 7.37 7.28 1.06 1.91 1.18 1.09 
Oct. 7.79 8.49 6.36 7.49 7.40 1.43 2.13 1.13 1.04 
Nov. 7.93 8.52 6.41 7.53 7.46 1.52 2.11 1.12 1.05 
Dec. 7.90 8.52 6.54 7.52 7.47 1.36 1.98 .98 .93 

1968 Jan. 8.16 8.32 8.83 6.54 7.49 7.45 1.62 1.78 2.29 .95 .91 
Feb. 8.36 8.54 8.84 6.72 7.64 7.60 1.64 1.82 2.12 .92 .88 
Mar. 8.49 8.42 8.96 6.91 7.85 7.80 1.58 1.51 2.05 .94 .89 
Apr. 8.67 8.56 9.20 6.62 7.83 7.70 2.05 1.94 2.58 1.21 1.08 
May 8.85 8.78 9.23 6.97 7.99 7.92 1.88 1.81 2.26 1.02 .95 
June 8.94 8.86 9.18 6.62 7.99 7.85 2.32 2.24 2.56 1.37 1.23 
July 8.79 8.78 9.14 6.49 7.92 7.75 2.30 2.29 2.65 1.43 1.26 
Aug. 8.81 8.76 9.12 6.43 7.76 7.65 2.38 2.33 2.69 1.33 1.22 
Sept. 8.75 8.82 9.08 6.60 7.76 7.72 2.15 2.22 2.43 1.16 1.12 
Oct. 8.54 8.12 9.01 6.83 7.90 7.84 1.71 1.29 2.18 1.07 1.01 
Nov. 8.59 8.74 9.09 6.95 7.97 7.91 1.64 1.79 2.14 1.02 .96 
Dec. 8.69 8.74 9.10 7.30 8.11 8.10 1.39 1.44 1.80 .81 .80 



Table A-17 (Cont'd.) 

Yields Yield Margin Over Long-Term Canadas 

Mortgages Bonds Mortgages McLeod, Young & Weir 

NHA McLeod, Young & Weir NHA Bonds 

Home- Conven- Long- 20 Home- Conven- 20 
Ownership Rental tional Term Corporate 40 Ownership Rental tional Corporate 40 

1969 Jan. 8.84 9.05 9.45 7.16 8.18 8.11 1.68 1.89 2.29 1.02 .95 
Feb. 9.01 9.19 9.45 7.20 8.22 8.18 1.81 1.99 2.25 1.02 .98 
Mar. 9.07 9.10 9.48 7.22 8.34 8.30 1.85 1.88 2.26 1.12 1.08 
Apr. 9.06 8.92 9.52 7.29 8.31 8.31 1.77 1.63 2.23 1.02 1.02 
May 9.12 9.27 9.50 7.48 8.51 8.46 1.64 1.79 1.98 1.03 .98 
June 9.18 9.24 9.69 7.50 8.79 8.65 1.68 1.74 2.19 1.29 1.15 
July 9.39 9.31 9.90 7.52 8.87 8.73 1.87 1.79 2.38 1.35 1.21 
Aug. 9.59 9.60 9.99 7.53 8.88 8.77 2.06 2.07 2.46 1.35 1.24 
Sept. 9.78 9.77 10.11 7.81 8.87 8.88 1.97 1.96 2.30 1.06 1.07 
Oct. 9.87 9.59 10.21 7.82 8.90 8.91 2.05 1.77 2.39 1.08 1.09 
Nov. 9.92 9.70 10.30 8.15 9.06 9.17 1.77 1.55 2.15 .91 1.02 
Dec. 9.97 9.82 10.50 8.33 9.32 9.38 1.64 1.49 2.17 .99 1.05 

1970 Jan. 10.06 9.96 10.58 8.31 9.36 9.45 1.75 1.65 2.27 1.05 1.14 
Feb. 10.27 9.91 10.54 8.13 9.33 9.43 2.14 1.78 2.41 1.20 1.30 
Mar. 10.21 10.15 10.58 7.93 9.28 9.35 2.28 2.22 2.65 1.35 1.42 
Apr. 10.29 10.21 10.60 8.04 9.27 9.33 2.25 2.17 2.56 1.23 1.29 
May 10.28 10.15 10.58 8.23 9.34 9.35 2.05 1.92 2.35 1.11 1.12 
June 10.24 10.15 10.53 8.09 9.30 9.35 2.15 2.06 2.44 1.21 1.26 
July 10.03 10.32 10.38 7.91 9.18 9.22 2.12 2.41 2.47 1.27 1.31 
Aug. 9.94 10.34 10.40 8.00 9.23 9.21 1.94 2.34 2.40 1.23 1.21 
Sept. 9.97 10.37 10.36 7.88 9.21 9.18 2.09 2.49 2.48 1.33 1.30 
Oct. 9.86 10.27 10.35 7.94 9.25 9.22 1.92 2.33 2.41 1.31 1.28 
Nov. 9.83 10.16 10.28 7.50 9.09 9.03 2.33 2.66 2.78 1.59 1.53 
Dec. 9.79 10.39 10.16 6.99 8.87 8.68 2.80 3.40 3.17 1.88 1.69 
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1971 Jan. 
Feb. 
Mar. 
Apr. 
May 
June 
July 
Aug. 
Sept. 
Oct. 
Nov. 
Dec. 

Mortgages 

NHA 

Home-
Ownership Rental 

9.65 10.25 
9.47 9.91 
8.98 9.64 
8.84 9.33 
8.79 9.05 
8.80 9.18 
8.88 9.26 
8.99 9.35 
9.05 9.23 
9.09 9.38 
9.05 9.45 
8.91 9.13 

Yields 

Conven- Long-
tional Term 

9.94 6.67 
9.72 6.85 
9.28 6.76 
9.20 6.97 
9.25 7.38 
9.34 7.30 
9.46 7.49 
9.53 7.15 
9.55 6.97 
9.55 6.71 
9.26 6.56 
9.10 6.56 

Table A-17 (Cont'd.) 

Yield Margin Over Long-Term Canadas 

Bonds Mortgages McLeod, Young & Weir 

McLeod, Young & Weir NHA Bonds 

20 Home- Conven- 20 
Corporate 40 Ownership Rental tional Corporate 40 

8.16 7.87 2.98 3.58 3.27 l.49 l.30 
8.33 8.17 2.62 3.06 2.87 1.48 l.32 
8.39 8.24 2.22 2.88 2.52 l.63 1.48 
8.49 8.35 1.87 2.36 2.23 1.52 1.38 
8.53 8.55 1.41 1.67 1.87 1.15 1.17 
8.64 8.62 1.50 l.88 2.04 1.34 1.32 
8.68 8.72 1.39 1.77 1.97 1.19 1.23 
8.52 8.44 1.84 2.20 2.38 1.37 1.29 
8.41 8.33 2.08 2.26 2.58 l.44 1.36 
8.27 8.05 2.38 2.67 2.84 1.56 1.34 
8.19 7.94 2.49 2.89 2.70 l.63 1.38 
8.30 8.05 2.35 2.57 2.54 1.74 1.49 



Table A-I8 

AVERAGE INTEREST RATES ON NHA LOANS APPROVED ON NEW CONSTRUCTION FOR HOME-OWNERSHIP 
BY REGION, APPROVED LENDERS, AND MONTREAL AND TORONTO FIELD OFFICES OF CMHC 

MONTHLY, 1970-71 
(Percent) 

CMHC 
Region Approved Lenders Field Office 

Chartered Other 
Atlantic Quebec Ontario Prairie B.C. Canada Banks Lenders Montreal Toronto 

1970 J 10.08 9.96 9.97 10.18 9.98 10,0\ 10.13 9.94 9.99 9.82 
F 10.21 10.06 10.27 10.37 10.19 10.25 10.05 10.36 10.04 10.36 
M 10.20 10.21 10.14 10.17 10.40 10.19 10.20 10.19 10.20 9.91 
A 10.20 10.26 10.31 10.32 10.24 10.30 10.19 10.40 10.26 10.40 
M 10.26 10.27 10.24 10.29 10.41 10.28 10.17 10.35 10.26 10.26 
J 10.16 10.20 10.23 10.21 10.35 10.23 10.15 10.30 10.15 10.30 
J 10.00 10.08 10.09 10.05 9.86 10.06 9.97 10.14 9.97 10.17 
A 9.90 9.90 9.91 9.86 10.17 9.93 9.87 10.02 9.80 9.93 
S 9.81 9.80 10.05 9.78 9.90 9.97 9.88 10.09 9.77 10.10 
0 9.78 9.77 9.88 9.80 10.04 9.87 9.71 10.09 9.71 10.02 
N 9.76 9.74 9.82 9.74 10.08 9.81 9.74 9.95 9.72 9.89 
D 9.86 9.71 9.76 9.71 9.89 9.78 9.72 9.85 9.75 9.88 

1971 J 9.45 9.60 9.71 9.57 9.71 9.64 9.57 9.81 9.59 9.88 
F 9.39 9.29 9.66 9.30 9.41 9.45 9.46 9.43 9.31 9.86 
M 8.94 9.10 8.96 8.92 9.04 8.99 8.94 9.08 9.14 9.15 
A 8.97 8.87 8.85 8.71 8.97 8.85 8.80 8.91 8.85 8.92 
M 8.79 8.80 8.79 8.77 8.86 8.79 8.76 8.83 8.80 8.79 
J 8.89 8.78 8.81 8.80 8.83 8.81 8.75 8.89 8.78 8.82 
J 8.84 8.79 8.91 8.80 9.06 8.88 8.81 9.00 8.79 8.98 
A 9.08 8.84 9.06 8.94 9.11 8.99 8.91 9.14 8.11 9.15 
S 8.89 8.92 9.14 9.03 9.08 9.04 8.94 9.18 8.90 9.23 
0 9.10 8.93 9.16 9.14 9.06 9.09 8.98 9.25 8.89 9.19 
N 8.93 8.96 9.12 9.06 9.06 9.05 8.99 9.16 8.94 9.17 
D 8.93 8.90 8.91 8.90 8.94 8.91 8.86 8.99 8.91 9.01 
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Table A-19 

SALES OF NHA-INSURED MORTGAGES 
AND NHA-INSURED MORTGAGE LOANS OUTSTANDING, 1954-71 

Sales - $ Millions 

Initial Initial and NHA Loans Column (2) 
Only Subsequent Outstanding as % of 

$ Millions column (3) 
(I) (2) (3) (4) 

1954 0.6 0.6 1428.0 
55 17.4 17.4 1891.0 
56 49.6 49.7 2314.0 0.02 
57 62.2 62.2 2535.0 0.02 
58 47.7 48.8 3175.0 0.02 
59 42.6 42.6 3800.0 0.01 

1960 27.3 27.4 4103.0 0.01 
61 61.9 71.2 4573.0 0.02 
62 101.6 137.9 4999.0 0.D3 
63 129.1 176.7 5325.0 0.03 
64 150.0 216.9 5708.0 0.04 
65 136.4 211.3 6086.0 0.03 
66 88.4 102.3 6568.0 0.02 
67 68.0 77.3 7156.0 0.01 
68 43.0 47.6 7750.0 0.01 
69 127.6 145.1 8619.0 0.02 

1970 129.9 131.8 9703.0 0.01 
71 84.1 90.3 11343.0 0.01 

Source: CMHC. 
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Table A-20 

SALES AND PURCHASES OF NHA-INSURED MORTGAGES, 
BY TYPE OF TRANSACTOR, 1954-71 

($ Millions) 

Lending Institutions Other Investors 

Life Loan 
Insurance Trust Com- Pen-

Chartered Com- Com- panies sion Corpor-
Banks panies panies and other CMHC Funds ations Other Total 

Sales 

1954 0.6 0.6 
55 13.5 3.4 0.6 17.5 
56 33.3 5.1 8.2 2.5 0.6 49.7 
57 41.2 8.6 9.7 2.1 0.6 62.2 
58 32.5 7.8 4.4 1.5 1.5 47.7 
59 36.8 1.9 3.4 0.1 0.4 42.6 

1960 6.3 9.0 4.3 7.3 0.4 27.3 
61 19.3 2.6 40.0 61.9 
62 0.7 47.1 5.9 47.9 101.6 
63 0.2 1.0 58.9 7.9 61.1 129.1 
64 3.1 5.0 58.2 8.4 75.3 150.0 
65 0.7 0.5 52.2 2.2 80.8 136.4 
66 15.1 70.0 3.2 88.3 
67 1.6 65.8 0.6 68.0 
68 16.8 2.9 23.3 43.0 
69 39.9 17.8 65.8 4.1 127.6 

1970 47.9 4.3 74.9 2.8 129.9 
71 33.8 2.1 22.8 4.0 21.4 84.1 

Total $324.0 66.0 591.7 55.8 330.0 1367.5 
% 23.7 4.8 43.3 4.1 24.1 100.0 

Purchases 

1954 0.3 0.3 0.6 
55 2.7 0.1 14.7 17.5 
55 8.6 0.5 3.0 35.3 2.3 49.7 
57 10.3 0.8 31.2 19.9 62.2 
58 4.6 2.3 31.2 9.6 47.7 
59 3.4 0.1 38.1 1.0 42.6 

1960 0.4 0.8 6.5 12.9 6.7 27.3 
61 18.3 11.5 14.7 4.6 12.8 61.9 
62 30.6 22.1 21.4 19.6 7.8 0.1 101.6 
63 49.1 15.6 24.8 3.6 23.3 12.3 0.4 129.1 
64 46.8 21.4 25.8 10.9 3.1 17.1 24.9 150.0 
65 31.6 25.3 30.2 7.5 5.7 35.5 0.6 136.4 
66 19.7 33.2 3.1 7.7 23.6 0.2 0.8 88.3 
67 4.9 56.3 1.7 2.2 2.1 0.8 68.0 
68 2.2 9.9 4.3 2.0 8.5 16.0 0.1 43.0 
69 0.1 50.3 3.0 59.3 14.8 0.1 127.6 

1970 0.2 66.3 1.1 0.8 30.5 30.9 0.1 129.9 
71 28.0 7.4 4.4 0.5 24.3 14.5 5.0 84.1 

Total $231.5 349.6 136.0 47.8 3.1 382.3 210.0 7.2 1367.5 
% 16.9 25.6 9.9 3.5 0.2 28.0 15.4 0.5 100.0 

Data for initial sales and purchases only. Subsequent sales and purchases are excluded. 
Lending institutions are included under the appropriate category whether or not thev 
are Approved Lenders under the National Housing Act. 
Source: CMHC. 
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Table A-21 

DISTRIBUTION OF TRANSACTIONSl IN NHA-INSURED MORTGAGES, 
BY TYPE OF TRANSACTOR, 1971 

($ Millions) 

Lending Institutions Other Investors 

Life Loan 
Insur- Com-

Purchaser ance Trust panies 
Chartered Com- Com- and Pension Corpor-

Seller Banks .panies panies others Funds ations Other Total 

Chartered 
Banks 0.6 14.3 14.9 4.9 34.7 

Life Insurance 
Companies 2.0 0.1 2.1 

Trust 
Companies 6.8 5.9 4.4 9.3 0.3 26.7 

Loan and Other 
Companies 1.8 1.5 0.7 0.1 4.1 

CMHC 21.4 21.4 

Other Firms & 
Institutions 1.2 0.1 1.3 

Total 33.2 7.4 4.5 0.7 24.3 15.2 5.0 90.3 

1 Includes initial and subsequent sales. 
Source: CMHC. 

Table A-22 

BIDS AND AMOUNTS, PRICES, AND YIELDS ON SALES 
FOR CMHC AUCTIONS OF NHA-INSURED MORTGAGES, 1961-5 

Mortgage Current Current 
Bids Mortgages Interest Average Average NHA Long-Term 

Received Sold Rate Price Yield' Interest Canada Bond 
Date $ Millions $ Millions % $ % % Yield' % 

June 19 30.00 12.50 6%% 101.17 6.58 6.75 5.10 
Aug. 29 21.00 13.50 6%% 101.35 6.55 6.75 5.01 
Nov. 21 30.50 15.00 6%% 101.79 6.49 6.50 4.84 
Mar. 20 60.25 15.00 6% 97.60 6.35 6.50 4.90 
Nov. 20 57.00 30.00 6% 97.20 6.39 6.50 4.97 

634% 102.26 6.43 
Jan. 22 40.00 27.25 6% 96.55 6.49 6.50 5.09 

6%% 101.97 6.47 
May 28 95.75 35.00 6% 97.61 6.36 6.50 4.95 

634% 102.70 6.39 
Feb. 25 113.25 25.00 6% 97.69 6.36 6.25 5.18 . 

6%% 102.64 6.39 
May 20 113.25 25.00 6% 97.85 6.33 6.25 5.21 

6Y2% 100.97 6.37. 
Sept. 23 115.50 25.00 6% 99.24 6.17 6.25 5.22 

6Y2% 101.00 6.36 
Dec. 15 84.50 25.00 6% 98.24 6.27 6.25 5.04 

6Y2% 100.96 6.37 
Mar. 10 119.75 30.00 6% 98.41 6.26 6.25 5.06 

61,4 % 99.96 6.26 
May 19 135.50 26.50 6% 98.32 6.26 6.25 5.12 

61,4 % 99.66 6.30 

1 Based on mortgage life expectancy of one-half remaining term of mortgage. 
2 Average as compiled by Bank of Canada. 
Sources: CMHC, Bank of Canada Statistical Summary. 
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Table A-23 

ALLOTMENTS AT CMHC AUCTIONS OF NHA-INSURED MORTGAGES, 1961-5 

($ Millions) 

1961 1962 1963 1964 1965 

Total 
Type of Bidder June Aug. Nov. March Nov. Jan. May Feb. May Sept. Dec. Mar. 10 May 19 Sold 

Banks' 5.00 6.75 2.50 1.50 8.00 2.25 2.00 16.50 44.50 

Trust Companies 6.00 2.50 4.75 9.75 6.50 4.75 13.50 9.25 5.75 1.00 7.25 11.00 9.75 91.75 

Insurance Companies 0.50 0.50 3.75 1.50 2.25 1.50 1.00 0.75 11.75 

Investment Dealers' 1.00 3.75 7.75 1.50 18.50 10.00 17.00 7.25 14.00 6.00 15.50 17.75 13.00 133.00 

Mortgage Companies 0.50 0.50 1.00 

Others 3.50 3.00 6.50 1.75 1.50 2.25 0.50 3.75 22.75 

Total 12.50 13.50 15.00 15.00 30.00 27.25 35.00 25.00 25.00 25.00 25.00 30.00 26.50 304.75 

1 Allotments on joint bids (banks and investment dealers) are shown under investment dealers. 
Source: CMHC. 
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Table A-24 

HOUSING Acr MORTGAGE TERMS FOR JOINT AND INSURED LOANS, 1935-71 
SINGLE-FAMILY DWELLINGS 

Legislative Interest Loan-to-I'alue Term of Maximum 
Date Authority Rate Ratio Loan Loan Amount 

Joint Loans 

1935 Jan. 1 Dominion Housing Act, 5.00% (Borrower) 80% 10 years No limitation 
1935 5.66% (Lender) 

1938 July 1 National Housing Act, 90% of 1st $2,500 
1938 80% of remainder 

1939 Dec. 31 P.C.4020 $4,000 

1943 Dec. 19 P.C.II047 90% of 1st $3,200 
80% of remainder 

1944 May 11 Statement by Minister of 4.50% (Borrower) 
Finance (Hon. J. L. 5.00% (Lender) 
IIsley) House of 
Commons 

1944 Aug. 15 National Housing Act, 95% of 1st $2,000 20 years $6,400 
1944 85% of next $2,000 

70% of remainder 

1946 Aug. 31 Statutes of Canada 1946, 25 years 
Chapter 1 

1947 June 27 Statutes of Canada 95% of 1st $3,000 30 years $7,000 
Chapter 40 85% of next $3,000 

70% of remainder 

1947 Oct. 10 P.C.4089 $8,500 



Table A-24 (Cont'd.) 

Legislative Interest Loan-to-value Term of Maximum 
Date Authority Rate Ratio Loan Loan Amount 

1949 Dec. 10 Statutes of Canada 1949, 4.50% (Borrower) 95% of 1st $3,000 30 years $9,917 
Chapter 30 5.00% (Lender) 85 % of next $3,000 

70% of remainder 
plus 1/6 additional 

loan 

1951 Feb. 5 Statement in House of 95% of 1st $3,000 $8,500 
Commons by Minister 85% of next $3,000 
of Resources and 70% of remainder 
Development (Hon. R. 1/6 additional loan 
R. Winters) suspended 

1951 June 26 P.C.3344 5.00% (Borrower) 
5.50% (Lender) 

1951 Dec. 19 P.C.6804 $10,000 

1952 Aug. 31 P.C.3907 5.25% (Borrower) 
5.75% (Lender) 

Insured Loans 

1954 Mar. 22 National Housing Act, 5.50% 90% of 1st $8,000 30 years $12,800 
1954 70% of remainder 

1955 Feb. 16 P.C.213 5.25% 

1956 Mar. 23 P.C.466 5.50% 

1957 Jan. 22 P.C.90 6.00% " 
1957 Dec. 20 Statutes of Canada 6.00% 90% of 1st $12,000 $12,800 

1957-58, Chapter 18 70% of remainder 

1959 Dec. 16 P.C.1584 6.75% 
tv 
tv 
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Table A-24 (Cont'd.) 

Legislative Interest Loan-to-value Term of Maximum 
Date Authority Rate Ratio Loan Loan Amount 

1960 Aug. 4 P.e. 1063 6.75% 90% of 1st $12,000 30 years $12,000 (+ $500 
70% of remainder if fallout shelter 

included) 

1960 Dec. 2 9 Elizabeth II, Chapter I 95% of 1st $12,000 35 years n 

70% of remainder 

1960 Dec. 7 P.e. 1649 $14,200 ($14,900 
for four bed-
rooms or more, 
+ $500 for fall-
out shelter) 

1961 Nov. 6 P.C. 1559 6.50% n 

1963 June 14 P.e. 914 6.25% " 
1963 June 27 P.e. 992 $14,900 ($15,600 

for four bed-
rooms or more 
+$500 for fall-
out shelter) 

1964 June 18 Statutes of Canada 95% of 1st $13,000 
1964, Chapter 15 70% of remainder for 

new housing 
85 % for existing 

houses in Urban 
Renewal Areas 

1965 May 6 P.e. 813 $18,000 (+ $500 
for fallout 
shelter) 

1966 Jan. 5 P.C.6 6.75% " 



Table A-24 (Cont'd.) 

Legislative Interest Loan-ta-value Term of Maximum 
Date Authority Rate Ratio Loan Loan Amount 

1966 Nov. 22 P.C.2178 7.25% 95% of 1st $13,000 35 years $18,000 (+ $500 
70% of remainder for for fallout 

new housing shelter) 
85% for existing $10,000 

houses in Urban Existing house 
Renewal Areas 

95% for purchase of 
existing house 
anywhere 

1967 Apr. 1 7.00% H 

1967 June 1 P.C. 1273 $10,000 on each 
~ of existing 
semi-detached 
and duplexes 

1967 July 1 7.25% 

1967 Oct. 1 P.C. 1835 8.25% 

1968 Jan. 1 8.625% Insured 95% for purchase of $18,000 (+ $500 
Loans existing house for fallout 

8.25% CMHC Loans anywhere shelter) new 
$10,000 existing 
$10,000 on each 
~ of existing 
semi-detached 
and duplexes 

1968 Mar. 27 Statutes of Canada H 

1968, Chapter 39 95% of 1st $18,000 
70% of balance for 

new housing 

1968 Apr. 1 9.125% Insured 
8.75% CMHC 

IV 1968 July 1 8.875% Insured IV 
-l 8.75% CMHC 
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Date 

1968 Oct. 1 

1969 Jan. 1 

1969 Apr. 15 

1969 Apr. 22 

1969 June 

1969 June 27 

1969 June 27 

Legislative 
Authority 

P.C.683 

P.C.782 

P.e. 1321 

Statutes of Canada 
1968-69, Chapter 45 

Table A-24 (Cant'd.) 

Interest Loan-to-value 
Rate Ratio 

8.75% Insured 95% of 1st $18,000 
8.50% CMHC 70% of balance for 

new housing 

9.375% Insured 
9.00% CMHC 

95% 1st $20,000 
80% of balance for 

new housing 

Freed Ceiling rate 
removed 

Term of Maximum 
Loan Loan Amount 

35 years $10,000 on each 
'h of existing 
semi-detached 
and duplexes 

5 year renewable 
mortgage new 
housing 

$25,000 + $500 
for fallout new, 
$18,000 existing 

5 year renewable 
extended to 
existing housing 

" and 
40 years condominiums 

eligible for 
loans. Max. 
$25,000 



Table A-24 (Cont'd.) 

RENTAL LENDING 

Legislative Interest Loan-to-value Term of Maximum 
Date Authority Rate Ratio Loan Loan Amount 

Joint Loans 

1935 Jan. 1 Dominion Housing Act, 5.00% 80% 10 years No limitation 
1935 

1939 Dec. 31 P.C.4020 Rental Loans 
Suspended 

1944 Aug. 15 National Housing Act, 4.50% 80% 20 years $4,000 
1938 

1947 Jan. 1 P.C.5238 $4,400 

1947 June 27 Statutes of Canada 1947 30 years 
Chapter 40 

1948 July 20 P.C.3138 $4,800 

1949 Dec. 6 P.C.6129 $6,700 

1952 Oct. 30 P.C.4272 5.25% $7,200 

Insured Loans 

1954 Mar. 22 National Housing Act, 5.50% 80% 25 years $7,000 (+ 80% 
1954 value of garage) 

1955 Feb. 16 P.C.213 5.25% 

tv 1956 Mar. 23 P.C.466 5.50% 
tv 1957 Jan. 22 P.e. 90 6.00% 10 



IV 
W 
0 

Table A-24 (Cont'd.) 

Legislative Interest Loan-to-value Term of Maximum 
Date Authority Rate Ratio Loan Loan Amount 

1958 Mar. 29 P.C.456 6.00% 80% 25 years $8,250 

1959 Dec. 16 P.C.1584 6.75% 

1960 Dec. 2 9 Elizabeth II, Chapter I 85% 35 years 

1960 Dec. 7 P.e. 1649 $8,750 

1961 Nov. 6 P.C.1559 6.50% 

1963 June 14 P.C.914 6.25% 

1963 June 27 P.C.992 $12,000 

1965 June 2 P.C.813 " $12,000 for multi-
family dwelling; 
$7,000 per per-
son accommo-
dated in Hostel 
or Dorm 

1966 Jan. 5 P.C.6 6.75% 

1966 Nov. 22 P.C.2178 7.25% 90% 

1967 Apr. I 7.00% 

Insured Loans 

1967 July 1 7.25% 90% 35 years $12,000 for multi-
family dwelling; 
$7,000 per per-
son accommo-
dated in Hostel 
or Dorm 



Table A-24 (Cont'd.) 

Date Legislative Interest Loan-ta-value Term of Maximum 
Authority Rate Ratio Loan Loan Amount 

1967 Oct. 1 P.C. 1835 8.25% 90% 35 years $12,000 for multi-
family dwelling; 
$7,000 for per-
son accommo-
dated in Hostel 
or Dorm 

1968 Jan. 1 8.625% Insured 
Loans 

8.25% CMHC Loans 

1968 Feb. 1 P.C.189 $18,000 Apt. 
Dwelling 

1968 Apr. 1 9.125% Insured 
8.75% CMHC 

1968 July 1 8.875% Insured 
8.75% CMHC 

1968 Oct. 1 8.75% Insured 
8.50% CMHC 

1969 Jan. 1 9.375% Insured 
9.00% CMHC 

1969 Apr. 15 P.C.683 5 year renewable 
mortgage new 
housing 

1969 June 
Extended to exist-

ing housing 

1969 June 27 Statutes of Canada Freed Ceiling rate 
1968-69, Chapter 45 removed 40 years 

IV Sources: J. V. Poapst, The Residential Mortgage Market, working paper prepared for the Royal Commission on Banking and Finance w ..... (Ottawa, 1962); and CMHC . 
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tv Table B-1 w 

""" PUBLIC UNDERWRIlTEN REIT OFFERINGS EXCEEDING $10 MILLION 
For the period 1961 to December 31, 1970 ($ Millions) 

Approximate 
Date of Dollar Amount Type of 
OOering (1) Name (1) of OOering (1) REIT* (1) Adviser (2) 

6/13/61 Real Estate Investment Trust of America $11.0 (E) Independent 
9/21/61 First Mortgage Investors 15.0 (LTM) Independent 
10/31/61 First Union Real Estate Equity and 

Mortgage Investments 13.0 (E) Independent 
3/13/62 National Realty Investors 15.0 (E) Independent 
3/21/62 Continental Mortgage Investors 25.0 (STM) Independent 
1/8/63 First Union Real Estate Equity and (E) Independent 

Mortgage Investments 11.0 (STM) Independent 
3/19/68 U.S. Realty Investments 12.0 (E.STM) Independent 
6/13/68 First Mortgage Investors 15.0 (STM) Independent 
6/21/68 Associated Mortgage Investors 25.0 (STM) Independent 
11/26/68 General Mortgage Investments 15.0 (STM) Real estate developer 
12/20/68 Republic Mortgage Investors 30.0 (STM) Independent 

2/27/69 Galbreath First Mortgage Investments 17.0 (STM) Mortgage banker 
3/4/69 Guardian Mortgage Investors 12.0 (STM) Commercial bank 
3/6/69 Security Mortgage Investors 16.0 (LTM) Financial conglomerate 
4/2/69 The Mortgage Investment Group 45.0 (STM) Independent 
4/24/69 Sutro Mortgage Investment Trust 25.0 (STM) Mortgage banker 
5/15/69 U.S. Realty Investments 20.0 (E.STM) Independent 
6/3/69 Fraser Mortgage Investments 18.0 (STM) Mortgage banker 
6/17/69 Midland Mortgage Investors Trust 20.0 (STM) Mortgage banker 
6/26/69 Larwin Mortgage Investors 40.0 (STM) Mortgage banker and 

real estate developer 
6/26/69 Realty Income Trust 11.0 (E.STM) Financial conglomerate 
7/10/69 American Century Mortgage Investors 25.0 (STM) Life insurance company 
7/29/69 Great American Mortgage Investors 26.0 (STM) Financial conglomerate 
9/9/69 First Mortgage Investors 17.0 (STM) Independent 
9/16/69 Diversified Mortgage Investors 150.0 (LTM) Financial conglomerate 
9/17/69 Medical Mortgage Investors 30.0 (LTM) Commercial bank 
9/18/69 B. F. Saul Real Estate Investment Trust 16.0 (E.STM) Mortgage banker 
10/2/69 Lomas & Nettleton Mortgage Investors 22.0 (STM) Financial conglomerate 
10/21/69 Alison Mortgage Investment Trust 15.0 (STM) Commercial bank 



10/30/69 City Investing Mortgage Group 60.0 (STM) Financial conglomerate 
10/30/69 Fidelity Mortgage Investors 35.0 (STM) Life insurance company 
1l/6/69 Hubbard Real Estate Investments 100.0 (E) Financial conglomerate 
11/6/69 Mortgage Trust of America 63.0 (STM) Financial conglomerate 
11/13/69 Atico Mortgage Investors 15.0 (STM) Commercial bank 
11/14/69 Palomar Mortgage Investors 15.0 (E) Commercial bank 
11/25/69 Cameron-Brown Investment Group 41.0 (STM) Commercial bank 
1l/25/69 Capital Mortgage Investments 20.0 (STM) Independent 
12/2/69 North America Mortgage Investors 14.0 (STM) Mortgage banker 
12/4/69 Colwell Mortgage Trust 15.0 (STM) Mortgage banker 
12/9/69 Citizens Mortgage Investment Trust 21.0 (STM) Financial conglomerate 
12/11/69 Unionamerica Mortgage & Equity Trust 25.0 (STM) Commercial bank 
12/18/69 B.F. Saul Real Estate Investment Trust 18.0 (E.STM) Mortgage banker 

1/22/70 First Mortgage Investors 35.0 (STM) Independent 
1/27/70 American Fletcher Mortgage Investors 12.0 (STM) Life insurance company 
2/3/70 Wachovia Realty Investments 12.0 (STM) Commercial bank 
2/ 18/70 Continental Mortgage Investors 80.0 (STM) Independent 
2/24/70 Guardian Mortgage Investors 15.0 (STM) Commercial bank 
3/5/70 Mortgage Investors of Washington 6.0 (STM) Mortgage banker 

3/17/70 Connecticut General Mortgage and 
Realty Investments 120.0 (LTM) Life insurance company 

3/19/70 Lincoln Mortgage Investors 22.0 (STM) Financial conglomerate 
4/7/70 First Union Real Estate Equity 

and Mortgage Investments 11.0 (E.STM) Independent 
4/7/70 The Goodrich Investors Group 11.0 (E.STM) Commercial bank 
4/14/70 Barnett Mortgage Trust 25.0 (STM) Commercial bank 
4/14/70 MONY Mortgage Investors 100.0 (LTM) Life insurance company 
4/16/70 American Century Mortgage Investors 20.0 (STM) Life insurance company 
6/4/70 Chase Manhattan Mortgage & Realty Trust 100.0 (STM) Commercial bank 
6/30/70 Wells Fargo Mortgage Investors 75.0 (STM) Commercial bank 
7/14/70 Bank America Realty Investors 76.0 (E) Commercial bank 
7/16/70 Beneficial Standard Mortgage Investors 15.0 (STM) Life insurance company 
7/21/70 Lomas & Nettleton Mortgage Investors 20.0 (STM) Financial conglomerate 
7/22/70 First Pennsylvania Mortgage Trust 32.0 (STM) Commercial bank 
8/11/70 The Hotel Investors 23.0 (LTM) 
8/11/70 Cousins Mortgage & Equity Investments 43.0 (LTM) Real estate developers 
8/27/70 Fidelico Growth Investors 20.0 (LTM) Life insurance company 

N 
w 
Ul 



Table B-1 (Cont'd.) 

PUBLIC UNDERWRIITEN REIT OFFERINGS EXCEEDING $10 MILLION 
For the period 1961 to December 31, 1970 ($ Millions) 

Date of 
Offering (1) Name (1) 

Approximate 
Dollar Amount 
of Offering (1) 

Type of 
REIT* (1) 

9/28/70 
1011/70 
10/6/70 
10)6/70 
10/7 /70 
10/29/70 
10/29/70 
11/5/70 
11119/70 
11/24/70 
12/3/70 
12/10/70 
12/17/70 
12117/70 
12/17/70 
12117/70 

'" Type of REIT 

Citizens & Southern Realty Investors 
BT Mortgage Investors 
First Denver Mortgage Investors 
Mass. Mutual Mortgage & Realty Investment 
Associated Mortgage Investors 
Equitable Life Mortgage & Realty Inv. 
First Mortgage Investors 
Great American Mortgage Investors 
Tri-South Mortgage Investors 
First Memphis Realty Trust 
Median Mortgage Investors 
Republic Mortgage Investors 
PNB Mortgage & Realty Trust 
U.S. Leasing Real Estate Inv. 
Fidelity Mortgage Investors 
Alison Mortgage Investors 

50.0 
25.0 
30.0 

100.0 
10.0 

150.0 
16.0 
26.0 
27.0 
21.0 
21.0 
15.0 
30.0 
30.0 
35.0 
10.0 

$2,700.0 

Sources: 

(STM) 
(E.STM.LTM) 

(STM) 
(LTM) 
(STM) 
(LTM) 
(STM) 
(STM) 
(STM) 
(LTM) 
(LTM) 
(STM) 
(LTM) 
(LTM) 
(STM) 
(STM) 

Adviser (2) 

Commercial bank 
Commercial bank 
Commercial bank 
Life insurance company 
Independent 
Life insurance company 
Independent 
Financial conglomerate 
Commercial bank 
Commercial bank 
Independent 
Mortgage banker 
Commercial bank 
Financial conglomerate 
Commercial bank 
Commercial bank 

E Equity REIT (1) Figures for period 1961 to August 31, 1970 - from W. B. 

LTM Long-term Mortgage REIT 

STM Short-term Mortgage REIT (Construction and De
velopment REIT) 

E.STM Equity and Short-term Mortgage REIT (Hybrid 
REIT) 

E.STM.LTM Equity, Short-term Mortgage, and Long-term Mort
gage REIT (Hybrid REIT) 

* * Figures may not add because of rounding. 

Smith and B. R. Jacobson, "Real Estate Investment Trusts: In 
the Money and Here to Stay", Real Estate Forum, October 
1970; from September 1, 1970 to December 31, 1970 - from 
various sources. 

(2) Various sources. 
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Table B-2 

THE INITIAL PORTFOLIOS FOR UNDERWRITTEN REIT PUBLIC OFFERINGS 
EXCEEDING $10 MILLION CATEGORIZED BY HOUSING AND NON-HOUSING COMMITMENTS ($ MILLIONS) 

(For the period 1961 to December 31, 1970) 

Junior 
Long-Term Long-Term Mortgages 

C onstruclion Construction Mortgages Mortgages and 
Amount of Type 01 Loans lor Loans for for for Develop-

Total 
Initial 

Portfolio 
Date of Offering Trust· Residential Commercial Residential Commercial men! Loans Commitments 
Offering (1) Name (1) (1) (1) (2) (2) (2) (2) (2) (2) 

6/13/61 Real Estate Investment Trust 
of America $11.0 (E) $ $ $ $ $ $ 

9/21/61 First Mortgage Investors 15.0 (LTM) 
10/31/61 First Union Real Estate Equity and 

Mortgage Investments 13.3 (E) 
3/13/61 National Realty Investors 15.0 (E) 
3121/62 Continental Mortgage Investors 25.5 (STM) 

1/8/63 First Union Real Estate Equity and 
Mortgage Investments 11.4 (E) 

3/19/68 U.S. Realty Investments 11.8 (E.STM) 
6/13/68 First Mortgage Investors 15.0 (STM) 
6121/68 Associated Mortgage Investors 25.0 (STM) 
11126/68 General Mortgage Investments 15.0 (STM) 
12/20/68 Republic Mortgage Investors 30.0 (STM) 5.0 5.6 10.5 

2/27/69 Galbreath First Mortgage Investments 17.5 (STM) 
3/4/69 Guardian Mortgage Investors 12.5 (STM) 
3/6/69 Security Mortgage Investors 16.5 (LTM) 
412/69 The Mortgage Investment Group 45.0 (STM) 
4/24/69 Sutro Mortgage Investment Trust 25.6 (STM) 4.1 5.4 9.5 
5/15/69 U.S. Realty Investments 20.0 (E.STM) 9.0 1.2 10.2 
6/3/69 Fraser Mortgage Investments 18.0 (STM) 3.7 4.7 8.4 
6/17/69 Midland Mortgage Trust 20.0 (STM) 4.5 2.5 7.0 
6126/69 Larwin Mortgage Investors 40.0 (STM) 14.6 15.5 30.0 
6/26/69 Realty Income Trust 10.7 (E.STM) 
7/10/69 American Century Mortgage Investors 25.0 (STM) 12.8 7.3 20.1 
7/29/69 Great American Mortgage Investors 26.4 (STM) 
9/9/69 First Mortgage Investors 16.6 (STM) 



tv Table B-2 (Cont'd.) 
w 
00 

Junior 
Long-Term Long-Term Mortgages Total 

Construction Cons/ruction Mortgages Mortgages and Initial 
Amounloj Type of Loans jor Loans for for for Develop- Portjolio 

Date of Offerillg Trust· Residential Commercial Residential Commercial men! Loans Commitments 
Offerillg (I) Nallle (1) (1) (1) (2) (2) (2) (2) (2) (2) 

9116/69 Diversified Mortgage Investors 150.0 (LTM) 107.2 60.0 .5 167.6 
9/17/69 Medical Mortgage Investors 30.0 (LTM) 6.7 19.5 26.2 
9/18/69 B. F. Saul Real Estate Investment Trust 15.9 (E.STM) 
10/2/69 Lomas & Nettleton Mortgage Investors 22.5 (STM) 
10121/69 Alison Mortgage Investment Trust 15.5 (STM) 
10/30/69 City Investing Mortgage Group 60.0 (STM) 
10/30/69 Fidelity Mortgage Investors 35.0 (STM) 
1116/69 Hubbard Real Estate Investments 100.0 (E) 92.5 92.5 
11/6/69 Mortgage Trust of America 63.4 (STM) 2.0 6.9 3.5 12.4 
11/13/69 Atico Mortgage Investors 15.0 (STM) 6.1 5.6 2.7 14.4 
11/14/69 Palomar Mortgage Investors 15.0 (E) 
11/25/69 Cameron Brown Investment Group 40.8 (STM) 30.1 9.6 .4 40.1 
11/25/69 Capital Mortgage Investments 20.0 (STM) 7.5 10.0 17.5 
12/2/69 North America Mortgage Investors 14.4 (STM) 
12/4/69 Colwell Mortgage Trust 15.0 (STM) 15.7 4.3 20.0 
12/9/69 Citizens Mortgage Investment Trust 21.0 (STM) 17.9 11.2 29.1 
12/11169 Unionamerica Mortgage & Equity Trust 25.0 (STM) 11.9 1.5 19.4 
12/ 18/69 B. F. Saul Real Estate Investment Trust 17.6 (E.STM) 4.3 9.0 13.3 

1122170 First Mortgage Investors 35.0 (STM) 
1/27170 American Fletcher Mortgage Investors 25.5 (STM) 7.2 6.9 .4 15.5 
2/3170 Wachovia Realty Investments 65.0 (STM) 27.9 44.7 .4 73.0 
2/18170 Continental Mortgage Investors 80.0 (STM) 
2/24/70 Guardian Mortgage Investors 15.0 (STM) 2.5 33.0 35.6 

3/5/70 Mortgage Investors of Washington 6.0 (STM) 18.3 5.0 23.3 

3/17/70 Connecticut General Mortgage and 16.0 66.4 4.8 7.0 94.2 
Realty Investments 120.0 (LTM) 

3/19/70 Lincoln Mortgage Investors 22.0 (STM) 5.5 7.0 12.5 
4/7/70 First Union Real Estate Equity and 

Mortgage Investments (3) 11.0 (E.STM) 
4/7/70 The Goodrich Investors Group 11.0 (E.STM) 4.5 2.3 .3 7.0 

4/14/70 Barnett Mortgage Trust 25.0 (STM) 22.0 39.7 9.1 12.3 83.2 
4/14/70 MONY Mortgage Investors 100.0 (LTM) 



4/16/70 American Century Mortgage Investors (3) 20.0 (STM) 
6/4/70 Chase Manhattan Mortgage & Realty Trust 100.0 (STM) 25.9 257.3 .4 283.6 
6/30/70 Wells Fargo Mortgage Investors 75.0 (STM) 7.9 40.9 48.8 
7/14/70 Bank America Realty Investors 76.5 (E) 23.7 45.9 69.7 
7/16/70 Beneficial Standard Mortgage Investors 15.0 (STM) 
7/21170 Lomas & Nettleton Mortgage Investors (3) 19.8 (STM) 15.1 5.1 20.0 
7/2217() First Pennsylvania Mortgage Trust 32.0 (STM) 44.2 28.0 .9 73.1 
8/11/70 The Hotel Investors 22.5 (LTM) 
8/11/70 Cousins Mortgage & Equity Investments 42.5 (LTM) 
8/27/70 Fide\co Growth Investors 20.0 (LTM) 14.5 15.2 3.4 3.1 3.7 39.8 
9/28/70 Citizens & Southern Realty Investors 50.0 (STM) 
10/1/70 BT Mortgage Investors 25.0 (E.STM. 

LTM) 12.7 5.4 .5 18.6 
10/6/70 First Denver Mortgage Investors 30.0 (STM) 12.4 2.9 15.2 
10/6/70 Mass. Mutual Mortgage & Realty 1.8 33.7 32.3 34.1 101.9 

Investment 100.0 (LTM) 26.2 10.9 .5 37.6 
1017/70 Associated Mortgage Investors 10.0 (STM) 10.7 78.3 5.0 28.4 5.9 128.4 
10/29170 Equitable Life Mortgage & Realty Inv. 150.0 (LTM) 
10/29170 First Mortgage Investors 15.8 (STM) 
1lI5170 Great American Mortgage Investors 26.0 (STM) 11.6 .3 11.9 
11/ 19170 Tri-South Mortgage Investors 27.5 (STM) 
11/24170 First Memphis Realty Trust 20.7 (LTM) 
12/3/70 Median Mortgage Investors 21.0 (LTM) 
12/10170 RepUblic Mortgage Investors 15.0 (STM) 
12/17/70 PNB Mortgage Realty Trust 30.0 (LTM) 15.7 5.6 9.1 6.9 1.5 38.4 
12/17170 U.S. Leasing Real Estate Investors 30.0 (LTM) 2.9 25.1 1.5 29.5 
12/17170 Fidelity Mortgage Investors 35.0 (STM) 16.2 7.1 23.4 
12/17/70 Alison Mortgage Investors 10.0 (STM) 

Totals $2,699.7 $622.5 $968.4 $69.2 $189.5 $27.8 $1,877.0 
33.16% 51.7% 3.69% 10.10% 1.48% 100.0% 

Sources: * Type of REIT 
(1) Figures for period 1961 through to August 31, 1970 - W. B. E = Equity REIT 

Smith and B. R. Jacobson, "Real Estate Investment Trusts: In LTM = Long-Term Mortgage REIT 
The Money and Here to Stay", Real Estate Forum, October STM = Short-Term Mortgage REIT 1970; figures for the period September 1, 1970 to December 31, 
1970 from various sources. E.STM = Equity and Short-Term Mortgage (Hybrid REIT) 

(2) REIT new issue prospectuses. 
E.STM.LTM = Equity, Short-Term Mortgage, and Long-Term 

tv Mortgage (Hybrid REIT) 
w * * Figures are rounded to nearest million and may not add. 1.0 



Table B-3 

YEAR-END CAPITAL STRUCTURE FIGURES OF THREE C AND D REITS 

($ Millions) 

Junior Senior Junior Senior 
Fiscal Shareholders' Convertible Long-term Short-term Total Shareholders' Convertible Long-term Short-term 
Year Equity Debt Debt Debt Capital Equity Debt Debt Debt 

Continental Mortgage Investors 
1963 $23,371 $ $ - $19,184 $ 42,555 54.9% -% -% 45.1% 
1964 23,431 40,600 64,031 36.6 63.4 
1965 25,169 11,000 38,250 74,419 33.8 14.8 51.4 
1966 32,258 24,320 41,911 98,489 32.8 24.7 42.6 
1967 32,442 24,320 51,261 108,023 30.0 22.5 47.5 
1968 38,097 52,320 55,176 145,593 26.2 35.9 37.9 
1969 38,086 80,000 52,320 17,453 187,859 20.3 42.6 27.9 9.3 
1970 38,353 165,000 51,654 33,511 288,518 13.3 57.2 17.9 11.6 

First Mortgage Investors 
1962 15,020 15,020 100.0 
1963 15,235 7,000 1,800 24,035 63.4 29.1 7.5 
1964 15,122 4,194 10,459 27,900 57,675 26.2 7.3 18.1 48.4 
1965 15,112 4,194 14,659 34,875 68,840 22.0 6.1 21.3 50.7 
1966 16,355 3,852 14,378 38,281 72,886 22.4 5.3 19.7 52.5 
1967 16,553 3,609 14,378 28,575 63,115 26.2 5.7 22.8 47.3 
1968 19,275 821 15,475 31,366 66,937 28.8 1.2 23.1 46.9 
1969 22,096 20,495 29,458 39,522 111,571 19.8 18.4 26.4 35.4 
1970 45,549 47,610 28,733 72,639 194,531 23.4 24.5 14.8 37.3 

Chase Manhattan Mortgage & Realty Trust 
1971 (3rd qtr.) 95,357 14,774 154,195 264,326 36.1 5.6 58.3 
Sources: Annual and quarterly financial reports. 



Table B-4 

YEAR-END CAPITAL STRUCTURE FIGURES OF FIVE LONG-TERM INVESTMENT REITS 

Fiscal Year 
Year-End Share- Junior Senior Share- Junior Senior 
March 31, holders' ConY. Long-term Short-term Total holders' Cony. Long-term Short-term 
1971 Equity Debt Debt Debt Capital Equity Debt Debt Debt 

Connecticut General Mortgage and Realty Investments (Long-Term Mortgage REIT) 
1971 $84,043 $34,937 $ 46,290 $165,270 50.9% 21.1% 28.0% 

MONY Mortgage Investors (Long-Term Mortgage REIT) 
1971 47,655 48,628 7,815 104,098 45.8 46.7 7.5 
(3rd qtr.) 
Feb. 28 

Real Estate Investment Trust of America (Equity REIT) 
1962 25,390 $11,289 36,679 69.2 30.8% 
1963 25,425 11,723 37,148 68.4 31.6 
1964 25,725 11,034 36,759 70.0 30.0 
1965 26,087 9,816 35,903 72.7 27.3 
1966 27,972 10,199 38,171 73.3 26.7 
1967 28,219 10,312 38,531 73.2 26.8 
1968 29,659 9,994 39,653 74.8 25.2 
1969 32,933 9,482 42,415 77.6 22.4 
1970 33,788 5,839 39,627 85.3 14.7 

Bank America Realty Investors (Equity REIT) 
1971 93,924 17,091 19,230 130,245 72.1 13.1 14.8 
(3rd qtr.) 
April 30 
1970 

Hubbard Real Estate Investments (Equity REIT) 
1970 92,981 92,981 100.0% 

Sources: Annual and quarterly financial reports. 
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Table B-5 

UNDERWRIlTEN PUBLIC REIT OFFERINGS EXCEEDING $10 MILLION 
For the Period 1961 to December 31, 1970 

Date 0/ Type 0/ 
OfJering( 1 ) Name(l) REIT*(l) Unl'~IJ 
6/13/61 Real Estate Investment Trust of America E 1 sh 
9/21/61 First Mortgage Investors LTM 1 sh 

10/31/61 First Union Real Estate Equity and 
Mortgage Investments E 1 sh 

3/13/61 National Realty Investors E 1 sh 
3/21/62 Continental Mortgage Investors STM 1 sh 

1/8/63 First Union Real Estate Equity and 
Mortgage Investments E 1 sh 

3/19/68 U.S. Realty Investments E,STM 1 sh 
6/13/68 First Mortgage Investors STM $1,000 Debs + 35 wts 
6/21/68 Associated Mortgage Investors STM $ 100 Conv Debs + 5 shl 
11/26/68 General Mortgage Investments STM 1 sh 
12/20/68 Republic Mortgage Investors STM 1 sh + 0.5 wt 
2/27/69 Galbreath First Mortgage Investments STM 1 sh 
3/4/69 Guardian Mortgage Investors STM 1 sh 
3/6/69 Security Mortgage Investors LTM 1 sh 
4/2/69 The Mortgage Investment Group STM 5 shs= 1 wt 
4/24/69 Sutro Mortgage Investment Trust STM 1 sh 
5/15/69 U.S. Realty Investments E,STM $1,000 Conv Debs 
6/3/69 Fraser Mortgage Investments STM 1 sh 
6/17/69 Midland Mortgage Investors Trust STM 4 shs + 1 wt 
6/26/69 Larwin Mortgage Investors STM 1 sh 
6/26/69 Realty Income Trust E,STM 1 sh 
7/10/69 American Century Mortgage Investors STM 1 sh 
7/29/69 Great American Mortgage Investors STM 1 sh 
9/9/69 First Mortgage Investors STM 1 sh 

9/16/69 Diversified Mortgage Investors LTM $1,000 Conv Debs + 100 
shs 

9/17/69 Medical Mortgage Investors LTM 1 sh 
9/18/69 B. F. Saul Real Estate Investment Trust E,STM 1 sh 
10/2/69 Lomas & Nettleton Mortgage Investors STM 1 sh 
10/21/69 Alison Mortgage Investment Trust STM 1 sh 
10/30/69 City Investing Mortgage Group STM Ish+lwt 
10/30/69 Fidelity Mortgage Investors STM 1 sh 
11/6/69 Hubbard Real Estate Investments E 1 sh 
11/6/69 Mortgage Trust of America STM 1 sh + 1 wt 
11/13/69 Atico Mortgage Investors STM 1 sh + 1 wt 
11/14/69 Palomar Mortgage Investors E 1 sh 
11/25/69 Cameron-Brown Investment Group STM 1 sh + 1 wt 
11/25/69 Capital Mortgage Investments STM 1 sh + 1 wt 
12/2/69 North American Mortgage Investors STM 2 shs + 1 wt 
12/4/69 Colwell Mortgage Trust STM 1 sh + 1 wt 
12/9/69 Citizens Mortgage Investment Trust STM 1 sh + 0.5 wt 
12/ 11/69 Unionamerica Mortgage and Equity Trust STM 1 sh + 1 wt 
12/18/69 B. F. Saul Real Estate Investment Trust E,STM 1 sh 
1/22/70 First Mortgage Investors STM $1,000 Con v Debs 
1/27/70 American Fletcher Mortgage Investors STM 1 sh + 1 wt 
2/3/70 Wachovia Realty Investments STM 1 sh 
2/18/70 Continental Mortgage Investors STM $1,000 Con v Debs 
2/24/70 Guardian Mortgage Investors STM $1,000 Conv Debs 

1 sh 
3/5/70 Mortgage Investors of Washington STM $1,000 Conv Debs 

3/17/70 Connecticut General Mortgage and Realty 
1 sh + 1 wt 

Investments LTM $1,000 Conv Debs + 50 shs 
3/19/70 Lincoln Mortgage Investors STM $ 100 Conv Debs + 10 shs 
4/7/70 First Union Real Estate Equity and 

Mortgage Investments E,STM 1 sh 

242 



Approximate 
Price Per Amount of Number of Managing 
Unit(1) OfJering( 1) Slzarelzolders(2 ) Ulldcrwriter(s) (3 ) 

$ 20 $ 11,000,000 4,316 Paine Webber; Kidder, Peabody; 
Lee Higginson; Eastman, Dillon; 

15 15,000,000 Paine Webber 

12 13,250,000 10,159 Shields 

15 15,000,000 2,716 Lee Higginson 
15 25,500,000 9,927 Hornblower & Weeks 

13 11,440,000 n.a. Shields 

13 11,812,500 7,801 Hornblower, Weeks 
1,000 15,000,000 Eastman Dillon; Paine Webber 

200 25,000,000 Shearson, Hammill; New York Securities 
15 15,000,000 3,700 Stein Bros. & Boyce; Hayden, Miller 
20 30,000,000 4,500 F. I. Dupont; A. C. Allan 
25 17,500,000 3,532 Hayden, Miller 
25 12,500,000 1,200 Shearson, Hammill 
10 16,483,590 Allen 

100 45,000,000 New York Securities 
16 25,600,000 3,220 Shields & Co.; Mitchum, Jones & Templeton 

1,000 20,000,000 Hornblower & Weeks 
18 18,000,000 Approx. 2,700 McDonald & Co. 
50 20,000,000 2,340 Stone & Webster; Lombard Vitalis 
20 40,000,000 Approx. 2,500 Shields & Co.; Mitchum, Jones 
16 10,725,000 2,000 G. H. Walker; Paine Webber 
20 25,000,000 Approx. 7,500 Merrill Lynch; Pierce, Wulbern 
21 26,393,241 2,854 Kidder, Peabody; Russ & Co. 
18 16,650,000 Approx. 7,700 Eastman Dillon; Union Securities; 

Paine Webber 

3,000 150,000,000 6,911 Hornblower & Weeks 
25 30,000,000 2,750 Smith, Barney 
11 15,862,800 Over 2,000 Clark, Dodge 
25 22,500,000 Dominick; Rausher Pierce 
20 15,500,000 Glore, Forgan; Wm. R. Staats 
20 60,000,000 2,766 Lehman Bros. 
20 35,000,000 Walston 
25 100,000,000 26,033 Merrill Lynch 
20 63,370,800 Kidder, Peabody 
15 15,000,000 Shields 
25 15,000,000 1,040 E. F. Hutton 
25 40,750,000 Loeb, Rhoades 
20 20,000,000 4,500 Legg & CI.; Mackall & Coe 
48 14,400,000 Approx. 3,000 E. F. Hutton 
20 15,000,000 1,600 Dean Witter 
30 21,000,000 4,500 Smith Barney; Goodbody & Co. 
20 25,000,000 Approx. 2,000 Lehman Bros.; Dean Witter 
11 17,625,000 Over 2,000 Clark, Dodge 

1,000 35,000,000 Eastman Dillon; Paine Webber 
25 12,500,000 Goldman, Sachs 
20 65,000,000 Approx. 8,000 Merrill Lynch 

1,000 80,000,000 Hornblower & Weeks 
1,000 15,000,000 Shearson, Hammill 

25 5,000,000 Shearson, Hammill 
1,000 6,000,000 Approx. 2,700 Johnston, Lemon; Loeb, Rhoades 

15 15,000,000 Approx. 2,700 Johnston, Lemon; Loeb, Rhoades 

2,000 120,000,000 3,300 Lazard Freres 
200 22,000,000 5,700 W. E. Hutton; Wagenseller & Durst 

11 11,000,000 Shields 
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Date of 
Ofjerillg( I) 

4/7/70 
4/14/70 
4/14/70 
4/16/70 
6/4/70 
6/30170 
7/14/70 
7/16/70 
7/21/70 
7/22/70 
8/11/70 
8/11/70 
8/27170 
8/28/70 
10/1/70 
10/6/70 
10/6/70 
10/7/70 
10/29/70 
10/29/70 
11/5170 
11/19/70 
11/24/70 
12/3/70 
12/ 10/70 
12/17/70 
12/17/70 
12/17/70 

12/17/70 

Table B-5 (Cont'd.) 

Name( 1) 

The Goodrich Investors Group 
Barnett Mortgage Trust 
MONY Mortgage Investors 
American Century Mortgage Investors 
Chase Manhattan Mortgage and Realty Trust 
Wells Fargo Mortgage Investors 
Bank America Realty Investors 
Beneficial Standard Mortgage Investors 
Lomas & Nettleton Mortgage Investors 
First Pennsylvania Mortgage Trust 
The Hotel Investors 
Cousins Mortgage and Equity Investments 
Fidelco Growth Investors 
Citizens & Southern Realty Inv. 
BT Mortgage Investors 
First Denver Mortgage Inv. 
Mass. Mutual Mortgage & Realty Investment 
Associated Mortgage Investors 
Equitable Life Mortgage & Realty Inv. 
First Mortgage Investors 
Great American Mortgage Investors 
Tri-South Mortgage Investors 
First Memphis Realty Trust 
Median Mortgage Investors 
Republic Mortgage Investors 
PNB Mortgage & Realty Trust 
U.S. Leasing Real Estate Inv. 
Fidelity Mortgage Investors 

Alison Mortgage Investors 

Type of 
REIT*(I) 

E,STM 
STM 
LTM 
STM 
STM 
STM 
E 
STM 
STM 
STM 
LTM 
LTM 
LTM 
STM 
E,STM,LTM 
STM 
LTM 
STM 
LTM 
STM 
STM 
STM 
LTM 
LTM 
STM 
LTM 
LTM 
STM 

STM 

* Type of REIT 

E Equity REIT 

LTM 

STM 

E,STM 

Long-term Mortgage REIT 

Short-term Mortgage REIT (Construction and Development REIT) 

Equity and Short-term Mortgage REIT (Hybrid REIT) 

Unit(11 

1 sh 
1 sh + 1 wt 
$500 Conv Debs + 50 ShM 
$1,000 Conv Debs + 20 Wit 
$100 Conv Debs + 6 shs 
1 sh + 0.5 wt 
$300 Conv Debs + 30 shs 
1 sh + 1 wt 
1 sh 
1 sh + 0.5 wt 
2 $100 Conv Debs + 5 shs 
1 sh 
1 sh + 0.5 wt 
1 sh + 1 wt 
$100 Conv Debs + 6 shs 

$1,000 Debs + 10 wts 
$100 Conv Debs + 4 shs 
$100 Debs 
1 sh 

1 sh + 1 wt 
1 sh + 1 wt 
1 sh 

E,STM,LTM = Equity, Short-term Mortgage and Long-term Mortgage REIT (Hybrid REIT) 

244 



Number of 
Units( I) 

1,000,000 
1,250,000 

100,000 
20,000 

400,000 
3,750,000 

85,000 
750,000 
720,000 

1,600,000 
75,000 

2,125,000 
800,000 

2,500,000 
100,000 

10,000 
750,000 
160,000 

1,256,821 

1,500,000 
1,200,000 

1,750,000 

Sources: 

Approximate 
Price Per 
Unit(l ) 

II 
20 

1,000 
1,000 

250 
20 

900 
20 
27 
20 

300 
20 
25 
20 

250 

1,000 
200 

99 
21 

20 
25 

20 

Amount of 
Offering ( I) 

11,000,000 
25,000,000 

100,000,000 
20,000,000 

100,000,000 
75,000,000 
76,500,000 
15,000,000 
19,800,000 
32,000,000 
22,500,000 
42,500,000 
20,000,000 
50,000,000 
25,000,000 
30,000,000 

100,000,000 
10,000,000 

150,000,000 
15,840,000 
26,000,000 
27,500,000 
20,700,000 
21,000,000 
15,000,000 
30,000,000 
30,000,000 

35,000,000 
10,000,000 

$2,699,702,931 

Number of 
SharellOlders(2) 

1,905 

1,112 

Managing 
Underwriter(s) (3 ) 

Shields & Co. 
Reynold 
Eastman Dillon; Lazard Freres 
Merrill Lynch; Wulbern, Murphey 
Lehman Bros.; Lazard Freres 
Eastman Dillon; Merrill Lynch 
Blyth & Co.; Dean Witter 

Dominick; Rausher Pierce 
Merrill Lynch; Smith, Barney 

Merrill Lynch; The Robinson-Humphrel 

Dean Witter; Lehman Bros. 
Eastman Dillon; Merrill Lynch 
Morgan Stanley 
White, Weld 
Shearson, Hammill; New York Securities 
Goldman, Sachs 
Eastman Dillon; Paine Webber 
Kidder, Peabody; Russ & Co. 

Loeb, Rhoades; White Weld; J. C. Bradford 
Eastman Dillon; Paine Webber 
F. I. Dupont; A. C. Allyn 
Paine Webber; Shearson, Hammill 
Smith, Barney; Dupont Glore 
Forgan; E. F. Hutton 
Walston & Co. 
Glore, Forgan; Wm. R. Staats 

(1) Figures for period 1961 through to August 31, 1970 - W. B. Smith and B. R. Jacobson, "Real Estate 
Investment Trusts: In the Money and Here to Stay", Real Estate Forum, October 1970; for the period 
from September I, 1970 to December 31, 1970, from various sources. 

(2) National Association of Real Estate Investment Funds, NAREIF Handbook of Member Trusts 1970, New 
Haven, 1970. 

(3) Various sources. 
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Table B-6 

MARKET PERFORMANCES OF CMI AND PMI 

Continental Mortgage Investors First Mortgage Investors 

Gross Net Price/ Gross Net 
Income(1) Income(1) Earnings Income(l) Income(1) 

Fiscal ($ thou- ($ thou- Income per Ratio ($ thou- ($ thou- Income per 
Year sands) sands) Share * ( I) High-Low ( 1) (2)(a) sands) sands) Share*(1) High-Low(1) 

1971 N/A N/A N/A 126% 102% N/A $24,508 $8,261 $2.03 48Y2 38Y2 

1970(b) $26,171 $9,907 $0.75 24~ 12Y2 24X 14,228 3,898 1.40 24Y2 18Y2 

1969(b) 17,300 6,654 0.50 50% 29Y2 40X 7,581 2,053 0.92 33 00 
17~ 

1968(c) 10,736 4,702 0.75 36~ 22% 14X 5,105 1,563 0.77 24Y2 21Y2 

1967 8,975 3,922 0.64 52 00 
27~ 21X 5,061 1,436 0.75 18~ 12% 

1966 7,373 3,289 0.58 34Y2 21 00 17X 5,093 1,433 0.79 19 00 
12~ 

1965 5,273 2,619 0.48 35Y2 23Y2 20X 4,246 1,151 0.64 21~ 13% 

1964 3,751 1,942 0.38 22Y2 15% 50X 2,735 953 0.53 17% 1400 

1963 2,074 1,309 0.25 16~ 9"M1 52X 1,252 665 0.38 16~ 8"M1 

1962(d)(e) 186 44 0.04 

* Figures are fully diluted for full conversion of convertible debt and warrants. 
Notes: (a) Figures based on average High-Low prices. 

(b) CMI's figures adjusted for three-for-one split on August 16, 1968, and two-for-one split on February 16, 1970. 
(c) FMI's figures adjusted for eight-for-five split on September 26, 1968. 

Price/ 
Earnings 

Ratio 
(2)(a) 

N/A 

15X 

27X 

20X 

13X 

13X 

17X 

30X 

33X 

(d) CMI's shares were originally offered on .March 22, 1962, at $15.00 per share by Hemphill, Noyes & Co. and Paine, Webber, Jack
son & Curtis. 

(e) FMI's shares were originally offered on September 22, 1961, at $15.00 per share by Shearson, Hammill & Co. 

Source: (I) Figures taken from Moody's Bank & Finance Manual, of Moody's Investors Service, Inc., New York, 1963, 1964, 1965, 1967, 
1968. 

(2) Calculation by McLeod, Young, Weir & Company Limited. 



Table B-7 

COMPARATIVE MARKET STATISTICS BY TYPE OF REIT 

Estimated Estimated 
Book Annual Market Price Annual 
Value Earnings Price Earnings Yield as % 

Per as % Book Pel' Ratio(2) Market 
Name Share ( 1) Value(2) Share(3 ) (3)( 4) Value(2) 

Equity and Hybrid REITS 
Am Realty-ASE( 4) $ lUll 16.12 $10.00 7.4x 6.0 
Amico Prop-OTC(4) 3.74 13.10 4.63 9.4 9.7 
Cabot C & T-OTC 19.28 22.25 
Denver REI-OTC(4) 9.82 7.74 8.88 11.7 6.8 
First Union-ASE( 4) 9.20 13.04 12.75 10.6 6.9 
Franklin Rlt-ASE(4) 10.41 7.30 10.38 13.7 7.3 
Genl Growth-WSJ(4) 7.69 14.04 23.13 21.4 3.5 
Goodrich Inv-OTC( 4) 9.64 11.20 10.00 9.3 9.0 
Groul Inv Tr-WSJ(4) 8.24 9.34 7.75 
Greenfield RE-WSJ(4) 14.94 13.52 18.25 9.0 8.8 
Hubbard REI-NYSE 23.22 7.06 24.50 14.9 5.9 
Kavanau Re-ASE(4) 3.94 19.54 6.50 8.4 
Mobile Hm Com-ATC 9.45 9.74 9.50 10.3 4.9 
Mutual REIT-WSJ(4) 6.72 2.97 4.00 20.0 3.8 
Nat Realty-ASE(4) 11.30 5.93 11.38 17.0 7.0 
Penn REIT-ASE 10.75 11.35 12.00 9.8 7.1 
REIT Am-ASE(4) 21.56 7.05 25.00 16.4 5.6 
Realty Inc Tr-ASE 14.20 9.69 16.88 16.9 5.9 
Riviere Rlty-OTC(4) 9.08 7.04 8.25 9.4 10.7 
Saul (BF)-OTC 11.88 10.10 19.38 16.2 6.4 
US Leasing RE In-ASE 22.60 5.49 22.25 17.9 4.9 
US Realty-ASE( 4) 13.38 11.96 20.13 12.6 7.5 
Washington RI-WSJ (4) 8.87 11.35 12.50 13.2 7.7 
Wisconsin RL-WSJ ( 4 ) 8.81 8.62 11.13 14.6 7.2 

C and D REITs (Independents) 
Assoc Mtg-ASE 22.10 13.67 30.50 10.1 7.9 
Capital Mtg-WSJ 18.71 11.33 26.50 12.5 7.8 
Cont Mtg-NYSE 9.73 11.51 22.88 20.4 4.7 
First Mtg-NYSE 16.10 11.67 32.63 17.4 6.7 
Genl Mtg-ASE 12.91 9.60 15.50 12.5 8.0 
Mtg Inv Wash-WSJ 14.20 7.88 15.00 13.4 8.0 
Repub Mtg-ASE 18.39 10m 21.25 11.5 9.4 
Western MI-WSJ 9.03 6.64 8.50 14.2 6.6 

C and D REITs (Mortgage Bank Sponsored) 
Alison Mtg-ASE 18.71 9.40 21.37 12.1 9.7 
Atico Mtg-ASE 14.04 13.39 21.50 11.4 8.4 
Citizens Mtg-WSJ 14.07 9.10 15.00 11.7 8.0 
Colwell Mtg-WSJ 18.79 11.71 26.75 12.2 7.5 
Fraser Mtg-WSJ 17.05 14.31 29.12 12.1 8.2 
Galbreath-WSJ 26.52 10.56 29.25 10.4 9.3 
Guardian Mtg-ASE 24.10 13.11 34.25 10.8 8.9 
Heitman Mtg-OTC 9.30 11.63 
Larwin MI-ASE 18.79 10.64 24.50 12.2 7.8 
Lomas & Nettleton-WSJ 23.10 12.47 40.00 13.9 7.2 
Midland Mtg-ASE 11.71 10.13 15.63 14.0 6.9 
M & T Mtg Inv-WSJ 10.27 9.56 13.50 13.0 7.7 
No Am Mtg-NYSE 13.44 15.77 28.75 13.6 7.4 
Palomar Mtg-WSJ 11.80 12.20 17.38 12.1 8.1 
Sutro Mtg-ASE 14.68 11.17 19.63 12.0 8.8 
C and D REITs (Commercial Bank Sponsored) 
Am Fletcher-ASE 23.39 9.92 30.25 13.0 8.2 
Barnett Mtg-WSJ 18.67 10.92 22.00 10.8 7.3 
Cam Brown-WSJ 23.83 11.08 29.25 11.1 7.9 
Chase Man Mtg-NYSE 24.89 9.64 47.50 19.8 4.6 

247 



Name 

Equity and Hybrid REITs 
Citinat Dev-OTC 
Citizens & Southern-OTC 
Cont. IIlinois-NYSE 
First of Denver-ASE 
First Penn Mtg-WSJ 
Tri-South Mtg-OTC 
Unionam MI-ASE 
Wachovia RI-NYSE 
Wells Fargo-WSJ 

Table B-7 (Cont'd.) 

Book 
Value 

Per 
Share ( 1) 

$18.75 
18.75 
18.45 
18.40 
18.60' 
18.12 
18.66 
18.81 
18.54 

Estimated 
Annual 

Earnings 
as % Book 

Value(2) 

8.53 
8.26 

13.01 
6.09 
8.82 

10.93 
11.70 
7.12 

Market 
Price 

Per 
Share(3) 

$21.75 
27.75 
32.75 
19.88 
23.88 
24.25 
25.00' 
29.88 
19.13 

C and D REITs (Other Financial Institution Misc. Sponsored) 
Am Cent Mtg-ASE 19.65 11.60 25.75 
Benef Std Mtg-WSJ 18.61 9.89 19.00 
C I Mtg-NYSE 18.91 9.06 20.88 
Fidelity Mtg-ASE 19.25 11.01 21.38 
Grt Am Mtg-WSJ 13.65 12.29 27.00' 
Lincoln MI-WSJ 9.90' 8.89 10.00 
Mtg Tr Am-WSJ 19.20 11.67 24.75 
Nat Mtg-WSJ 9.78 12.68 11.13 
Security Mtg-ASE 5.69 15.47 20.50 

Intermediate-term Mortgage REITs (Independents) 
Diver Mtg-NYSE 19.98 10.81 
Median Mtg-WSJ 9.35 

29.12 
13.00 

Price 
Earnings 
Ratio(2) 

(3)(4) 

13.6x 
16.1 
13.6 
17.8 
14.6 

12.3 
13.6 
14.5 

11.3 
10.3 
12.1 
10.1 
15.3 
11.4 
11.0 
9.0 

23.3 

13.5 

Long-term Mortgage Sponsored REITs (name generally indicates sponsor) 

Estimated 
Annual 

Yield as % 
Market 

Value(2) 

8.7 
6.2 
7.3 
5.6 
6.9 

8.2 
7.4 
6.3 

8.2 
10.0 
8.2 
9.4 
7.0 

10.0 
8.9 

10.8 
4.3 

7.0 

BT Mtg Inv-ASE 24.87 12.55 37.88 12.1 5.3 
Bank Amer-WSJ 19.22 8.74 28.00 16.7 5.0 
Cleve Trust RI-OTC 18.30 20.00 
Conn Gen Mtg-NYSE 20.62 8.54 32.63 18.5 4.9 
Cousins Mtg-ASE 18.72 5.34 24.38 15.2 6.6 
Equit Life Mtg-NYSE 24.73 6.67 32.12 19.1 5.0 
Fidelico Growth-WSJ 21.94 6.79 27.63 11.5 8.7 
First Memphis-OTC 18.49 8.65 20.00 12.5 7.2 
Gulf Mtg-OTC 18.21 20.38 
Hotel Inv-WSJ 18.29 7.88 24.50 16.1 5.7 
Mass Mutual-NYSE 19.58 6.15 26.75 22.3 4.5 
Medical Mtg-WSJ 23.00 11.30 25.00 10.4 9.6 
MONY Mtg Inv-NYSE 10'.06 9.15 13.25 14.4 6.9 
NW Mutual-OTC 16.88 24.25 
Old Stone Mtg 11.47 7.32 14.25 17.0' 5.6 
PNB Mtg & RI-OTC 18.18 22.00 
State Mutual Inv-OTC 19.22 23.75 
( 1) Book value per share is adjusted for conversion of all convertible debentures. 
(2) Annual earnings are estimated on the basis of annualizing earnings for the latest 

quarter without any adjustment for seasonal variation. 
(3) Quotes as at April 19, 1971. 
(4) Cash flow is taken as earnings. 
Key: NYSE New York Stock Exchange ASE American Stock Exchange 

OTC Over the counter WSJ Wall Street Journal 
Source: Realty Trust Review, Audit Publications, Inc., March 1, 1971. See Appendix 3. 
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Appendix C 

Background Data for Chapter 8 

by R. M. Wingfield, C.A. 
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ASSUMPTIONS 

1. Objective 

Canadian Income Tax Comparisons 

To compare the taxation of mortgage income which is earned by intermediaries and 
flowed through to beneficial holders (corporate or individual). 

2. Situation 

To avoid the complications of depreciation, the entire income of the entity is assumed 
to derive from mortgage investments and short-term securities, as follows: 

Mortgage interest $140,000 
Other interest income 10,000 

It is assumed that the income is levered and disposed as follows: 
Long-term and short-term interest 
Income tax, dividends, and retained earnings 

3. Tax Rates 

The assumed tax rates are as for Ontario: 
Now 

Corporations 53.41 % 
Individuals 51.5 % ($25,000-40,000 bracket) 

$150,000 

$ 50,000 
100,000 

$150,000 

The recipients of distributions are assumed to be Canadian residents 
tax-paying variety - that is, widely held companies or individuals. 

Reform 
52% 
51.2% 
of the 

4. Tables 

ordinary 

The tables compare the after-tax results to the entity and to the corporate or individual 
recipients of the dividends or distribution. 

5. Immediate Distribution 

Table Col presents the current tax situation. Table C-2 presents the situation as pro
posed by the November 1969 White Paper on tax reform. 

It is noted that the investment company (Section 69) does not fit the objective 
because the interest income exceeds the maximum permitted in making an election 
for that status. 

In tables Col and C-2, all income is treated as being distributed and flowed through 
to the next level. In tables C-) and C-4, a similar presentation is made in the case 
where no income is distributed currently but is accumulated and subsequently paid 
out. It is necessary to show this timing effect because some vehicles are designed to 
accumulate income for non-tax reasons. 
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Table C-l 

CANADIAN INCOME TAX COMPARISONS 
MORTGAGE INVESTMENT, IMMEDIATE DISTRIBUTION, 1970 TAX LAW 

Trusts Companies 
Closely Held 

Personal 
Company- Life Policy -

Partnership Segregated Closely Held 
Individual Partnership Corporation Election Family Mutual Fund Fund No Election Widely Held 

Income to mortgage holder 
Mortgage interest income $150,000 Tax reform 
Deduct interest paid 50,000 proposal 
Net interest income $100,000 $100,000 $100,000 only 
Deduct - distributions $100,000 $100,000 $100,000 $100,000 $100,000 

- deemed distributions 100,000 100,000 100,000 100,000 
Intermediary - taxable income $ $ 100,000 
- Corporate tax - $ $ $ $100,000 $100,000 

First $35,000 at 23,54% $ 8,239 $ 8,239 
Balance at 53.41 % 34,717 34,717 
Total $ 42,956 $ 42,956 

- Balance of income for dividend $ 57,044 $ 57,044 

Beneficial owners 
If all corporations: 
Income $100,000 N/A N/A $100,000 N/A $ 57,044 $ 57,044 
Tax at marginal rate of 53.41 % 53,410 53,410 exempt exempt 
Income after tax $ 46,590 N/A N/A $ 46,590 N/A $ 57,044 $ 57,044 

If all individuals: 
Income $100,000 $100,000 $100,000 $100,000 $100,000 $100,000 $ 57,044 $ 57,044 
Tax at marginal rate of 50% $ 50,000 $ 50,000 $ 50,000 $ 50,000 $ 50,000 $ 50,000 $ 28,522 $ 28,522 
Deduct dividend tax credit 11,409 11,409 
Basic tax (marginal) $ 50,000 $ 50,000 $ 50,000 $ 50,000 $ 50,000 $ 50,000 $ 17,113 $ 17,113 
Add 3 % Surtax 1,500 1,500 1,500 1,500 1,500 1,500 513 513 
Federal and provincial income tax $ 51,500 $ 51,500 $ 51,500 $ 51,500 $ 51,500 $ 51,500 $ 17,626 $ 17,626 
Income after tax $ 48,500 $ 48,500 $ 48,500 $ 48,500 $ 48,500 $ 48,500 $ 39,418 $ 39,418 

IV 
VI -



tv Table C-2 VI 
tv 

CANADIAN INCOME TAX COMPARISONS 
MORTGAGE INVESTMENT, IMMEDIATE DISTRIBUTION, PROPOSED TAX REFORM 

Trusts Companies 
Closely Held 

Company- Life Policy-
Personal Partnership Segregated Closely Held 

Indil';dual Partnership Corporation Election Family Mwual Fund Fund No Election Widely Held 

Income to mortgage holder 
Mortgage interest income $150,000 
Deduct interest paid 50,000 
Net interest income $100,000 $100,000 $100,000 $100,000 $100,000 $100,000 $100,000 $100,000 $100,000 
Deduct - distributions 100,000 

- deemed distributions 100,000 100,000 100,000 100,000 
Intermediary $ $ $100,000 $ $100,000 $100,000 
- taxable income $ $ 52,000 52,000 $ 52,000 
- corporate tax - at 52 % $ 48,000 $ 48,000 $ 48,000 
- balance of income for dividend 

Beneficial owners 
If all corporations: 
Income N/A $100,000 N/A $100,000 N/A $ 48,000 N/A $ 48,000 $ 48,000 
Gross-up for creditable tax 24,000 48,000 $ 24,000 
Taxable income $100,000 $100,000 $ 72,000 $ 96,000 $ 72,000 
Tax at 52% or 33 1/3% $ 52,000 $ 52,000 $ 24,000 $ 49,920 $ 24,000 
Tax credit 24,000 48,000 $ 24,000 
Federal and provincial income tax $ 52,000 $ 52,000 $ $ 1,920 $ 
Income after tax $ 48,000 $ 48,000 $ 48.000 $ 46,080 $ 48,000 

If all individuals: 
Income $100,000 $100,000 $100,000 $100,000 $100,000 $ 48,000 $100,000 $ 48,000 $ 48,000 
Gross-up for creditable tax 24,000 48,000 $ 24,000 
Taxable income $100,000 $100,000 $100,000 $100,000 $100,000 $ 72,000 $100,000 $ 96,000 $ 72,000 
Tax at marginal rate of 51.2 % $ 51,200 $ 51,200 $ 51,200 $ 51,200 $ 51,200 $ 36,864 $ 51,200 $ 49,152 $ 36,864 
Tax credit 24,000 48,000 $ 24,000 
Federal and provincial income tax $ 51,200 $ 51,200 $ 51,200 $ 51,200 $ 51,200 $ 12,864 $ 51,200 $ 1,152 $ 12,864 
Income after tax $ 48,800 $ 48,800 $ 48,800 $ 48,800 $ 48,800 $ 35,136 $ 48,8()O $ 46,848 $ 35,136 



Table C-3 

CANADIAN INCOME TAX COMPARISONS 
MORTGAGE INVESTMENT, DEFERRED DISTRIBUTION, 1970 TAX LAW 

Trusts Companies 

Closely Held 
Family Mutual Fund No Electioll Widely Held Pellsion Fund 

Income to mortgage holder 
Mortgage interest $150,000 
Deduct - interest paid 50,000 
Net interest income $100,000 $100,000 $100,000 $100,000 $100,000 
Assume all income is accumulated $100,000 $100,000 exempt 
Taxable income to mortgage holder $100,000 $100,000 42,956 42,956 
Tax rate - corporate (including low rate) 

- individual 53,451 53,451 $ 57,044 $ 57,(}44 $100,000 
After tax amount accumulated $ 46,549 $ 46,549 
At a subsequent time: 
Amount assumed distributed $ 46,549 $ 46,549 $ 57,044 $ 57,044 $100,000 

Beneficial owners at time of distribution: 
If all corporations: 
Income N/A Capital exempt exempt N/A 
Tax at marginal rate of 53.41 % 
Federal and provincial income tax 
Income after tax N/A $ 46,549 $ 57,044 $ 57,044 N/A 
If all individuals: 
Income Capital Capital $ 57,044 $ 57,044 $100,0001 

Tax at marginal rate of 50% $ 28,522 $ 28,522 $ 50,000 
Deduct dividend tax credit 11,409 11,409 
Basic tax (marginal) $ 17,113 $ 17,113 $ 50,000 
Add 3 % surtax 513 513 1,500 
Federal and provincial income tax $ 17,626 $ 17,626 $ 51,500 
Income after tax $ 46,549 $ 46,549 $ 39,418 $ 39,418 $ 48,500 

tv 
1 Estate tax, instead of income tax, if a death benefit. 

VI 
w 



Table C-4 

CANADIAN INCOME TAX COMPARISONS 
MORTGAGE INVESTMENT, DEFERRED DISTRIBUTION, PROPOSED TAX REFORM 

Trusts Companies 

Closely Held 
Family Mutual Fund No Election Widely Held Pension Fund 

Income to mortgage holder 
Mortgage interest $150,000 
Deduct interest paid 50,000 $100,000 $100,000 $100,000 
Net interest income $100,000 $100,000 
Assume all income is accumuulated $100,000 $100,000 exempt 
Taxable income to mortgage holder $100,000 $100,000 52,000 52,000 
Tax, rate - corporate, 52 % 52,000 

- special 51.2 % 51,200 $ 48,000 $ 48,000 $100,000 
After tax amount accumulated $ 48,800 $ 48,000 
At a subsequent time: 
Amount assumed distributed $ 48,800 $ 48,000 $ 48,000 $ 48,000 $100,000 

Beneficial owners at time of distribution: 
If all corporations: 
Income N/A $ 48,000 $ 48,000 $ 48,000 N/A 
Gross-up for creditable tax 24,000 48,000 24,000 
Taxable income $ 72,000 $ 96,000 $ 72,000 
Tax at 52% or 33 1/3%1 $ 24,000 $ 49,920 $ 24,000 
Tax credit 24,000 48,000 24,000 
Federal and provincial income tax $ $ 1,920 $ 
Income after tax $ 48,000 $ 46,080 $ 48,000 
If all individuals: 
Income capital $ 48,000 $ 48,000 $ 48,000 $100,000 
Gross-up for creditable tax 24,000 48,000 24,000 
Taxable income $ 72,000 $ 96,000 $ 72,000 $100,000 
Tax at marginal rate of 51.2% $ 36,864 $ 49,152 $ 36,864 $ 51,200 
Tax credit1 24,000 48,000 24,000 
Federal and provincial income tax $ 12,864 $ 1,152 $ 12,864 $ 51,200 
Income after tax $ 48,800 $ 35,136 $ 46,848 $ 35,136 $ 48,800 
I The 33 % % rate may be adjusted by provincial reform legislation. 



Table C-5 

PRICE LEVEL RESTATEMENT 

Deferred Income Tax 
General Price Level Depreciation Corporate Tax 

Year Indices l Factor2 5% D/B 21h% S/L Difference Rate, Ontario Historical Current $ 

1961 100.0 134.5 $ 50,000 $ 25,000 $ 25,000 52% $13,000 $17,485 

1962 101.4 132.64 47,500 25,000 22,500 51% 11,475 15,220 

1963 103.3 130.21 45,100 25,000 20,100 51% 10,251 13,348 

1964 105.8 127.13 42,900 25,000 17,900 51% 9,129 11,606 

1965 109.5 122.83 40,700 25,000 15,700 51% 8,007 9,835 

1966 114.5 117.47 38,700 25,000 13,700 51% 6,987 8,208 

1967 118.4 113.60 36,800 25,000 11,800 52% 6,136 6,970 

1968 122.6 109.71 34,900 25,000 9,900 53.41% 5,288 5,801 

1969 128.4 104.75 33,200 25,000 8,200 53.41% 4,380 4,588 

1970 133.6 100.00 31,500 25,000 6,500 53.41% 3,472 3,472 

$401,300 $250,000 $151,300 $78,125 $96,533 

1 DBS - annual average implicit price indices, GNP. 

2 Based on Fourth Quarter 1970 index of 134.5. 

Note to restated balance sheet: 

In strict presentation, part of the increase in the equity, as restated, should be deducted from the restated cost of the property. This relates 
to the long-term debt and would be in proportion to the debt to equity ratio. It would be realized, however, on disposal of the building. 
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21-22 ELIZABETH II 

An Act to provide additional financing 
mechanisms and institutions for the 
residential mortgage market in Canada 

[First reading, May 15, 1972] 

MORTGAGE INVESTMENT COMPANIES 

17. The Loan Companies Act is amend
ed by adding thereto the following part: 

"PART II 

Special Provisions Applicable to 
Mortgage Investment Companies 

101. (1) Where a loan company that is 
making an application under section 69 for 
a licence or a loan company that holds a li
cence under section 69 to transact the busi
ness of a loan company requests that it be 
designated under that licence as a mortgage 
investment company, the Minister may des
ignate the company as a mortgage invest
ment company if the Minister is of the 
opinion that the company can comply with 
the requirement of this Part. 

(2) When a company is designated un
der subsection (1), it shall be known as a 
mortgage investment company and the pro
visions of this Part apply to that company. 

102. (1) Notwithstanding section 68, 
the aggregate of the sums of money bor
rowed by a mortgage investment company 
and outstanding shall not at any time ex
ceed three times the excess of the assets of 
the company over its liabilities. 

(2) For the purpose of subsection (1), 
the principal amount of any charges or 
liens on the real estate or leaseholds of the 
mortgage investment company remaining 
unpaid shall be included in the computation 
of the sums of money borrowed by the 
company. 

103. (1) A mortgage investment com
pany may invest its funds in real estate or 
leaseholds in Canada for the production of 
income, either alone or jointly with any 

Other 
investments 

Production 
of income 

Saving 

corporation incorporated in Canada or any 
person administering a trust governed by 
a registered pension plan or deferred profit 
sharing plan as those plans are defined in 
the Income Tax Act, if the real estate or 
leasehold has produced, in each of the 
three years immediately preceding the date 
of investment, net revenue in an amount 
that, if continued in future years, would be 
sufficient to yield a reasonable interest re
turn on the amount invested in the real 
estate or leasehold and to repay at least 
eighty-five per cent of that amount within 
the remaining economic lifetime of the im
provements to the real estate or leasehold 
but not exceeding forty years from the date 
of investment; and the company may hold, 
maintain, improve, repair, sell or otherwise 
deal with or dispose of the real estate or 
leasehold. 

(2) Subparagraph 60( 1) (h)(iii) and 
paragraph 60(1) (i) do not apply in respect 
of a company to which subsection (1) ap
plies. 

104. (1) A mortgage investment com
pany may, subject to this section, make in
vestments and loans not authorized by sub
sections 60(1) to (4) or this Part, includ
ing investments in real estate or leaseholds. 

(2) Investments in real estate or lease
holds in Canada pursuant to subsection (1) 
shall be made only for the production of 
income, and may be made either alone or 
jointly with any corporation incorporated 
in Canada or any person administering a 
trust governed by a registered pension plan 
or deferred profit sharing plan as those 
plans are defined in the Income Tax Act; 
and the company may hold, maintain, im
prove, repair, lease, sell or otherwise deal 
with or dispose of such real estate or lease
holds. 

(3) This section shall be deemed not to 
(a) enlarge the authority conferred by 
subsections 60(1) and (2) to invest in 
mortgages or hypothecs and to lend on 
the security of real estate or leaseholds; 
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(b) affect the operation of paragraph 
60(1)( e) with reference to the maxi
mum proportion of common shares and 
total shares of any corporation that may 
be purchased; or 
(c) affect the operation of subsection 
60(3). 

( 4) Subsection 60 (5) does not apply in 
respect of a company to which subsection 
( 1) applies but the total value of the in
vestments made under subsection (1) and 
held by the company, excluding those that 
are or at any time since acquisition have 
been authorized as investments apart from 
that subsection, shall not exceed seven per 
cent of the book value of the total assets 
of the company. 

(5) Section 65 does not apply in re
spect of a mortgage investment company. 

105. (1) Where a mortgage investment 
company has a contract with any corpora
tion or firm to obtain investment advice or 
management services therefrom, the num
ber of directors of the mortgage investment 
company who are also directors or officers 
of the corporation or members or officers 
of the firm shall not exceed four or one
quarter of the number of directors of the 
mortgage investment company, whichever 
is the lesser. 

(2) Where a mortgage investment com
pany has a contract with any corporation 
or firm to obtain investment advice or man
agement services therefrom, 

(a) a director of the corporation, 
(b) a person or group of persons who 
is a substantial shareholder of the cor
poration, and 
(c) a person who is an officer of the cor
poration or an officer or member of the 
firm 

shall be deemed, for the purposes of sec
tion 60.3, to be a director, substantial 
shareholder or officer, as the case may be, 
of the mortgage investment company. 

(3) A mortgage investment company 
shaH not purchase or otherwise acquire 
assets from or sell or otherwise dispose of 
assets to any person or corporation if un
der section 60.3 it may not make a loan to 
such person or invest in such corporation; 

Liquidity 
level 

"Within the 
year" 

Business 
confined 

Shares 
are 
eligible 
investment 

but this provision does not apply in resl*1 
of mortgages or hypothecs securing a lOin 
insured under the National Housing Act or 
acquired not later than six months after Ih, 
company became designated as a mortga., 
investment company under section 101. 

106. (1) Notwithstanding any provision 
of Part I, a mortgage investment company 
shall so manage its affairs that the aggre· 
gate of 

(a) all repayments of principal on mort· 
gages or hypothecs held by it and reason· 
ably expected to be received within the 
year, 
(b) amounts maturing on its other in· 
vestments within the year, 
(c) such amount of credit from char· 
tered banks in Canada as is acquired in 
accordance with conditions imposed by 
the Superintendent, and 
(d) cash on hand or on deposit in a 
bank or other depository approved by 
the Superintendent, 

shall at all times be equal to or in excess 
of the aggregate of the sum of all mort
gage commitments made by it and falling 
due within the year and the amount of all 
debt instruments issued by it and maturing 
within the year. 

(2) In this section, the expression 
"within the year" means the twelve-month 
period following the month in which the 
calculation is made. 

107. A mortgage investment company 
shall not carry on its undertaking in any 
country other than Canada. 

108. (1) Notwithstanding any provision 
of the Canadian and British Insurance 
Companies Act, the Trust Companies Act 
or Part I of this Act, the shares of the capi
tal stock of a mortgage investment com
pany are an eligible investment for the 
funds of insurance companies, trust com
panies and other loan companies governed 
respectively by those Acts, but 

(a) the proportion of the funds of those 
companies that may be invested at any 
one time in the common shares of cor
porations, and 
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(b) the proportion of the shares of 
any corporation that may be purchased 
by those companies, 

under the requirements of the Acts gov
erning those companies, are not increased 
by this provision. 

(2) For the purposes of subsection (1), 
the funds of a trust company are deemed 
to include the guaranteed trust money held 
by the trust company but an investment of 
guaranteed trust money in the shares of a 
mortgage investment company is subject to 
any restrictions contained in the instrument 
creating the trust. 

109. (1) Notwithstanding any provision 
of the Canadian and British Insurance Com
panies Act, the Trust Companies Act or 
Part I of this Act, the debentures or other 
evidences of indebtedness of a mortgage in
vestment company are an eligible invest
ment for the funds of insurance companies, 
trust companies and other loan companies 
governed respectively by those Acts; but 
the limit on the amount of the investments 
of those companies in the bonds, deben
tures, stocks or other securities of a cor
poration under the requirements of the 
Acts governing those companies is not in
creased by this provision. 

(2) For the purposes of subsection (1), 
the funds of a trust company are deemed to 
include the guaranteed trust money held by 
the trust company but an investment of 
guaranteed trust money in the debentures 
or other evidences of indebtedness of a 
mortgage investment company is subject to 
any restrictions contained in the instrument 
creating the trust. 

llO. (1) Notwithstanding any provision 
of the Canadian and British Insurance Com
panies Act, 

(a) shares of the capital stock of a 
mortgage investment company, and 
(b) debentures or other evidences of in
debtedness of a mortgage investment 
company 

in which a British company has invested its 
funds are eligible to be vested in trust in 
Canada for the purposes of that Act; but 
the limit on the total accepted value of 
common shares that may be vested in trust 

Funds of 
foreign 
insurance 
company 

Limits on 
investment 

Idem 

by the company is not increased by this 
provision. 

(2) Notwithstanding any provision of the 
Foreign Insurance Companies Act, 

(a) shares of the capital stock of a mort
gage investment company, and 
(b) dabentures or other evidence of in
debtedness of a mortgage investment 
company 

in which a foreign insurance company has 
invested its funds are eligible to be vested 
in trust in Canada for the purposes of that 
Act; but the limit on the total accepted 
value of common shares that may be vest
ed in trust by the company is not increased 
by this provision. 

Ill. (1) Subject to subsections (2) and 
(3), a mortgage investment company 

(a) shall have and maintain at least 
forty per cent of the book value of its 
assets in one or more of the following 
forms: 

(i) investments in mortgages or hy
pothecs on residential property as de
fined in the Residential Mortgage 
Financing Act or loans on the security 
of such property, and 
(ii) cash on hand or on deposit in a 
bank or other depository approved by 
the Superintendent; and 
the corporation for the year 

(b) shall have and maintain at least 
sixty-six and two-thirds per cent of the 
book value of its assets in one or more 
of the following forms: 

(i) investments, loans, cash and de
posits described in paragraph (a); 

(ii) residential property as defined in 
the Residential Mortgage Financing 
Act; and 
(iii) shares of the capital stock of 
companies at least eighty-five per cent 
of whose assets are in the form of resi
dential property as defined in the Resi
dential Mortgage Financing Act. 

(2) The total of 
(a) the book value of the investments of 
a mortgage investment company in shares 
of capital stock described in subpara
graph (l)(b)(iii), and 
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(b) the value of the investments of a 
mortgage investment company in real 
estate or leasehold before deducting the 
amount of any charges or liens thereon 

shall not exceed twenty-five per cent of the 
book value of its total assets. 

(3) For the purposes of subparagraph 
(1) (b )(ii), the book value of the residen
tial property therein described shall be the 
value thereof before deducting the amount 
of any liens or charges thereon. 

112. (I) Where a mortgage investment 
company fails to comply with any of the 
requirements on this Part, the Minister may 
withdraw its designation as a mortgage in
vestment company or refuse to designate it 
as a mortgage investment company on a 
renewal of its licence under section 69. 

(2) A company that has been designated 
in its licence as a mortgage investment 
company may, with the prior approval of 
its shareholders obtained at a regular or 
special meeting of shareholders, apply to 
the Minister to have the designation with
drawn; and the Minister shall thereupon re
move the designation from its licence imme
diately or with effect at a stated future day. 

(3) This Part ceases to apply to a loan 
company with effect from the day the com
pany ceases to be designated as a mortgage 
investment company." 

INCOME TAX STATUS OF 

MORTGAGE INVESTMENT COMPANIES 

18. (1) The Income Tax Act is amended 
by adding thereto, immediately after sec
tion 130 thereof, the following heading and 
section: 

"Mortgage Investment 
Corporations 

130.1 (1) In computing the income for 
a taxation year of a corporation that was, 
throughout the year, a mortgage investment 
corporation, 

(a) there may be deducted the aggregate 
of 

(i) all taxable dividends, other than 
capital gains dividends, paid by the 

Dividend 
equated 
to bond 
interest 

~ff~t~:~~n 
lion (2) 

corporation during the year or within 
90 days after the end of the year (nol 
exceeding the amount by which the 
taxable income of the corporation for 
the year, determined without regard to 
the provisions of this paragraph, ex
ceeds the taxed capital gains of the 
corporation for the year), and 
Oi) 1/2 of all capital gains dividends 
paid by the corporation during the 
year or within 90 days after the end of 
the year, 

to the extent that such dividends were nol 
deductible by the corporation in comput
ing its income for the preceding year; 
and 
(b) no deduction may be made under 
section 112 in respect of taxable divi
dends received by it from other corpora
tions. 

(2) For the purposes of this Act, any 
amount received from a mortgage invest
ment corporation by a shareholder of the 
corporation as or on account of a taxable 
dividend, other than a capital gains divi
dend, shall be deemed to have been re
ceived by the shareholder as interest payable 
on a bond issued by the corporation after 
1971. 

(3) Subsection (2) applies where the 
taxable dividend (other than a capital gains 
dividend) therein desrcibed was paid during 
a taxation year throughout which the pay
ing corporation was a mortgage investment 
corporation or within 90 days thereafter. 

Clause 18(1) would make provision in the Income 
Tax Act to permit income of mortgage investment 
corporations, as defined in the proposed subsection 
130.1 (6), to flow through the mortgage investment 
corporation for taxation in the hands of the share
holders. 

Electing 
capital gains 
dividend 

( 4) Where at any particular time during 
the period commencing 91 days after the 
commencement of a taxation year of a cor
poration that was, throughout the year, a 
mortgage investment corporation and end
ing 90 days after the end of the year, a divi
dend is paid by the corporation to share
holders of the corporation, if the corporation 
so elects in respect of the full amount of 
the dividend, in prescribed manner and pre
scribed form and at or before the particular 
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time or the first day on which any part of 
the dividend was paid if that day is earlier 
than the particular time, 

(a) the dividend shall be deemed to be 
a capital gains dividend to the extent that 
it does not exceed 

(i) 2 times the taxed capital gains of 
the corporation for the year 

minus 
(ii) such part, if any, of each divi
dend paid by the corporation during 
the period and before the particular 
time as is deemed by this subsection 
to be a capital gains dividend; and 

(b) notwithstanding anything in this Act, 
any amount received by a taxpayer in a 
taxation year as or on account of the 
dividend shall not be included in com
puting his income for the year as income 
from a share of the capital stock of the 
corporation, but shall be deemed to be a 
capital gain of the taxpayer for the year 
from the disposition of capital property. 

(5) Notwithstanding any other provision 
of this Act, a mortgage investment corpora
tion shall be deemed to be a public corpora
tion. 

(6) For the purposes of this section, a 
corporation is a mortgage investment cor
poration throughout a taxation year if, 
throughout the year, 

(a) it was a Canadian corporation; 
(b) its only undertaking was the invest
ing of funds of the corporation and it did 
not manage or develop any real prop
erty; 
(c) none of the property of the corpora
tion consisted of 

(i) debts owing to the corporation that 
were secured on real property situated 
outside Canada, 
(ii) debts owing to the corporation by 
non-resident persons, except any such 
debts that were secured on real prop
erty situated in Canada: 
(iii) shares of the capital stock of cor
porations not resident in Canada; or 
(iv) real property situated outside 
Canada, or any leasehold interest in 
such property; 

(d) subject to subsections (7) and (8), 

the number of shareholders of the cor
poration was not less than 100 and no 
one shareholder held more than 25 % of 
the issued shares of the capital stock of 
the corporation; 
(e) the cost amount to the corporation 
of such of its property as consisted of 

(i) debts owing to the corporation that 
were secured 

(A) on real property situated in 
Canada,and 
(B) by mortgages or hypothecs in 
which, under section 60 of the Loan 
Companies Act, loan companies 
may invest their funds, 

(ii) real property situated in Canada, 
including leasehold interests in such 
property, and 
(iii) bonds of or guaranteed by the 
Government of Canada or a province, 

plus the amount of any money of the cor
poration, including deposits standing to 
the corporation's credit in the records of 

(iv) a bank or other corporation any 
of whose deposits are insured by the 
Canada Deposit Insurance Corpora
tion or the Quebec Deposit Insurance 
Board, or 
(v) a credit union, within the meaning 
assigned by subsection 137 ( 6 ) , 

was at least 85 % of the cost amount to 
it of all of its property; 

(f) the cost amount to the corporation 
of such of its property as consisted of 

(i) debts owing to the corporation that 
were secured on residential property, 
as defined in the Residential Mortgage 
Financing Act, whether by mortgages 
or hypothecs or in any other manner, 
(ii) residential property as defined in 
the Residential Mortgage Financing 
Act, and 
(iii) amounts of any deposits standing 
to the corporation's credit in the 
records of 

(A) a bank or other corporation 
any of whose deposits are insured 
by the Canada Deposit Insurance 
Corporation or the Quebec Deposit 
Insurance Board, or 
(B) a credit union within the mean
ing assigned by subsection 137 ( 6) , 
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plus the amount of any money of the cor
poration was at least 66% % of the cost 
amount to it of all of its property, and 
the cost amount to the corporation of the 
total of its property described in sub
paragraphs (i) and (iii) plus the amount 
of any money of the corporation was at 
least 40% of the cost amount to it of all 
its property; 
(g) the cost amount to the corporation 
of all real property of the corporation, 
including leasehold interests in such prop
erty, (except real property acquired by 
the corporation by foreclosure or other
wise after default made on a mortgage, 
hypothec or agreement of sale of real 
property) did not exceed 25 % of the 
cost amount to it of all of its property; 
and 
(h) at no time in the year did its liabili
ties exceed 3 times the amount by which 
the cost amount to it of all of its prop
erty exceeded its liabilities. 

(7) For the purposes of paragraph 
(6)( d), a trust governed by a registered 
pension plan or deferred profit sharing plan 
by which shares of the capital stock of a 
mortgage investment corporation are held 
shall be counted as 20 shareholders of the 
corporation, and a trust governed by a 
registered retirement savings plan by which 
shares of the capital stock of a mortgage 
investment corporation are held shall be 
counted as one shareholder thereof; but for 
the purpose of calculating the limitation on 
the holding of shares of the capital stock of 
a mortgage investment corporation by a 
trust governed by a registered pension plan 
or deferred profit sharing plan, the trust 
shall be counted as one shareholder. 

(8) For the purposes of subsection (6), 
a mortgage investment corporation that was 
incorporated after the commencement of 
this section shall be deemed to have com
plied with paragraph (6)( d) throughout 
the first taxation year of the corporation if 
it complied with that paragraph on the last 
day of that taxation year. 

(9) In this section, 
(a) "liabilities" of a corporation at any 
particular time means the aggregate of 
all debts owing by the corporation and 

"Taxed 
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all other obligations of the corporation 
to pay an amount that were outstanding 
at that time; and 
(b) "taxed capital gains" has the mean
ing assigned by paragraph 130(3) (b)." 

(2) Subsection (1) is applicable to any 
taxation year of a mortgage investment cor
poration commencing after 1971. 

(3) Subsection 184(2) and subsections 
185 (1) and (2) of the Income Tax Act are 
repealed and the following substituted there
for: 

"(2) Where a corporation has elected 
in accordance with subsection 83 (2), 
130.1 (3) or 131 (1) in respect of the 
full amount of any dividend payable by 
it on shares of any class of its capital 
stock and the full.amount of the dividend 
exceeds the portion thereof deemed by 
that subsection to be a capital dividend 
or a capital gains dividend, as the case 
may be, the corporation shall, at the time 
of the election, pay a tax under this Part 
equal to 
(a) where the corporation has elected in 
accordance with subsection 83 (2), the 
amount of the excess, 
(b) where the corporation has elected in 
accordance with subsection 130.1 (3), 
3/4 of the excess, and 
(c) where the corporation has elected in 
accordance with subsection 131 (1), 1/3 
of the excess. 

185. (1) The Minister shall, with all due 
dispatch, examine each election made by a 
corporation in accordance with subsection 
83(1) or (2), 130.1(3) or 131(1), as the 
case may be, assess the tax payable under 
this Part, if any, in respect of the election, 
and send a notice of assessment to the 
corporation. 

(2) Where an election has been made 
by a corporation in accordance with sub
section 83(1) or (2),130.1(3) or 131(1), 
as the case may be, the corporation shall 
within 30 days from the day of the mailing 
of the notice of assessment under this Part 
in respect of the election, pay to the Re
ceiver General of Canada the portion of 
the assessed tax and penalties then remain
ing unpaid whether or not an objection to 



Tax on 
dividends 

or appeal from the assessment is outstand
ing and shall, in addition, pay interest on 
that portion at a prescribed rate per annum 
from the day of the election until the day 
of payment whether or not it was paid with
in the period of 30 days." 

(4) Subsection 212(2) of the Income 
Tax Act is repealed and the following sub
stituted therefor: 

"(2) Every non-resident person shall 
pay an income tax of 25 % on every 
amount that a corporation resident in 
Canada pays or credits, or is deemed by 
Part I to payor credit, to him as, on 
account or in lieu of payment of, or in 
satisfaction of a taxable dividend (other 
than a capital gains dividend within the 
meaning assigned by subsection 130.1 
(4),131(1) or 133(7.1)) or a capital 
dividend." 

Clause 17 would recognize the mortgage investment 
company as a special kind of federal loan company. 

Clause 18(4): Subsection 212(2) at present reads as 
follows: 

"(2) Every non-resident person shall pay an income tax of 25% on 
every amount that a corporation resident in Canada pays or credits, 
or is deemed by Part I to payor credit, to him as, on account or in 
Heu of payment of, or in satisfaction of a t.axable dividend (other 
than a capital gains dividend within the meamng assigned by subsec
tion 131 (1) or 133(7.1) or a capital dividend." 

Clause 18(3): Subsection 184(2) at present reads 
as follows: 

"(2) Where a corporation has elected in accordance with subsec
tion 83(2) or 131(1) in respect of the full amount of any dividend 
payable by it on shares of any class of its capital stock and the full 
amount of the dividend exceeds the portion thereof deemed by that 
subsection to be a capital dividend or a capital gains dividend, as the 
case may be, the corporation shall, at the time of the election, pay a 
tax under this Part equal to, 

(a) where the corporation has elected in accordance with subsec
tion 83(2), the amount of the excess, and 
(b) where the corporation has elected in accordance with subsec
tion 131 (1), 1/3 of the excess." 

Subsections 185 (1) and (2) at present read as fol
lows: 

"185. (1) The Minister shall, with all due dispatch, examine 
each election made by a corporation in accordance with subsec
tion 83(1) or (2) or subsection 131(1). as the case may be, assess 
the tax payable under this Part, if any, in respect of the election, 
and send a notice of assessment to the corporation. 

(2) Where an election has been made by a corporation in accord
ance with subsections 83(1) or (2), or subsection 131(1), as the case 
may be, the corporation shall, within 30 days from the day of the 
mailing of the notice of assessment under this Part in respect of the 
election, pay to the Receiver General of Canada the portion of the 
assessed tax and penalty then remaining unpaid whether or not an 
objection to or appeal from the assessment is outstanding and shall, 
in addition, pay interest on that portion at a prescribed rate per 
annum from the day of the election until the day of payment whether 
or not it was paid within the period of 30 days." 
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21-22 ELIZABETH II 

CHAPTER 49 

An Act to provide additional financing 
mechanisms and institutions for the 
residential mortgage market in Canada 

[Assented to 21st December, 1973] 

Her Majesty, by and with the advice and 
consent of the Senate and House of Com
mons of Canada, enacts as follows: 

SHORT TITLE 

1. This Act may be cited as the Residen
tial Mortgage Financing Act. 

INTERPRETATION 

2. (1) In this Act, 

"Corporation" means the Federal Mort
gage Exchange Corporation incorporated 
by section 4; 

"residential property" means a house or 
the property included within a housing 
project. 

(2) In this Act, the expressions "mort
gage", "house" and "housing project" have 
the same meanings as in the National 
Housing Act. 

PURPOSE OF ACT 

3. The purpose of this Act is to enhance 
the marketability of mortgages issued on 
residential properties in Canada and im
prove the effectiveness of the contribution 
of the private sector to the financing of 
housing in Canada. 

FEDERAL MORTGAGE EXCHANGE 

CORPORATION 

1ncorporation 

N:,c;rpora- 4. (1) Such persons, not exceeding ten 
in number, as may be designated by the 
Governor in Council together with such 
persons as are shareholders of the Corpora
tion from time to time are hereby incorpo
rated as a company with share capital to 
be known as the Federal Mortgage Ex
change Corporation. 

Subject to 
Loan 
Companies 
Act 

First 
directors 

Filling 
vacancies 

Objects 

Authorized 
capital 

Amount of 
subscription 

Commence
ment of 
business 

(2) Except as otherwise provided in this 
Act, the Corporation has all the powers, 
privileges and immunities conferred by, and 
is subject to all the limitations, liabilities 
and provisions of, the Loan Companies Act. 

5. (1) The persons designated by the 
Governor in Council under section 4 are the 
provisional directors of the Corporation. 

(2) If a provisional director dies, resigns 
or becomes incapable of carrying out his 
duties, the Governor in Council may desig
nate a person to replace him. 

Objects 

6. The objects of the Corporation are 
(a) to buy and sell mortgages that are 
secured on residential properties and 
eligible for investment under the Loan 
Companies Act; 

(b) to undertake to buy or sell mortgages 
described in pAragraph (a); and 
(c) to lend for periods not in excess of 
one year on the security of mortgages 
described in paragraph (a). 

Capitalization 

7. (1) The capital stock of the Corpora
tion shall be one hundred million dollars 
divided into shares having a par value of 
ten dollars each. 

(2) The amount to be subscribed before 
the provisional directors may call a general 
meeting of the shareholders shall be one 
million dollars. 

(3) The Corporation shall not commence 
business until one million dollars have been 
subscribed upon its capital stock and one 
hundred thousand dollars or more paid 
thereon. 

Head Office 

Head office 8. The head office of the Corporation 
shall initially be at such place within 
Canada as may be designated by the 
Governor in Council and thereafter at such 
place in Canada as the shareholders of the 
Corporation may determine by by-law. 
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Powers of Corporation 

9. (1) The Corporation may, as ancillary 
to its objects, exercise any or all of the 
following powers, namely: 

(a) the power to issue and allot fully 
paid-up shares of the Corporation in pay
ment or part payment for any property 
purchased or otherwise acquired by the 
Corporation; 

(b) the power to make deposits with and 
to buy and sell the short term debt 
obligations of 

(i) banks and other corporations any 
of whose deposits are insured by the 
Canada Deposit Insurance Corporation 
or the Quebec Deposit Insurance 
Board, and 
(ii) credit unions, within the meaning 
of subsection 137(6) of the Income 
Tax Act; 

(c) the power to invest its funds not 
otherwise being applied in the furtherance 
of its objects in investments authorized 
under subsection 60( 1) of the Loan Com
panies Act; and 
(d) the power to do all such other things 
as are incidental or conducive to the 
attainment of the objects and the exer
cise of the powers of the Corporation. 

(2) The aggregate of the sums of money 
borrowed by the Corporation and out
standing shall not at any time exceed three 
hundred million dollars or such greater 
amount as the Governor in Council may 
from time to time authorize. 

10. ( 1 ) The Government Companies 
Operation Act applies to the Corporation 
notwithstanding section 6 of that Act, and 
ceases to apply to the Corporation on the 
day that the Corporation is deleted from 
Schedule D to the Financial Administration 
Act. 

(2) The Corporation shall be included in 
Schedule D to the Financial Administration 
Act; and when less than fifty per cent of 
the issued and outstanding shares of the 
Corporation are held for the Government 
of Canada, the Corporation shall be deleted 
from Schedule D to that Act by order of 
the Governor in Council. 
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(3) The Corporation shall be deemed, 
for the purposes of the Crown Corporations 
(Provincial Taxes and Fees) Act, to be 
listed in the schedule to that Act during 
the period that the Government Companies 
Operation Act applies to the Corporation. 

(4) The Surplus Crown Assets Act does 
not apply to the Corporation. 

11. (1) The following provisions of the 
Loan Companies Act do not apply in re
spect of the Corporation, namely: sections 
14, 36, 37, 60, 60.1 and 60.2, paragraph 
60.3(1 )(c) and sections 61.1, 62, 65 and 
68. 

(2) During any period in which the 
Corporation is an agent of Her Majesty, 
pursuant to subsection 1 ° (1 ), the following 
provisions of the Loan Companies Act do 
not apply in respect of the Corporation, 
namely: sections 13, 18 and 32, paragraphs 
58(11)(b) and 58(12)(b), subsection 58 
(13) and sections 60.4, 69, 70, 71.1, 71.2 
and 72 to 75. 

( 3) When the Corporation ceases to be 
an agent of Her Majesty, section 13 of the 
Loan Companies Act applies in respect of 
the Corporation as if the Corporation had 
been incorporated on the day that it ceased 
to be an agent of Her Majesty. 

Federal Government Participation 

12. (1) The first offering of shares of 
the Corporation shall be made to the 
Government of Canada and the Minister of 
Finance shall subscribe for, purchase and 
hold those shares for the Government of 
Canada. 

(2) With the approval of the Governor 
in Council, the Minister of Finance may, 
from time to time, subscribe for, purchase 
and hold subsequent issues of shares of the 
capital stock of the Corporation for the 
Government of Canada. 

(3) Shares of the Corporation purchased 
for the Government of Canada shall be 
registered in the books of the Corporation 
in the name of Her Majesty in right of 
Canada as represented by the Minister of 
Finance and may be voted by the Minister 
of Finance or his authorized proxy on 
behalf of Her Majesty. 
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( 4) With the approval of the Governor 
in Council but subject to section 15, the 
Minister of Finance may, from time to 
time, dispose of any shares or securities of 
the Corporation held by Her Majesty in 
right of Canada and all proceeds received 
from any such disposition form part of the 
Consolidated Revenue Fund. 

(5) The total amount that the Govern
ment of Canada may have invested or be 
committed to invest in the shares of the 
Corporation shall not exceed fifty million 
dollars. 

13. (1) Subject to subsection (2), the 
Minister of Finance may, upon such terms 
and conditions as the Governor in Council 
may approve, make loans to the Corpora
tion and may acquire and hold securities 
of the Corporation as evidence thereof. 

(2) The total of all outstanding loans 
made under this section to the Corpora
tion shall not at any time exceed the sum 
of two hundred and twenty-five million 
dollars. 

(3) Notwithstanding the limit prescribed 
under subsection (2), the aggregate of all 
outstanding loans made under this section 
shaH not at any time exceed one hundred 
and fifty million dollars unless any excess 
over that amount is not greater than the ag
gregate of all outstanding loans obtained 
from sources other than the revenues of the 
Government of Canada or any agencies 
thereof. 

14. Subject to subsections 12(5) and 
13 (2), the Minister of Finance may au
thorize advances out of the Consolidated 
Revenue Fund for the purpose of acquiring 
shares of the Corporation or making loans 
to the Corporation. 

15. Until Parliament otherwise provides, 
the Corporation and the Minister of Finance 
shall ensure that more than fifty per cent of 
the issued and outstanding shares of the 
Corporation are held at all times for the 
Government of Canada. 

General 

16. (1) The debentures and other evi
dences of indebtedness of the Corporation 
are an authorized investment for the funds 

Trust 
assets 

Guaranteed 
trust 
money 

R.S. 
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Mortgage 
investment 
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of Part 
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of a corporation to which the Canadian and 
British Insurance Companies Act, the Loan 
Companies Act or the Trust Companies Act 
applies. 

(2) The debentures and other evidences 
of indebtedness of the Corporation in which 
a foreign insurance company or British in
surance company has invested its funds are 
eligible to be vested in trust in Canada by 
the foreign insurance company under the 
Foreign Insurance Companies Act or by the 
British insurance company under the Can
adian and British Insurance Companies Act. 

(3) For the purposes of subsection (1), 
the funds of a trust company are deemed to 
include the guaranteed trust money held by 
the trust company but an investment in the 
debentures or other evidences of indebted
ness of the Corporation is subject to any 
restrictions contained in the instrument cre
ating the trust. 

17. The Loan Companies Act is amended 
by adding thereto the following Part: 

"PART II 

Special Provisions Applicable to 
Mortgage Investment Companies 

101. (1) Where a loan company that 
is making an application under section 69 
for a licence or a loan company that holds 
a licence under section 69 to transact the 
business of a loan company requests that it 
be designated under that licence as a mort
gage investment company, the Minister may 
designate the company as a mortgage in
vestment company if the Minister is of the 
opinion that the company can comply with 
the requirements of this Part. 

(2) When a company is designated 
under subsection (l), it shall be known as 
a mortgage investment company and the 
provisions of this Part apply to that com
pany. 

102. (1) Notwithstanding section 68, 
the aggregate of the sums of money 
borrowed by a mortgage investment com
pany and outstanding shall not at any time 
exceed five times the excess of the book 
value of the assets of the company over its 
liabilities; but if at any particular time the 
book value of the assets of the company in 
the form of 
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(a) investments in mortgages or hypo
thecs on residential property as defined 
in the Residential Mortgage Financing 
Act or loans on the security of such 
property, and 
(b) cash on hand or on deposit in a 
bank or other depository approved by 
the Superintendent, 

is less than two-thirds of the book value 
of the assets of the company, the aggregate 
of the sums of money borrowed by the com
pany and outstanding shall not at that time 
exceed three times the excess of the book 
value of the assets of the company over its 
liabilities. 

(2) For the purpose of subsection (1), 
the principal amount of any charges or 
liens on the real estate or leaseholds of the 
mortgage investment company remaining 
unpaid shall be included in the computation 
of the sums of money borrowed by the 
company. 

103. (1) A mortgage investment com
pany may invest its funds in real estate 
or leaseholds in Canada for the production 
of income, either alone or jointly with any 
corporation incorporated in Canada or any 
person administering a trust governed by a 
registered pension plan or deferred profit 
sharing plan as those plans are defined in 
the Income Tax Act, if 

(a) a lease of the real estate or lease
hold is made to, or guaranteed by, 

(i) the government, or an agency of 
the government, of the province in 
which the real estate or leasehold is 
situated, a municipality in that prov
ince or an agency of such municipality, 
or 
(ii) a corporation, the preferred 
shares or common shares of which 
are, at the date of investment, au
thorized as investments by paragraph 
60(1)(d) or (e), or by those para
graphs as modified by section 60.1; 
and 

(b) the lease provides for a net revenue 
sufficient to yield a reasonable interest 
return during the period of the lease and 
to repay at least eighty-five per cent 
of the amount invested by the company 
in the real estate or leasehold within 

Idem 
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the period of the lease, but not exceeding 
thirty years from the date of investment; 

and the company may hold, maintain, im
prove, lease, sell or otherwise deal with or 
dispose of the real estate or leasehold. 

(2) A mortgage investment company 
may invest its funds in real estate or lease
holds in Canada for the production of in
come, either alone or jointly with any 
corporation incorporated in Canada or any 
person administering a trust governed by a 
registered pension plan or deferred profit 
sharing plan as those plans are defined in the 
Income Tax Act, if the real estate or lease
hold has produced, in each of the three years 
immediately preceding the date of invest
ment, net revenue in an amount that, if con
tinued in future years, would be sufficient to 
yield a reasonable interest return on the 
amount invested in the real estate or lease
hold and to repay at least eighty-five per 
cent of that amount within the remaining 
economic lifetime of the improvements to 
the real estate or leasehold but not exceed
ing forty years from the date of investment; 
and the company may hold, maintain, im
prove, repair, lease, sell or otherwise deal 
with or dispose of the real estate or lease
hold. 

(3) Paragraphs 60(1)(h) and (i) do 
not apply in respect of a company to which 
this section applies. 

104. (1) A mortgage investment com
pany may, subject to this section, make 
investments and loans not authorized by 
subsections 60( 1) to (4) or this Part, in
cluding investments in real estate or lease
holds. 

(2) Investments in real estate or lease
holds in Canada pursuant to subsection 
( 1) shall be made only for the production 
of income, and may be made either alone 
or jointly with any corporation incorporated 
in Canada or any person administering a 
trust governed by a registered pension plan 
or deferred profit sharing plan as those 
plans are defined in the Income Tax Act; 
and the company may hold, maintain, im
prove, repair, lease, sell or otherwise deal 
with or dispose of such real estate or lease
holds. 
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( 3) This section shall be deemed not to 
(a) enlarge the authority conferred by 
subsections 60(1) and (2) to invest in 
mortgages or hypothecs and to lend on 
the security of real estate or leaseholds; 
(b) affect the operation of paragraph 
60 ( 1) ( e) with reference to the maximum 
proportion of common shares and total 
shares of any corporation that may be 
purchased; or 
( c ) affect the operation of subsection 
60(3). 
(4) Subsection 60(5) does not apply in 

respect of a company to which subsection 
(1) applies but the total value of the in
vestments made under subsection (1) and 
held by the company, excluding those that 
are or at any time since acquisition have 
been authorjzed as investments apart from 
that subsection, shall not exceed seven per 
cent of the book value of the total assets 
of the company. 

(5) Section 65 does not apply in respect 
of a mortgage investment company. 

105. (1) Where a mortgage investmeht 
company has a contract with any corpora
tion or firm to obtain investment advice or 
management services therefrom, the number 
of directors of the mortgage investment 
company who are also directors or officers 
of the corporation or members or officers 
of the firm shall not exceed four or one
quarter of the number of directors of the 
mortgage investment company, whichever is 
the lesser. 

(2) Where a mortgage investment com
pany has a contract with any corporation 
or firm to obtain investment advice or man
agement services therefrom, 

(a) a director of the corporation, 
(b) a person or group of persons that 
is a substantial shareholder of the cor
poration, and 
( c ) a person who is an officer of the 
corporation or an officer or member of 
the firm 

shall be deemed, for the purposes of section 
60.3, to be a director, substantial share
holder or officer, as the case may be, of the 
mortgage investment company. 

(3) A mortgage investment company 
shall not purchase or otherwise acquire 
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assets from or sell or otherwise dispose 
of assets to any person or corporation if 
under section 60.3 it may not make a loan 
to such person or invest in such corpora
tion; but this provision does not apply in 
respect of 

(a) mortgages or hypothecs securing a 
loan insured under the National Housing 
Act; 
(b) mortgages or hypothecs securing a 
loan insured by a policy of mortgage in
surance issued by an insurance company 
registered under the Canadian and British 
Insurance Companies Act or the Foreign 
Insurance Companies Act; or 
(c) mortgages or hypothecs acquired not 
later than six months after the company 
became designated as a mortgage in
vestment company under section 101. 

106. (1) Notwithstanding any provision 
of Part I, a mortgage investment company 
shall so manage its affairs that the aggregate 
of 

(a) all repayments of principal on mort
gages or hypothecs held by it and reason
ably expected to be received within the 
year, 
(b) amounts maturing on its other in
vestments within the year, 
(c) such amount of credit from char
tered banks in Canada as is acquired in 
accordance with conditions imposed by 
the Superintendent, and 
(d) cash on hand or on deposit in a 
bank or other depository approved by 
the Superintendent 

shall at all times be equal to or in excess 
of the aggregate of the sum of all mortgage 
commitments made by it and falling due 
within the year and the amount of all debt 
instruments issued by it and maturing within 
the year. 

(2) In this section, the expression 
"within the year" means the twelve-month 
period following the month in which the 
calculation is made. 

107. A mortgage investment company 
shall not carryon its undertaking in any 
country other than Canada. 
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108. (1) Notwithstanding any provIsion 
of the Canadian and British Insurance 
Companies Act, the Trust Companies Act 
or Part I of this Act, the shares of the capi
tal stock of a mortgage investment company 
are an eligible investment for the funds of 
insurance companies, trust companies and 
other loan companies governed respectively 
by those Acts, but 

(a) the proportion of the funds of those 
companies that may be invested at any 
one time in the common shares of cor
porations, and 

(b) the proportion of the shares of any 
corporation that may be purchased by 
those companies, 

under the requirements of the Acts gov
erning those companies, are not increased 
by this provision. 

(2) For the purposes of subsection (1), 
the funds of a trust company are deemed 
to include the guaranteed trust money held 
by the trust company but an investment of 
guaranteed trust money in the shares of a 
mortgage investment company is subject to 
any restrictions contained in the instrument 
creating the trust. 

109. (1) Notwithstanding any provIsion 
of the Canadian and British Insurance Com
panies Act, the Trust Companies Act or 
Part I of this Act, the debentures or other 
evidences of indebtedness of a mortgage in
vestment company are an eligible investment 
for the funds of insurance companies, trust 
companies and other loan companies gov
erned respectively by those Acts; but the 
limit on the amount of the investments of 
those companies in the bonds, debentures, 
stocks or other securities of a corporation 
under the requirements of the Acts govern
ing those companies is not increased by this 
provision. 

(2) For the purposes of subsection (1), 
the funds of a trust company are deemed to 
include the guaranteed trust money held by 
the trust company' but an investment of 
guaranteed trust money in the debentures or 
other evidences of indebtedness of a mort
gage investment company is subject to any 
restrictions contained in the instrument 
creating the trust. 
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110. (1) Notwithstanding any provIsion 
of the Canadian and British Insurance Com
panies Act, 

(a) shares of the capital stock of a mort
gage investment company, and 
(b) debentures or other evidences of in
debtedness of a mortgage investment com
pany 

in which a British company has invested its 
funds are eligible to be vested in trust in 
Canada for the purposes of that Act; but the 
limit on the total accepted value of common 
shares that may be vested in trust by the 
company is not increased by this provision. 

(2) Nothwithstanding any provision of 
the Foreign Insurance Companies Act, 

(a) shares of the capital stock of a mort
gage investment company, and 
(b) debentures or other evidences of in
debtedness of a mortgage investment com
pany 

in which a foreign insurance company has 
invested its funds are eligible to be vested in 
trust in Canada for the purposes of that Act; 
but the limit on the total accepted value of 
common shares that may be vested in trust 
by the company is not increased by this pro 
vision. 

111. (1) Subject to subsection (2), a 
mortgage investment company shall have and 
maintain at least fifty per cent of the book 
value of its assets in one or more of the fol
lowing forms: 

(a) investments in mortgages or hypothecs 
on residential property as defined in the 
Residential Mortgage Financing Act or 
loans on the security of such property; 

and 
(b) cash on hand or on deposit in a 
bank or other depository approved by the 
Superintendent. 

(2) The total of 
(a) the book value of the investments of 
a mortgage investment company in shares 
of the capital stock of companies at least 
eighty-five per cent of whose assets are in 
the form of residential property as defined 
in the Residential Mortgage Financing 
Act, and 
(b) the book value of the investments of 
a mortgage investment company in real 
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estate or leaseholds before deducting the 
amount of any charges or liens thereon 
but excluding real estate or leaseholds 
acquired by the company by foreclosure 
or otherwise after default made on a 
mortgage, hypothec or agreement of sale 
in respect thereof, 

shall not exceed twenty-five per cent of the 
book value of its total assets. 

112. (1) Where a mortgage investment 
company fails to comply with any of the re
quirements of this Part, the Minister may 
withdraw its designation as a mortgage in
vestment company or refuse to designate it 
as a mortgage investment company on a re.
newal of its licence under section 69. 

(2) A company that has been designated 
in its licence as a mortgage investment com
pany may, with the prior approval of its 
shareholders obtained at a regular or special 
meeting of shareholders, apply to the 
Minister to have the designation withdrawn; 
and the Minister shall thereupon remove the 
designation from its licence immediately or 
with effect at a stated future day. 

(3) This Part ceases to apply to a loan 
company with effect from the day the com
pany ceases to be designated as a mortgage 
investment company." 

INCOME TAX STATUS OF 

MORTGAGE INVESTMENT COMPANIES 

18. (1) The Income Tax Act is amended 
by adding thereto, immediately after section 
130 thereof, the following heading and sec
tion: 

"Mortgage Investment 
Corporations 

130.1 (1) In computing the income for a 
taxation year of a corporation that was, 
throughout the year, a mortgage investment 
corporation, 

(a) there may be deducted the aggregate 
of 

(i) all taxable dividends, other than 
capital gains dividends, paid by the 
corporation during the year or within 
90 days after the end of the year (not 
exceeding the amount by which the 
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taxable income of the corporation for 
the year, determined without regard to 
the provisions of this paragraph, ex
ceeds the taxed capital gains of the cor
poration for the year) to the extent 
that such dividends were not deductible 
by the corporation in computing its in
come for the preceeding year, and 
(ii) 112 of all capital gains dividends 
paid by the corporation during the 
period commencing 91 days after the 
commencement of the year and ending 
90 days after the end of the year; and 

(b) no deduction may be made under 
section 112 in respect of taxable dividends 
received by it from other corporations. 

(2) For the purposes of this Act, any 
amount received from a mortgage invest
ment corporation by a shareholder of the 
corporation as or on account of a taxable 
dividend, other than a capital gains dividend, 
shall be deemed to have been received by 
the shareholder as interest payable on a bond 
issued by the corporation after 1971. 

(3) Subsection (2) applies where the tax
able dividend (other than a capital gains 
dividend) therein described was paid during 
a taxation year throughout which the paying 
corporation was a mortgage investment cor
poration or within 90 days thereafter. 

( 4) Where at any particular time during 
the period commencing 91 days after the 
commencement of a taxation year of a cor
poration that was, throughout the year, a 
mortgage investment corporation and ending 
90 days after the end of the year, a dividend 
is paid by the corporation to shareholders 
of the corporation, if the corporation so 
elects in respect of the full amount of the 
dividend, in prescribed manner and pre
scribed form and at or before the particular 
time or the first day on which any part of the 
dividend was paid if that day is earlier than 
the particular time, 

(a) the dividend shall be deemed to be a 
capital gains dividend to the extent that it 
does not exceed 

(i) 2 times the taxed capital gains of 
the corporation for the year 

minus 
(ii) such part, if any, of each dividend 
paid by the corporation during the 
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period and before the particular time 
as is deemed by this subsection to be a 
capital gains dividend; and 

(b) notwithstanding anything in this Act, 
any amount received by a taxpayer in a 
taxation year as or on account of the divi
dend shall not be included in computing 
his income for the year as income from a 
share of the capital stock of the corpora
tion, but shall be deemed to be a capital 
gain of the taxpayer for the year from the 
disposition of capital property. 

(5) Notwithstanding any other provision 
of this Act, a mortgage investment corpora
tion shall be deemed to be a public corpora
tion. 

(6) For the purposes of this section, a 
corporation is a mortgage investment cor
poration throughout a taxation year if, 
throughout the year, 

(a) it was a Canadian corporation; 

(b) its only undertaking was the investing 
of funds of the corporation and it did not 
manage or develop any real property; 

(c) none of the property of the corpora
tion consisted of 

(i) debts owing to the corporation that 
were secured on real property situated 
outside Canada, 
(ii) debts owing to the corporation by 
non-resident persons, except any such 
debts that were secured on real property 
situated in Canada, 
(iii) shares of the capital stock of cor
porations not resident in Canada; 
or 

(iv) real property situated outside Can
ada, or any leasehold interest in such 
property; 

(d) subject to subsections (7) and (8), 
the number of shareholders of the cor
poration was not less than twenty and no 
one shareholder held more than 25 % of 
the issued shares of the capital stock of 
the corporation; 
( e) any holders of preferred shares of the 
corporation had a right, after payment to 
them of their preferred dividends, and pay
ment of dividends in a like amount per 
share to the holders of the common shares 
of the corporation, to participate pari 
passu with the holders of the common 

How 
share~ 
holders 
counted 

shares in any further payment of divi
dends; 

(I) the cost amount to the corporation of 
such of its property as consisted of 

(i) debts owing to the corporation that 
were secured on residential property, 
as defined in the Residential Mortgage 
Financing Act, whether by mortgages 
or hypothecs or in any other manner, 
and 

(ii) amounts of any deposits standing 
to the corporation's credit in the records 
of 

(A) a bank or other corporation 
any of whose deposits are insured 
by the Canada Deposit Insurance 
Corporation or the Quebec Deposit 
Insurance Board, or 

(B) a credit union within the mean
ing assigned by subsection 137(6), 

plus the amount of any money of the 
corporation was at least 50% of the cost 
amount to it of all of its property; 

(g) the cost amount to the corporation of 
all real property of the corporation, in
cluding leasehold interests in such 
property, (except real property acquired 
by the corporation by foreclosure or 
otherwise after default made on a mort
gage, hypothec or agreement of sale of 
real property) did not exceed 25% of the 
cost amount to it of all of its property; 

(h) its liabilities did not exceed 3 times 
the amount by which the cost amount to 
it of all of its property exceeded its lia
bilities, where at any time in the year the 
cost amount to it of such of its property 
as consisted of property described in sub
paragraphs (I) (i) and (ii) plus the 
amount of any money of the corporation 
was less than 2/3 of the cost amount to it 
of all of its property; and 

(i) its liabilities did not exceed 5 times 
the amount by which the cost amount to 
it of all of its property exceeded its lia
bilities, where paragraph (h) is not ap
plicable. 

(7) For the purposes of paragraph 
(6) (d), a trust governed by a registered 
pension plan or deferred profit sharing plan 
by which shares of the capital stock of a 
corporation are held shall be counted as four 
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shareholders of the corporation, and a trust 
governed by a registered retirement savings 
plan by which shares of the capital stock of 
a corporation are held shall be counted as 
one shareholder thereof; but for the purpose 
of calculating the limitation on the holding 
of shares of the capital stock of a mortgage 
investment corporation by a trust governed 
by a registered pension plan or deferred 
profit sharing plan, the trust shall be counted 
as one shareholder. 

(8) For the purposes of subsection (6), 
a corporation that was incorporated after 
1971 shall be deemed to have complied with 
paragraph (6) (d) throughout the first taxa
tion year of the corporation in which it car
ried on business if it complied with that 
paragraph on the last day of that taxation 
year. 

(9) In this section, 
(a) "liabilities" of a corporation at any 
particular time means the aggregate of all 
debts owing by the corporation, and all 
other obligations of the corporation to pay 
an amount, that were outstanding at that 
time; and 
(b) "taxed capital gains" has the mean
ing assigned by paragraph 130 (3)(b)." 

(2) Subsection (1) is applicable to any 
taxation year of a mortgage investment cor
poration commencing after 1971. 

(3) Subsection 184(2) and subsections 
185(1) and (2) of the Income Tax Act are 
repealed and the following substituted there
for: 

"(2) Where a corporation has elected in 
accordance with subsection 83 (2), 130.1 (4) 
or 131 ( 1) in respect of the full amount of 
any dividend payable by it on shares of any 
class of its capital stock and the full amount 
of the dividend exceeds the portion thereof 
deemed by that subsection to be a capital 
dividend or a capital gains dividend, as the 
case may be, the corporation shall, at the 
time of the election, pay a tax under this 
Part equal to 

(a) where the corporation has elected in 
accordance with subsection 83 (2), the 
amount of the excess; 
(b) where the corporation has elected in 
accordance with subsection 130.1 (4), 
3/4 of the excess; and 

(c) where the corporation has elected in 
accordance wJth subsection 131 (1), 113 
of the excess. 

~s~~~ment 185. (1) The Minister shaH, with all due 

Payment of 
tax and 
interest 

Tax on 
di.vidends 

dispatch, examine each election made by a 
corporation in accordance with subsection 
83 (1) or (2), 130.1 (4) or 131 (1 ), as the 
case may be, assess the tax payable under 
this Part, if any, in respect of the election 
and send a notice of assessment to the cor-
poration. 

(2) Where an election has been made by 
a corporation in accordance with subsection 
83 (1) or (2), 130.1 (4) or 131 (1), as the 
case may be, the corporation shall, within 30 
days from the day of the mailing of the 
notice of assessment under this Part in re
spect of the election, pay to the Receiver 
General of Canada the portion of the as
sessed tax and penalties then remaining un
paid whether or not an objection to or ap
peal from the assessment is outstanding and 
shall, in addition, pay interest on that por
tion at a prescribed rate per annum from the 
day of the election until the day of payment 
whether or not it was paid within the period 
of 30 days." 

(4) Subsection 212(2) of the Income 
Tax Act is repealed and the following sub
stituted therefor: 

"(2) Every non-resident person shall pay 
an income tax of 25 % on every amount that 
a corporation resident in Canada pays or 
credits, or is deemed by Part I to payor 
credit, to him as, on account or in lieu of 
payment of, or in satisfaction of a taxable 
dividend (other than a capital gains dividend 
within the meaning assigned by subsection 
130.1(4),131(1) or 133(7.1» or a capi
tal dividend." 
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Ontario Securities Commission 
Weekly Summary 

Week Ending 31st August 1972 

THE WEEKLY SUMMARY FOR THIS WEEK CONSISTS OF THREE PARTS. IN AD

DITION TO PARTS A AND B THERE IS A PART C SUPPLEMENT, THAT IS NEW 

ONTARIO POLICY NO. 3-25, DEALING WITH REAL ESTATE INVESTMENT 

TRUSTS AND PARTNERSHIPS. THE POLICY HAS AN EXPLANATORY INTRODUC

TION ATTACHED TO IT AND BOTH SHOULD BE PUT INTO YOUR POLICY MAN

UALS. 

RE: POLICY 3-25: MORTGAGE AND REAL ESTATE INVESTMENT TRUSTS 

AND PARTNERSHIPS: TRUSTS GENERALLY 

Appended to this Summary is Policy 3-25 dealing with the subject of mort
gage and real estate investment trusts and partnerships in particular and 
the trust form of issuer in general. This Policy will be applied to all filings 
of this type until amended, repealed or superseded by regulations or legis
lation. 

It would not have been possible to publish the Policy in its present form 
had it not been for the substantial assistance given by the more than fifty 
individuals, firms, associations and corporations who submitted briefs and 
comments at our invitation. The Commission is grateful for this assistance. 

The Policy, as published, should not be considered final and definitive 
in all of its terms. A continuing study of its impact will continue with a 
view to amendments. While the substance as well as the form of this Policy 
benefited from the comments received, there were certain areas in which we 
felt that, the burden of comment notwithstanding, the public interest de
manded a higher standard of protection. The securities contemplated will be 
offered to the small investor as well as the sophisticated institutional investor. 

The kinds of investments contemplated for these issuers included sophisti
cated lending transactions involving or secured to a lesser or greater extent 
by real estate. The management and its advisers require special skills and 
judgement beyond those required for conventional mortgage transactions. 
The issuer must be well capitalised to ensure flexibility and to provide 
greater safety should an investment prove abortive. It must have expert 
advice and management who retain a continuing and substantial interest 
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in the success of the venture. Because of the potential for conflict, so far as 
is possible, the ultimate responsibility for investment decisions will rest with 
the independent trustees. 

The Commission was unable to concur in the suggestion that there might 
be co-advisers, each with perhaps a different character or advising in differ
ent areas. We concluded that this diluted responsibility and was unaccept
able. The adviser is free (at its own expense) to seek outside assistance in 
rendering advice within the framework required by the Policy. The question 
as to whether it was necessary to have an outside adviser under all circum
stances was discussed but not resolved. Within the time parameters the 
Commission had set for producing this initial Policy, it was not possible to 
produce an alternative, which would permit the issuer to be without an 
adviser. Conceptually, through the use of employment contracts, a mini
mum escrowed investment by each of the management group coupled with 
the necessary standards of expertise it would be possible to frame a system 
under which the trustees or an investment committee would be responsible 
for investments without the necessity of an outside adviser-manager. 

Real or potential conflicts of interest are of great concern to both the 
issuer and the adviser. Bill 154, the new Securities Act, deals with this 
question in relation to mutual funds by requiring that both the issuer and 
the adviser-management obtain registration. A new kind of reporting, as 
well as a specific provision for liability for conflict of interest situations is 
dealt with in that Bill under the heading "self dealing". These provisions are 
readily adaptable for the kinds of issuer and adviser dealt with in this Policy. 

NOTE: THE POLICY DOES NOT SUPERSEDE OR ABROGATE THE REQUIREMENTS 

OF THE LOAN AND TRUST CORPORATIONS ACT OR THE RESTRICTIONS IN SEC

TION 3(2) OF THE BUSINESS CORPORATIONS ACT. A FILING CANNOT BE AC

CEPTED WHICH IS IN CONFLICT WITH THE REQUIREMENTS OF THESE OR ANY 

OTHER ACTS. 
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MORTGAGE AND REAL ESTATE INVESTMENT 

TRUSTS AND PARTNERSHIPS 

Introduction: Background ot Policy 

Corporations wishing to raise money from the public either by way of a 
loan or through the sale of equity securities for the purpose of lending 
money on the security of real estate or investing money in mortgages, 
charges or hypothecs upon real estate have been required to obtain regis
tration as "loan corporations" under The Loan and Trust Corporations Act, 
R. S. O. 1970, c. 254. Section 3 (2) of The Business Corporations Act, 
R. S. O. 1970, c. 53 permits the incorporation of a corporation whose only 
purpose is to lend and invest money on mortgage of real estate or otherwise 
provided the number of shareholders, exclusive of employees, is limited to 
five coupled with a prohibition on such corporations issuing debt obligations 
excepting to shareholders or borrowing money on the security of its prop
erty, except from shareholders, or from receiving money on deposit or offer
ing its securities to the public. This latter type of company is, on occasion, 
the wholly owned subsidiary of a public company. The legislation was re
viewed in depth by the Court of Appeal in Sidmay Ltd. et al. v. Whettam 
Investments Ltd. (1967) 1 O.R. 508. 

Section 147 of The Loan and Trust Corporations Act prohibits any per
son, partnership, organization, society, association, company or corporation 
not registered under that Act or The Insurance Act from using in Ontario 
a name that includes any of the words "Loan", "Mortgage", "Trust", 
"Trusts" or "Guarantee", in combination or connection with any of the 
words "Corporation", "Company", "Association" or "Society", or "Limited", 
or "Incorporated" or any abbreviations in combination or connection with 
any similar collective terms or assuming or using in Ontario any similar 
name, or any name or combination of names that is likely to deceive or 
mislead the public. 

Against this background the desire to sponsor issuers who will obtain 
funds from the public which in turn would be invested in mortgages and 
other interests in real estate was promoted by the success of the Real Estate 
Investment Trusts (REIT) and Mortgage Investment Trusts (MIT) in the 
United States. This trust or partnership form for what is in reality a mort
gage finance vehicle is apparently as attractive in Canada as it has been in 
the United States, because most of the income generated in a particular tax 
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year may be paid out directly to the security holders without being taxed 
in the hands of the issuer. 

It has been proposed that the general public be asked to participate in 
a mortgage finance vehicle which in turn proposes investing the money raised 
through the sale of equity securities or debt securities primarily in mortgages, 
some of which may be in conventional first mortgages and some of which 
may be in sophisticated types of loans requiring substantial expertise and 
judgement. While such loans may be secured in whole or in part by under
lying real estate, in some cases they will be virtually unsecured and in others 
the security or asset coverage will be substantially below that considered 
acceptable for a registered loan company. The United States experience 
leads the Commission to conclude that with strong sponsorship, professional 
management, adequate standards and clear disclosure as to the nature of 
the investment and its risks, the public interest would be properly protected. 

Section 61 of The Securities Act, R.S.O. 1970, c. 426, and Part VIII of 
the regulations provide special requirements for "finance companies". The 
proposed mortgage finance vehicles are and will be declared to be "finance 
companies" under the regulations. There already exists a special form of 
financial disclosure for real estate vehicles with a portfolio of mortgages and 
other interests in real estate. If an issuer wishes to raise money through a 
general offering of its securities, it must file a preliminary prospectus and 
prospectus under section 35 and obtain a receipt for that prospectus. Under 
Section 61 ( 1) the Director has discretion in a proper case to refuse to issue 
such a receipt. 

The Commission, having concluded that the public interest would be 
served by providing standards against which a mortgage finance issuer might 
be measured, has developed this set of policy guide lines to assist proposed 
issuers) their advisers, and the public. 

Limits of the Policy 

This policy is directed to unincorporated issuers who propose acting as a 
closed end mortgage finance vehicle engaged in investing money raised from 
the public in loans directed to or upon the security of particular real estate. 
The policy is not intended primarily to regulate issuers proposing to raise 
funds for the purpose of developing and managing a specific real estate 
project such as a shopping centre or hotel. Where the trust or partnership 
form is used the Director may find it helpful, however, in measuring issuers 
raising money for the purpose of acquiring and managing income producing 
real estate. 

Where a corporate issuer is being used substantially as a" "flow through" 
vehicle in order to avoid the registration requirements of The Loan and 
Trust Corporations Act, the Director may also find this policy a useful 
guide. This policy does not apply to mortgage lending corporations subject to 
the registration requirements of The Loan and Trust Corporations Act. 

THE PROPOSED ISSUERS MUST BE CLEARLY IDENTIFIED SO AS NOT TO BE CON

FUSED WITH LOAN CORPORATIONS REQUIRED TO BE DIRECTLY SUPERVISED 

BY THE REGISTRAR OF LOAN AND TRUST CORPORATIONS UNDER THAT LEGIS-
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LATION. ATTENTION IS ONCE AGAIN DIRECTED TO SECTION 147 OF THE LOAN 

AND TRUST CORPORATIONS ACT. 

Applicability of Policy to all Trusts and Partnerships 

Since it is anticipated that because of the "flow through" income tax treat
ment the unit trust or partnership form may become more popular as a 
financing vehicle for purposes other than mortgage financing, the Com
mission has requested the Director to apply to such vehicles some of the 
requirements of this policy such as those relating to the standard of care 
for trustees and officers, the rights of unit holders, and the maintenance of 
records. These standards are substantially those required under the Ontario 
Business Corporations Act. 

MORTGAGE AND REAL ESTATE 
INVESTMENT TRUSTS AND PARTNERSHIPS 

It is suggested that the following conditions should be present so far as may 
be in the Declaration of Trust or other originating (constating) documents 
before the Director issues a receipt as required by Section 35 of The Securi
ties Act. 

Definitions 

In construing terms reference should be made to the definitions contained in 
The Securities Act and its regulations, except as defined below. 

"ADVISER" - means any person or company appointed, employed or con
tracted with by the issuer under which advisory and administrative services 
are provided to the issuer. 

"AFFILIATE" - means an "insider" or "associate", including affiliated, con
trolled and subsidiary companies, as defined from time to time in The 
Securities Act. 

"APPRAISAL" - means a determination of the fair market value, as of the 
date of appraisal, of real property in its existing state by a bank, trust com
pany, loan company or insurance company or other person or company 
which makes appraisals in connection with lending or servicing activities 
who in the judgement of the trustees is properly qualified to make such a 
determination. 

"DEBT" - means the aggregate borrowings of the issuer, whether convertible 
or not, secured or unsecured, subordinated or unsubordinated, to which is 
added an amount equal to the amount which it would be necessary to borrow 
if the issuer were called upon to advance or pay money to meet existing 
contractual commitments; provided that there may be excluded to the extent 
permitted by the Director guarantees of the indebtedness of a company to 
the extent that proceeds thereof were made ,available to the issuer and obliga
tions of the issuer are pledged for such indebtedness. 

"DECLARATION OF TRUST" - shall include partnership agreements or other 
similar originating (constating) documents. 
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"EQUITY CAPITAL" - means the aggregate sum paid to the issuer for the 
units into which the beneficial interest in the issuer may from time to time 
be divided. 

"INVESTED ASSETS" - means the total assets under management or adminis
tration at cost before deducting accumulated depreciation but less cash, cash 
items and short term marketable securities, calculated at least quarterly on 
a basis consistently applied. 

"MORTGAGES" - means mortgages, charges, hypothecs, deeds or trust or 
other security interests in real property, or on rights or interest, including, 
without limitation, leaseholds, air rights and condominiums, in real property, 
used to secure or collateralize notes, debentures, bonds and other evidences 
of indebtedness or obligations, which are negotiable or not negotiable. 

"NET ASSETS" - means the total invested assets at cost before deducting 
accumulated depreciation less the total liabilities, calculated at least quarterly 
on a basis consistently applied. 

"REAL PROPERTY" - means land, rights in land (including leasehold inter
ests as lessee or lessor), and any buildings, structures, improvements and 
fixtures located on or used in connection with land and rights in land, or 
interest therein, but does not include mortgages or interests therein. 

"TRUSTEES" - means trustees of a trust, managing partners, the executive 
committee or managing committee of a partnership, or the equivalent for 
other forms of unincorporated associations. 

A The Issuer: Capital 

(1) The equity capital of the issuer shall not be less than $5,000,000. 
(2) The beneficial interest in the assets shall be divided into equal units 

and no unit shall be issued unless fully paid for. 
(3) The units shall be of one class, without par value, shall not be redeemed 

or repurchased by the issuer, except for the partial repayment of capital 
not contrary to part K, paragraph 12, and shall have no preference, 
conversion or exchange rights. 

( 4) The units shall be registered and be as freely transferable as shares of 
a public offering company under the Ontario Business Corporations 
Act. 

(5) Each unit holder shall be entitled to receive a certificate, in such form 
as the trustees authorize, specifying the number of units held by such 
unit holder. 

(6) The nature of the unit holder's liability shall be clearly stated on the 
certificate issued to evidence ownership of units. 

(7) The units shall each be entitled to one vote. 
(8) Subject to approval by at least a majority of the votes cast at a meeting 

of unit holders called for that purpose, the trustees may from time to 
time cause the units to be subdivided or consolidated or, where a limit 
has been placed on the number of units authorized to be issued, in
crease the number of units authorized. 
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B Records and Transfer of Units 

( 1) The issuer shall keep such books and records as are necessary for the 
proper recording of its business transactions. 

(2) These records, so near as may be, should be in accordance with those 
required to be maintained by a corporation offering its securities to the 
public under the Ontario Business Corporations Act, and the security 
holders shall have access to such records to the same extent as though 
they were a shareholder or creditor of such an Ontario corporation. 

(3) The issuer shall furnish to any unit holder, upon written request, a copy 
of the declaration of trust. 

C Borrowings: Limit on Leverage 

(1) Subject to (2) the debt of the issuer shall not exceed three times the 
equity capital plus retained earnings and realized capital gains less 
deficit and capital losses whether realized or not. 

(2) When and so long as at least 50% of the book value of the total assets 
of the issuer consists of: 

(i) National Housing Act (N. H. A.) mortgages; 
(ii) Conventional first mortgage loans whose loan to appraised value of the 

real estate securing the loan ratio does not exceed 75%unless the ex
cess is insured by an insurance company registered under the Canadian 
and British Insurance Companies Act or the Foreign Insurance Com
panies Act; and 

(iii) Cash, cash items and obligations of Canadian municipal, provincial 
and federal governments and government agencies; 

in the discretion of the trustees the debt of the issuer may be increased so 
as not to exceed five times the equity capital plus retained earnings and 
realized capital gains, less deficit and capital losses whether realized or not 
of the issuer. 

D Head Office: Situs of the Issuer 

(1) The head office and the principal office and situs of administration of 
the issuer shall be in Ontario or in another Canadian province in 
which the law governing the matters referred to in paragraph D(2) is 
substantially identical to Ontario. 

(2) The rights of all parties and the validity, construction and effect of 
every provision shall be subject to and construed according to the laws 
of the Canadian province in which the head office is situate pursuant 
to paragraph D(1). 

E Trustees 

(1) Number of Trustees 
There shall be not less than seven trustees. 

(2) Election and Removal of Trustees 
They shall be elected and removed by the unit holders, so near as may 
be, in the same manner as directors under The Business Corporations 
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Act, provided that the majority of the trustees shall be Canadian citi
zens and resident in Canada. 

( 3) Experience 
The majority of the trustees shall have at least five years substantial 
experience in the real estate financing field and shall reflect experience 
consistent with the stated investment objectives of the trust. 

( 4) Independence 
The majority of the Trustees shall be independent of the adviser or its 
affiliates and at any meeting of the trustees the majority of the quorum 
shall be so independent. 

(5) Quorum 
Unless otherwise provided, a majority of the trustees or a majority of 
the members of the investment committee should constitute a quorum, 
but in no case should a quorum be less than two-fifths of the trustees 
or the members of the investment committee. 

(6) Investments and the Investment Committee 
(i) Prior to any investment or the making of any commitment for any 

investment or the assumption of any obligation it shall be approved 
by the trustees or the investment committee. 

(ii) Without derogating from the ultimate responsibility of the trustees to 
approve all investments, there may be an investment committee con
sisting of not less than three trustees, at least 75% of whom shall 
have had five years or more experience as set out in (3). 

(iii) In the investment committee the majority of those voting on an invest
ment decision shall be independent of the adviser. 

(iv) Subject to (i) above, where for any reason a member of the committee 
is disqualified from participating in a decision, any other independent 
trustee not already a member of the committee may be designated by 
the trustees to act as an alternate in such an event. 

(v) The investment committee may approve or reject all investments or 
dispositions of investments. 

(vi) Where an investment decision is made by the trustees as a whole and 
not by the committee, the majority of those voting shall be independent 
of the adviser and at least 75% shall have the experience set out in 
(3) . 

(7) Standard of Care and Duty 
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The standard of care and duties imposed upon trustees and officers of 
the issuer through the declaration of trust shall not be less than that 
imposed on the officers and directors of Ontario business corporations 
by statute and common law, and the declaration of trust shall include 
an undertaking to exercise the powers and discharge the duties of his 
office honestly, in good faith and in the best interests of the issuer, and 
in connection therewith to exercise that degree of care, diligence and 
skill that a reasonably prudent person of his experience would exercise 
in comparable circumstances. 



(8) Declaration of Interest: Abstaining from Voting 
Without limiting the generality of (7). 

(i) Where a transaction is being considered in which a trustee directly or 
indirectly has an interest, the trustee shall declare the nature and 
extent of his interest and shall not vote on the transaction. 

(ii) A trustee is deemed to have an interest where he is associated with or 
not independent of the adviser or an affiliate of the adviser and the 
transaction is one in which the adviser or any of its affiliates directly 
or indirectly has an interest or where the transaction is one in which 
the trustee or any of his affiliates directly or indirectly has an interest. 

(iii) Where a trustee has declared his interest he shall not be included in 
determining whether there is a quorum present to deal with the transac
tion. 

F Adviser: Management Company 

( 1) In General 
There shall be one adviser, the terms of whose appointment and em
ployment shall be detailed in a management contract. 

(2) Conflict of Interest: Self Dealing 
Subject to (4), neither the adviser nor any affiliate of the adviser shall 
engage in any business that would bring it in real or apparent conflict 
with the interests of the issuer. 

(3) Qualifications of Directors and Officers 
Subject to (4) the majority of the directors and officers of the adviser 
shall have had at least five years substantial experience in the real estate 
financing field and shall reflect experience consistent with the stated 
investment objectives of the trust, provided that the majority of direc
tors and officers of the adviser shall be Canadian citizens resident in 
Canada. 

( 4) Exemptions for Regulated Financial Institutions 
The requirements of (2) and (3) may be waived in whole or in part 
by the Director where the adviser is a well established federal or pro
vincial government supervised financial institution, e.g. a bank, insur
ance company, loan or trust company. 

(5) Responsibility of Adviser 
(a) The adviser shall be the management company and as such shall ad

minister the day-to-day affairs of the issuer. 
(b) Officers and directors of the adviser or of its affiliates may also be 

trustees and officers of the issuer. 
(c) The adviser shall use its best efforts to present and recommend continu

ing and suitable investments to the investment committee or trustees 
consistent with the investment policies and objectives of the issuer and 
to provide advice with respect to changes in the investment policies and 
objectives. 

(d) The adviser shall seek such investment for the issuer and conduct 
negotiations with prospective borrowers, developers, mortgage loan 
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brokers, real estate brokers and others who can furnish investments to 
the issuer and shall determine whether the loans and participations 
offered to the issuer are within the investment policies and objectives 
of the issuer. 

(e) The adviser shall furnish and supervise the performance of the clerical 
and administrative services necessary to the administration of the issuer, 
including the provision of office space and office equipment, personnel 
for the performance of such services, including property management, 
mortgage servicing, construction and development loan disbursements 
and other activities relating to the investment portfolio, the maintenance 
of books and records for the issuer, communication with shareholders, 
the receipt and disbursement of the assets of the issuer, including the 
servicing and payment of debt and mortgages and the payment of inter
est and dividends, and generally all matters relating to the obtaining 
and servicing of the assets of the issuer and the issuance, transfer and 
listing of the securities issued. 

(6) Fees and Expenses 
(a) The aggregate annual expenses of every character paid or incurred by 

the trust, excluding interest, taxes, expenses in connection with the 
issuance of securities, shareholder relations, and acquisition, operation, 
maintenance, protection and disposition of the real property of the 
issuer, excluding mortgages and loans but including advisory fees and 
mortgage servicing fees and all other expenses, shall not exceed the 
greater of: 

(i) 1l!2 % of the average net assets of the trust; or 
(ii) 25 % of the net income of the trust, excluding provision for deprecia

tion and excluding capital gains and losses and extraordinary income 
and expenses; 

but in no event shall aggregate annual expenses of every character paid 
or incurred by the trust without exclusion exceed 11/2 % of the total 
invested assets of the fund. 

(b) The adviser shall reimburse the trust at least annually for the amount 
by which the aggregate annual expenses paid or incurred by the trust 
as defined in (a) exceed the maximum. 

(7) Prohibition of Additional Fees 
With respect to loans transactions, whether secured or unsecured, the 
adviser or any of its affiliates shall receive no fees or benefits other than 
the advisory fees referred to in paragraph (6) above. 

(8) Term and Renewal of Contract 
(a) The initial advisory and management contract shall be for a term of 

not less than two years but not more than three years. 
(b) Subject to approval by the unit holders, the contract shall be renewed 

at least every two years and not more often than annually. 
(c) The issuer may terminate the contract, subject to the approval of the 

unit holders, upon not less than 60 days notice in writing. 
(d) The adviser may not terminate the contract during its term and shall 
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give the issuer at least six months notice of its intention not to renew 
the contract. 

(e) The termination or non-renewal of the contract shall not result in any 
penalty or other fee. 

G Minimum Capital: Issuer 

The equity capital of the issuer shall be not less than $5,000,000. 

H Minimum Capital: Investment of Adviser 

( 1) Minimum Capital 
The adviser shall have a net worth of not less than $2,000,000. 

(2) Investment in Issuer 
The adviser shall invest in the equity capital of the issuer to the extent 
of at least 5 % of the equity capital or $1,000,000, whichever is the 
greater, and in no event shall own directly or indirectly more than 35% 
of the equity capital of the issuer, provided the maximum investment 
required need not exceed $5,000,000. 

(3) Investment as part of Minimum Capital 
For the purpose of (1), the minimum investment made pursuant to 
(2) may be used in the calculation of the adviser's net worth. 

( 4) Escrow of Investment 
The adviser's minimum investment under (3) shall be placed in escrow 
with an independent trust company and no transfer or release of these 
units shall be made without the consent of the Commission. 

I Investment Policy 

(1) Fundamental Policy 
The fundamental investment policy should be clearly defined in the 
declaration of trust, fixing limits in general terms on the percentage of 
assets the trustees are empowered to invest in each type of investment, 
e.g. N. H. A. mortgages, conventional mortgages, construction mort
gage loans, wrap-around loans, standing loans, gap financing, purchase
leaseback financing, stand-by commitments and real estate equity in
vestments related to mortgage loans. 

(2) Maximum Single or Related Investments 
The issuer shall not invest more than 10% of the total book value of 
all the assets of the issuer in any single investment or related group of 
investments involving one property, development or developer and its 
affiliates. 

(3) Limit on Real Estate Investment 
Investments in real estate shall be confined to income producing real 
property and in the aggregate shall not exceed 20% of the total book 
value of all of the assets of the issuer. 

J Prohibitions and Restrictions 

( 1) Mining, Oil, Land Development 
The issuer shall not participate in mining, oil or like ventures or acquire 
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real property for development purposes (but not including development 
mortgage loans). 

(2) Real Estate or Mortgage Issuers 
The issuer shall not invest in other real estate or mortgage investment 
issuers, whether incorporated or unincorporated, but this shall not ex
clude the purchase of the equity of a company formed and operated 
only for the purpose of holding a particular income producing real 
estate property. 

(3) Canadian Investments 
Not more than 10% of the equity capital and debt raised in Canada 
shall be invested outside of Canada. 

( 4) Restrictions on Custody of Assets 
The property of the issuer shall be held in the names of the issuer, of 
the trustees or in the custody of a Canadian chartered bank or federal 
or provincial licenced trust company. 

(5) Change of Control of Adviser 
There shall be no change in the control of the adviser without the 
approval of the Commission and the Commission must be advised 
immediately there is a change of trustee or officer of the issuer or the 
adviser. 

(6) Use of Word "Shares" 
Equity securities issued by an unincorporated entity shall not be des
cribed as shares. 

(7) Investment in Adviser 
The issuer shall not loan money to or invest in the securities of the 
adviser. 

K Obligations of Issuer 

(1) As a "Finance Company" 
The issuer will be a "finance company" within the meaning of The 
Securities Act and its regulations and will be required to prepare and 
file the financial information required by Part XII of the Act and the 
finance company section, Part VHf, of the regulations. 

(2) Annual Meetings of Unit Holders 
The trustees shall convene meetings of unit holders after furnishing the 
information required so near as may be and to the same extent as 
though they were directors of a public offering company under The 
Business Corporations Act. 

(3) Rights of Creditors to Information 
A creditor is entitled to the information provided for in Part VIII of 
the regulations to The Securities Act. 

( 4) Special Meetings of Unit Holders 
Without limiting the generality of the foregoing, the trustees shall 
convene a meeting of the unit holders to consider and approve: 

(a) the renewal of or a material change in the advisory contract; 
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(b) a change of adviser; 
(c) any material change in the fundamental investment policy in the declara

tion of trust; or 
(d) a change of auditors. 

(5) Special Meetings: Requisition by Unit Holders 
Meetings of the unit holders may be called at any time by the trustees 
and shall be called by any trustee upon written request of unit holders 
holding in the aggregate not less than 20% of the units. 

(6) Approval by Unit Holders - Amendments to Declaration of Trust 
Material amendments to the declaration of trust or in the fundamental 
investment policies shall be approved by at least two-thirds of the votes 
cast at a meeting of unit holders called and held for that purpose, pro
vided that the trustees may amend for the following purposes: 

(i) adding any provisions for the purpose of protecting the unit holders; 
(ii) removing any conflicts or other inconsistencies which may exist be

tween any of the terms of the declaration of trust or other basic agree
ment and any provisions of any applicable law or regulation of the 
situs of the issuer, provided that the trustees shall be of the opinion 
that such amendments will not be prejudicial to the interests of the 
unit holders; and 

(iii) making any change or correction in the declaration of trust as to which 
the trustees shall have been advised by legal counsel that the same are 
typographical corrections or changes or are required for the purpose 
of curing or correcting any ambiguity or defective or inconsistent pro
visions or clerical omissions or mistake or manifest error contained 
therein. 

(7) Appointment of Inspector 
A meeting of the unit holders shall be called by any trustee upon the 
written request of unit holders holding in the aggregate not less than 
5 % of the units for the purpose of considering the appointment of an 
inspector to investigate whether the adviser has acted on a basis which 
is fair and reasonable to the issuer and such an inspector may be 
appointed by a resolution approved by the majority of the votes duly 
cast at the meeting held for that purpose. 

(8) Approval of Unit Holders - Generally 
In all cases not provided for in (6) or (7), the unit holders may, by 
resolution passed by a majority of the votes cast at a meeting duly called 
to consider the matter, approve any matter placed before them. 

(9) Insurance 
Trustees, officers or employees of the issuer and adviser shall be in
sured and bonded to the same extent as the officers and employees of 

trust companies administering comparable assets in Ontario. 

(10) Indemnification 
Trustees may be indemnified only to the same extent as directors may 
be indemnified under Section 147 of the Business Corporations Act. 
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(11) Appraisals 
The value of investments shall be established as follows: 

(a) Subject to (b) and (c), at the time of recommending the investment, 
the adviser must be satisfied as to the fair market value of the real estate 
which provides the security underlying the investment or in which the 
investment is to be made and where the investment is not based upon 
the underlying security but rather the continued development of the 
property, the adviser must be satisfied as to the reasonableness of the 
investment. 

(b) Where the adviser has or expects to obtain directly or indirectly an 
interest in the recommended transaction, apart from its fee as an 
adviser, it shall obtain an independent appraisal or opinion as the 
transaction may require. 

(c) In all cases where the proposed investment represents an amount 
equal to 5 % of the equity capital, an independent appraisal or opinion 
shall be obtained. 

(d) Appraisals shall not be required in the case of National Housing Act 
mortgages. 

(12) Trustees' Certificate 
(a) The trustees shall review the investments at least annually prior to the 

annual meeting for the purpose of determining whether the fair market 
value of the assets underlying a particular investment or of each real 
estate investment held by the trust is equal to or has fallen below the 
fair market value at the time of the investment and, in the case of out
standing loans, whether the security is still adequate. 

(b) The trustees shall prepare a statement prior to the annual meeting 
setting out in the aggregate, if material, the amount, if any, by which 
the security on each loan is in their opinion inadequate to secure the 
loan and the amount by which the fair market value of all real estate 
has fallen below the amount at which such real estate is carried on the 
books of the issuer and the statement shall be sent to each unit holder 
with the notice of the annual meeting. 

(13) Distribution of Assets 
The trustees or managing partners shall not make a distribution of 
assets by way of cash dividends or otherwise which would impair the 
ability of the issuer to repay loans or meet other commitments. 

L Liability of Unit Holders and Trustees 

(1) Disclosure on Unit Certificates 
The nature and extent of the potential liability of the unit holders 
personally to third parties must be clearly stated on each unit certifi
cate, as well as in every prospectus, listing statement, statement of 
material fact or similar document. 

(2) Limit on Indemnification of Trustees 
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(3) Contractual Limits on Liability 
As to any contract entered into by the trust, the declaration of trust 
must require that there be a term in each contract entered into by the 
issuer that the personal liability of the unit holders and trustees to third 
parties, including the adviser, shall be limited to their interest in the 
trust assets. 

M Prospectus Disclosure 

The following are illustrative of a number of the material matters dealt with 
in the previous sections which must be disclosed in the prospectus: 

( 1) The nature and extent of the potential personal liability of each unit 
holder shall be clearly disclosed and the supporting written legal opin
ions filed with the Commission. 

(2) The investment policy of the issuer must be defined. 

(3) Each of the classes of investment contemplated must be defined, includ
ing the nature of the risks involved. 

(4) Units of interest in the issuer shall not be called "shares". 

(5) The units shall be as freely transferable as shares under the Ontario 
Business Corporations Act, and their transferability shall be the subject 
of written legal opinion filed with the Commission. 

(6) The conflicts of interest or potential conflicts of interest between the 
adviser and the issuer should be set out together with the steps taken 
to avoid or minimize the potential of these conflicts. 
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Ontario Securities Commission 
Weekly Summary 

Week Ending 7th September, 1972 

THE WEEKLY SUMMARY FOT THIS WEE,K CONSISTS OF THREE PARTS. IN ADDI

TION TO THE USUAL PARTS A AND B, THERE IS A SUPPLEMENT "c" WHICH IS 

AN AMENDED PAGE 81 TO POLICY NUMBER 3-25 ISSUED BY THE COMMISSION 

ON 31ST AUGUST 1972. THIS NEW PAGE SHOULD BE SUBSTITUTED FOR THE 

PAGE 81 ISSUED 31ST AUGUST, 1972. 

ONTARIO POLICY NO. 3-25 

REAL ESTATE INVESTMENT TRUSTS AND PARTNERSHIPS 

THE CHANGES FOR EASY IDENTIFICATION HAVE BEEN UNDERLINED IN THE 

REPLACEMENT PAGE 81 AND REFER TO PARAGRAPH 6-Fees and Expenses
SUBPARAGRAPH (a) ONLY. 

IN THE FIRST PART OF THE SUBPARAGRAPH (a) THE WORDS "EXCLUDING 

MORTGAGES AND LOANS" IN THE 7TH AND 8TH LINES ARE DELETED AND THE 

WORDS "OTHER THAN MORTGAGES AND LOANS" SUBSTITUTED. 

IN THE SECOND BUT LAST LINE OF THE SAME SUBPARAGRAPH (a) THE 

WORDS "WITHOUT EXCLUSION" ARE DELETED AND THE WORDS "WITH THE 

EXCLUSIONS NOTED ABOVE" INSERTED BETWEEN THE WORDS "MUST" AND 

"EXCEED". 
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SUPPLEMENT "c" TO WEEKLY SUMMARY - SEPTEMBER 7TH, 1972 

REPLACEMENT PAGE 

matters relating to the obtaining and servicing of the assets of the 
issuance, transfer and listing of the securities issued. 

( 6) Fees and Expenses 
(a) The aggregate annual expenses of every character paid or incurred by 

the trust excluding interest, taxes, expenses in connection with the 
issuance of securities, shareholder relations, and acquisition, operation, 
maintenance, protection and disposition of the real property of the 
issuer, other than mortgages and loans, but including advisory fees and 
mortgage servicing fees and all other expenses, shall not exceed the 
greater of: 

(i) 11h % of the average net assets of the trust; or 
(ii) 25 % of the net income of the trust, excluding provision for de

preciation and excluding capital gains and losses and extraordinary 
income and expenses; 

but in no event shall aggregate annual expenses of every character paid 
or incurred by the trust, with the exclusions noted above, exceed 11/2 % 
of the total invested assets of the fund. 

(b) The adviser shall reimburse the trust at least annually for the amount 
by which the aggregate annual expenses paid or incurred by the trust 
as defined in (a) exceed the maximum. 

(7) Prohibition of Additional Fees 
With respect to loan transactions, whether secured or 

291 



292 

Appendix G 

Members of Special Project Team on New Financing 
Mechanisms and Institutions 

EXECUTIVE 

M. J. C. Boyd 
J. V. Poapst 
T. F. Tyson 

Leader 
Research Director 
Coordinator and Study Leader 

STUDY LEADERS 

E. D. L. Miller 
George Rich 

RESEARCH CONTRIBUTORS AND ADVISERS 

Larry M. Agranove 
L. E. Barlow 
H. H. Binhammer 
Mrs. H. Boschen 
Mrs. Nancy L. Carnwath 
W. Peter Carter 
Michael B. Davies 
J. Harold Deason 
J. A. Galbraith 
P. W. Gauthier 
G. A. Golden 
C. W. Goldring 
Paul Halpern 

M. F. Harris 
W. G. Howland 
C. P. Keeley 
E. P. Neufeld 
Stephen O'Connor 
J. S. Peterson 
C. C. Potter 
R. Simard 
E. Sussman 
W. R. Waters 
H. Weitz 
R. M. Wingfield, C.A. 
W. Woloshyn 

SECRETARIAL STAFF 

Mrs. Audrey Balzer 
Mrs. Ann Wright 


