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Disclaimer

This publication reflects law and practice as of September 2010, with updates as of
September 2014 to Chapters 1 and 4 and the Glossary of Terms (including the list of
Canadian Public REITs). This publication is intended to provide general information and
should not be relied upon as legal or other professional advice. Readers are urged to
consult their professional advisors, including accountants, lawyers, and investment
advisors.

Copyright

© 2014 REALPAC

This publication may not be reproduced or used in any form or by any means — graphic,
digital, electronic or mechanical, including photocopying, scanning, recording,
transmitting, taping or digital storing without the express written consent of the Real
Property Association of Canada. All rights reserved.
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Comments

If there are any comments with respect to this publication, please respond in writing to:

Carolyn Lane
VP, Member Engagement & COO

Real Property Association of Canada (REALPAC)
77 King St W

TD North Tower

Suite 4030 PO Box 147

Toronto ON M5K 1H1 Canada
416.642.2700
publications@realpac.ca
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Preface

This Handbook is intended for a variety of readers, including real estate owners, managers
and operators, potential and seasoned investors, legal, accounting and financial advisors,
investment bankers, lenders, and academics. It will be useful as both a quick reference tool
and a detailed text, regardless of the reader's level of familiarity with REITs.

The Handbook covers a broad range of topics, including the evolution and history of the
Canadian REIT; the trust concept and how it applies to the Canadian REIT; distribution
levels, investment guidelines and operating policies; tax considerations; the process of a
REIT's initial public offering; acquisition and public financing options; trustees' duties and
liabilities and governance standards applicable to REITs; management; ongoing securities
law compliance; development arrangements; take-over bids, going-private transactions
and related party transactions; and investment considerations. It reflects law and practice
as of September 2010.

Canadian REITs have evolved significantly over the past decade. Many external
management arrangements have been internalized and new management arrangements
developed. The REIT sector has seen mergers, acquisitions, conversions, development
programs, creative financing instruments and cross-border structures.

REITs enable thousands of private investors to invest in real estate assets they would
otherwise not have access to, along with a significant number of institutional investors.
The introduction and passing of the tax legislation, referred to in the Handbook as the
“SIFT rules”, have made the rules governing publicly traded REITs significantly more
complex. At the same time, in restricting the access of non-real estate public entities to tax
efficient flow-through structures, the legislation has further enhanced the importance of
the public REIT sector to the capital markets.

As the REIT sector continues to grow and new issues emerge, The Canadian REIT
Handbook will be updated.

S. Michael Brooks Stephen Pincus
Chief Executive Officer Partner
REALPAC Goodmans LLP
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Finance Releases Proposed
Amendments to the Qualifying
REIT Rules

On December 16, 2010, the Department of Finance (''Finance') announced proposed
amendments to the rules in the Income Tax Act (Canada) applicable to real estate
investment trusts (the '""Qualifying REIT Rules"). The amendments address certain

concerns that real estate investment trusts encountered when attempting to restructure
their operations to comply with the existing Qualifying REIT Rules. The amendments also
clarify, and in some respects restrict, the scope of the existing exception for qualifying real

estate investment trusts ("Qualifying REITs").

Background

Qualifying REITs are exempt from the new entity-level tax generally imposed on publicly-
traded income funds and partnerships commencing January 1, 2011 (the "SIFT tax'"). Public

trusts established after October 31, 2006 (and public trusts that exceeded certain equity

growth restrictions after that time) are already subject to the SIFT tax rules and, therefore,
must be Qualifying REITs in order to avoid the SIFT tax and maintain their "flow through"

status for tax purposes.

The exception for Qualifying REITSs is in recognition of the unique history and role of
collective real estate investment vehicles in Canada. In order to be a Qualifying REIT, a

trust must satisfy certain asset and revenue tests at all times throughout its taxation year.

Proposed Amendments

The proposed amendments do not alter Finance's objective of limiting the exception for
Qualifying REITSs to public trusts with passive real estate holdings. Rather, the proposed

amendments clarify and amend certain aspects of the existing Qualifying REIT Rules:

e Non-Qualifying REIT Assets: Pursuant to the proposed amendments, each entity in a
Qualifying REIT structure will be permitted to own non-Qualifying REIT assets having

a value of up to 10% of the fair market value of that entity's non-portfolio property.

Under the current rules, there generally is no non-Qualifying REIT assets permitted.

e Ancillary Property: The definition of "qualified REIT property' currently includes

property that is ancillary to the earning by the entity of rent from real or immovable
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properties or capital gains from dispositions of real or immovable properties. Under the
proposed amendments, this category of "qualified REIT property" will be restricted to
tangible personal property (such as office furniture or computers). Other non-
Qualifying REIT assets (even if ancillary to the earning of rental income and capital
gains) will need to fall within the permitted 10% basket.

Gross REIT Revenue: The proposed amendments clarify the basis on which the
Qualifying REIT revenue tests are to be calculated. Such tests will be based on "gross
REIT revenue" (which is generally defined to include all amounts received or receivable
by the entity on income account, together with capital gains). This amendment
confirms that certain potential ''revenue" sources, such as recapture, will not be
relevant for purposes of the Qualifying REIT revenue tests. It also clarifies that
"revenue' is not based on accounting principles.

Passive Revenue Test: At least 95% of the gross REIT revenues of a Qualifying REIT
entity must be derived from (i) rent from real or immovable properties, (ii) interest,
(iii) capital gains from dispositions of real or immovable properties, (iv) dividends, and
(v) royalties. Under the proposed amendments, this 95% passive revenue test will be
reduced to 90% and will include gains from the sale of eligible resale properties (as
described below) as a permitted source of passive revenue.

Character of Revenue: The proposed amendments clarify that revenue generally
maintains its source characterization when distributed from a subsidiary entity to a
parent entity (where the parent entity owns a security in the subsidiary entity that is
non-portfolio property). This amendment is intended to address certain ambiguities
that arose when properties were held through tiers of entities.

The proposed amendments also introduce the following new concepts to the Qualifying
REIT Rules:

Foreign Currency Fluctuations: For purposes of the revenue tests, the proposed
amendments include in Qualifying REIT revenue certain revenues realized from foreign
currency fluctuations relative to the Canadian dollar. Examples include foreign
currency fluctuations from: (i) rent from foreign real property, (ii) foreign currency
debt incurred to acquire foreign real property for the purposes of earning rental
revenue, and (iii) currency hedging contracts in respect of foreign property that can
reasonably be considered to have been entered into to reduce the trust’s risk to
fluctuations in the foreign currency.

Eligible Resale Properties: The proposed amendments generally permit a Qualifying
REIT to earn a portion of its revenue from non-capital real or immoveable property
(i.e., real estate inventory) in certain limited circumstances. Eligible resale property
must be contiguous to a capital property of the Qualifying REIT and the holding of such
property must be necessary and incidental to the holding of such capital property. One
example is where a portion of a commercial development is being severed for the
ownership and use of an anchor tenant. The proposed eligible resale property rules are
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quite technical and REITs must be careful to appropriately structure any holdings that
are intended to qualify under these rules.

However, the proposed amendments also do not address certain notable aspects of the

existing Qualifying REIT Rules, including:

e Rectifying Qualifying REIT Status: A trust that does not satisfy the Qualifying REIT
Rules at any time during the taxation year will be subject to SIFT tax for that taxation
year. There is still no ability for a trust to rectify its status in the current taxation year;
however, a trust may restructure its affairs to qualify as a Qualifying REIT in a
subsequent taxation year.

e Taxable REIT Subsidiaries: The proposed amendments do not provide for taxable REIT
subsidiaries (as contemplated under the U.S. REIT rules).

o Exchangeable Units: The Qualifying REIT exception is still only applicable to trusts.
Accordingly, real estate investment trusts that issue exchangeable units of a subsidiary
partnership must place limitations on the holders of such units to ensure that the
partnership is not subject to entity-level taxation.

Effective Date

The proposed amendments generally are effective as of the 2011 taxation year. Publicly
traded trusts also may elect for the proposed amendments to apply for earlier taxation
years by filing a notice with the Minister of National Revenue. The proposed amendments
are subject to consultation between Finance and interested parties. Further submissions on
the proposed amendments are due on January 31, 2011.
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