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The Joint Committee on Taxation of the Canadian Bar Association and the Canadian
Institute of Chartered Accountants is pleased to provide you with this written submission on
the December 16, 2010 draft legislative proposals (the “Draft Legislation”) to amend the rules
applicable to real estate investment trusts.
Unless otherwise indicated, references to subsections, paragraphs, etc., are to
provisions of the Income Tax Act (Canada) as proposed to be amended under the Draft
Legislation.
1.

Qualified REIT Property (“QRP”)

A.

Scope of Real or Immoveable Property

See discussion below regarding Eligible Resale Property under heading 3.B – “Meaning
of ERP”.
B.

Ancillary Property

The proposed amendment to paragraph (d) of QRP limits the permitted scope of
property ancillary to the earning of rent from, and capital gains from the disposition of, real or
immoveable properties (“Ancillary Property”) to tangible personal property. Under the current
rules, Ancillary Property is not limited to tangible personal property and, in certain
circumstances, will include intangible personal property (such as a receivable, prepaid expense,
bank deposit or other contractual entitlement).
Where a REIT carries on the business of renting property, all of its assets generally will
be used in the course of carrying on that business and, accordingly, will constitute “nonportfolio property” (“NPP”). Thus, under the Draft Legislation, all of its assets that are
intangible personal property will be NPP that is not QRP.
In light of the foregoing, we submit that the proposed amendment to paragraph (d) of
QRP to restrict the scope of Ancillary Property to tangible personal property produces a number
of anomalous results. Intangible assets that arise in connection with ordinary course activities
will no longer constitute QRP and, accordingly, may cause a REIT to lose its status as a “real
estate investment trust”. Furthermore, even in situations where a REIT is not considered to
carry on a business of renting property, we submit that this amendment imposes limitations on
the ability of a REIT to negotiate for standard contractual rights in its ordinary course
commercial transactions (e.g., the acquisition and disposition of real property), as such rights
could give rise to a security (liability) in the contractual counterparty the value of which exceeds
10% of the counterparty’s equity value and therefore constitutes NPP. Although one might not
normally expect that these types of assets would be so significant that they could cause a REIT
(or its subsidiary) to exceed its Permitted NPP Basket (as defined below), the common use of
special purpose entities to hold individual properties, typically for commercial reasons, could
give rise to a scenario where the Permitted NPP Basket is easily exceeded by a particular entity.
Certain examples of the issues that could arise are provided below:
Cash: As a result of the proposed amendment to paragraph (d) of QRP, where a REIT
carries on a business of renting property, cash on deposit with a financial institution and
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not tangible personal property. Even if a REIT does not carry on business, it appears
that cash on deposit is a “security” of the financial institution and may in certain
circumstances constitute NPP. For example, in connection with a public offering or
other financing, or after a disposition, a REIT (or its subsidiaries) may have cash on
deposit with a single financial institution that represents more than 50 percent of the
“equity value” of the entity; this investment, even if short-term, would constitute NPP
that is not QRP. Moreover, such significant cash holdings would exceed the proposed
basket in paragraph (a) of the definition of “real estate investment trust” for NPP that is
not QRP (the “Permitted NPP Basket”) with the result that the REIT would not be able
to qualify as a “real estate investment trust” in the year in which such financing or
disposition took place. We submit that cash and other short term money-market
securities that are Ancillary Property should not be required to fit within a REIT’s
Permitted NPP Basket. We note that there appears to be an unintended inconsistency
between the definition of QRP (as proposed to be amended) and paragraph (d) of the
definition of “real estate investment trust”, which permits a REIT to include in
determining whether it satisfies the “equity value” test, indebtedness of a Canadian
corporation represented by a bankers’ acceptance, property described by either
paragraph (a) or (b) of the definition of “qualified investment” in section 204 and
deposits with a credit union.
Tenant Receivables: A REIT may, in the ordinary course, be owed amounts from its
tenants in respect of rent. Although rent from real or immoveable property is a
permitted revenue source under the revenue tests in paragraphs (b) and (c) of the
definition of “real estate investment trust”, a receivable from a tenant is not tangible
personal property and therefore may be NPP that is not QRP. For example, the
receivable may be an asset used in the course of carrying on a REIT’s business or could
exceed 10% of the equity value of the tenant (depending on the quantum of the
receivable and the financial condition of the tenant). We submit that a REIT should not
be required to rely on the Permitted NPP Basket where it holds NPP as a result of
intangible rights arising from a permitted revenue source.
Purchase Price Adjustments: When a REIT purchases or disposes of real property, the
purchase agreement typically will include a purchase price adjustment to account for
customary matters in a real estate transaction, such as rents received and expenses
incurred up to closing. Purchase price adjustments may also arise as a matter of
commercial negotiation. If the purchaser or vendor of the real property, as the case
may be, becomes indebted to the REIT as a result of the purchase price adjustment, the
receivable may constitute NPP to the REIT. The fair market value of the liability arising
from the purchase price adjustment may exceed the REIT’s Permitted NPP Basket,
particularly where it is desirable to use a single purpose entity to purchase or dispose of
the property. Consequently, the proposed amendment to paragraph (d) of QRP may
impose limitations on the ability of a REIT to negotiate for standard commercial rights
arising in the ordinary course of its rental activities. We submit that this is inconsistent
with the policy objectives of the REIT rules.
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contractual rights in agreements to purchase or dispose of real property may result in a
REIT acquiring a receivable of an entity that is NPP. As above, the fair market value of
the security arising as a result of the REIT’s indemnification rights could exceed its
Permitted NPP Basket. Consequently, the proposed amendment to paragraph (d) of
QRP may restrict or discourage a REIT from negotiating such standard contractual rights.
We submit that these limitations are inconsistent with the policy objectives of the REIT
rules.
Foreign Currency and Other Derivatives: See discussion below under heading 4.C –
“QRP”.
We believe that the concept of Ancillary Property, as currently drafted, adequately
addresses the concerns raised herein and enables a REIT to effectively carry on its ordinary
course rental activities. The Canada Revenue Agency (the “CRA”) has previously stated that
something is ancillary where it is “subordinate to or dependent upon”.1 We believe this is a
sufficient restriction to protect the policy intent of the REIT rules; the facts and circumstances
of each situation must be reviewed to determine if a particular asset is held in a manner that is
truly ancillary to the REIT’s ordinary course activities of earning rental revenue and capital
gains.
Recommendation:
We recommend that the proposed amendment to paragraph (d) of QRP be withdrawn.
If there is a particular concern identified by the Department of Finance (“Finance”) with
a specific category of intangible personal property, we recommend that these securities be
expressly excluded from paragraph (d) of QRP as currently drafted, rather than limiting its
scope to tangible personal property. We do not believe that there is a valid policy distinction
between tangible personal property and intangible personal property as general categories in
this regard.
2.

Sources of Revenue – Look-Through Rule

Proposed subsections 122(1.1) and 122(1.2) (the “Look-Through Rule”) generally recharacterize the particular revenue source of an amount payable by a subsidiary entity to a
parent entity where such amount (i) was payable in respect of a “security” that was NPP, and
(ii) can reasonably be considered to have become payable out of the subsidiary entity’s “gross
REIT revenue” from a particular source. The Look-Through Rule replaces and broadens the
scope of the current re-characterization rule in paragraph (a)(iii) of “rent from real or
immoveable property”, which generally was limited to distributions of rental income from a
trust. Because the Explanatory Notes reference only tiered-trusts, we have set out below our
suggested amendments to clarify the scope and application of the Look-Through Rule.

1

See paragraph 6 of Interpretation Bulletin IT-195R4 – Meaning of Rent.
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Amounts Paid

As proposed, the Look-Through Rule applies to an amount that has become “payable” in
respect of a security that is NPP. However, the definition of “gross REIT revenue” refers to
amounts that are received or receivable in the taxation year (depending on the method
regularly followed by the particular entity).
Recommendation:
To avoid any uncertainty, we recommend that the Look-Through Rule apply to amounts
that are “paid” in addition to amounts that become payable.
B.

Liabilities

The Look-Through Rule appears to apply to payments of interest on a liability that is
NPP. In circumstances where a REIT holds a liability of a subsidiary entity that is NPP but does
not have a significant equity investment in that entity, the REIT would often not have the ability
to obtain information from the subsidiary entity necessary to determine the underlying revenue
source for purposes of applying the Look-Through Rule. There are also certain circumstances in
which a liability may become NPP to the creditor without the knowledge of the creditor (for
example, where the creditor is unable to determine the “equity value” of a debtor, and
therefore is unable to determine whether the “security” constitutes NPP of the debtor because
it exceeds 10% of the debtor’s “equity value”).
Recommendation:
We recommend that the scope of the Look-Through Rule be limited to circumstances in
which the REIT has a sufficient equity investment in the subsidiary entity. More specifically, we
recommend that the application of Look-Through Rule apply to securities of a subsidiary entity
that are NPP (including liabilities) but only in situations where the parent entity holds a
“security” of the subsidiary entity that satisfies any of paragraphs (a) to (c) of “equity” and that
security is in and of itself NPP. In most cases, the Look-Through Rule would then apply where
the parent entity owns an equity security of a subsidiary entity representing more than 10
percent of the subsidiary entity’s “equity value”.
C.

Dividends / Interest – Management Business

Paragraph (b) of QRP generally permits a REIT to hold securities of an internal
management entity. As currently drafted, dividends (including dividends from an internal
management corporation) are a permitted revenue source for purposes of the proposed 90%
revenue test in paragraph (b) of the definition of “real estate investment trust”. However, as a
result of the proposed Look-Through Rule, dividends from an internal management corporation
generally would be re-characterized as revenue from the management entity’s particular
source (i.e., revenue from a management business). Therefore, the dividend would not be a
permitted revenue source for purposes of the proposed 90% revenue test. We submit that it is
inappropriate for shares of an internal management corporation to be a permitted asset, but
for dividends paid in respect of those shares to not be a permitted revenue source for purposes
of the proposed 90% revenue test. The same issues arise with respect to the receipt of interest
on debt of an internal management corporation.
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We recommend that amounts that are paid or become payable in respect of securities
of an entity that satisfies paragraph (b) of the definition of QRP be excluded from the
application of the Look-Through Rule.
A more general alternative approach to ensure that the Look-Through Rule does not
have the effect of levitating “bad” revenue (and, therefore, in effect, re-characterizing “good”
revenue as “bad” revenue) would be to limit the application of the Look-Through Rule to
revenue sources that are specifically described in paragraphs (b) and (c) of the definition of
“real estate investment trust”. This alternative would avoid the levitation of “bad” revenue
(e.g., management fees) but would allow the re-characterization of “good” revenue where
beneficial (i.e., dividends could be re-characterized as rent from real or immoveable property).
D.

Foreign Real Property Structures

We understand that in practice REITs generally use two basic structures to hold foreign
real property: directly, or, more commonly, indirectly through a combination of Canadian
and/or foreign entities. The latter structure may be adopted for commercial, regulatory and tax
planning and compliance reasons. However, where a REIT indirectly holds foreign real property
through foreign entities, the Look-Through Rule generally will not apply because it requires that
the security of the subsidiary entity be NPP. Securities of a foreign entity generally are not NPP
because the entity is not a “subject entity”. Even where a Canadian corporation (i.e., a “subject
entity”) is interposed in the foreign structure to hold securities of a foreign entity, the Canadian
corporation likely would be a “portfolio investment entity” (as it does not itself own any NPP),
such that its securities are excluded from the definition of NPP.
Recommendation:
Having regard to the foregoing and the intent of the Look-Through Rule, we believe that
the source characterization of a REIT’s “gross REIT revenue” from foreign sources should be the
same regardless of whether it owns foreign real property directly or indirectly. Accordingly, if
the Look-Through Rule is limited to NPP, we believe that this determination should be made for
purposes of the Look-Through Rule, through any number of entities in a chain of entities, as
though each entity in the foreign ownership chain was a “subject entity” and as though its
activities and real estate were located in Canada. We note that this suggestion is consistent
with the previous amendments to the REIT rules to remove the references to “situated in
Canada” throughout the definition of “real estate investment trust”. We believe that the
neutrality in respect of the location of real property assets currently reflected in the REIT rules
should be extended to the Look-Through Rule.
An alternative conceptual approach that Finance may wish to consider would be to
exclude all foreign properties and revenues entirely from the asset and revenue tests. The REIT
rules are intended to be an exception to the application of the SIFT rules. Because the SIFT
rules do not generally apply to foreign assets and revenues, it is consistent with the policy of
the SIFT rules that foreign holdings and revenues should have no affect (positive or negative) on
the manner in which the REIT rules are applied to Canadian properties and revenues.
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Partnerships

Under the current REIT rules, each partner of a partnership is considered to earn its
portion of the partnership’s “gross REIT revenue” for purposes of the revenue tests in
paragraphs (b) and (c) of the definition of “real estate investment trust”. This interpretation
was recently confirmed by the CRA in Technical Interpretation 2010-0369251E5.2 We believe
that this is the correct approach because otherwise there would be significant uncertainty in
applying the revenue tests to revenue earned through partnerships.
However, it is unclear whether the Look-Through Rule is intended to apply to debt and
equity securities of a partnership. One could argue that subsection 122.1(1.1) is not satisfied,
at least in respect of equity securities, because it requires an amount that has become payable
by the subsidiary entity to be included in computing the parent entity’s “gross REIT revenue”
for the taxation year – a parent entity would normally include its share of “gross REIT revenues”
of a subsidiary partnership in its “gross REIT revenue” regardless of the amount, if any, that was
distributed by the partnership to the parent entity.
Recommendation:
As discussed above, we believe that the current look-through approach adopted by the
CRA operates properly in the context of the REIT rules, and therefore there is no need for the
Look-Through Rule to apply to debt or equity securities of a partnership. Accordingly, for
purposes of clarification, we recommend that the Look-Through Rule be amended to codify
that it does not apply to debt or equity securities of a partnership and that the Explanatory
Notes be amended to specifically recognize the current approach so that the CRA’s
interpretation will continue.
3.

Eligible Resale Property (“ERP”)

A.

Level of Ownership

A property will only be ERP if it is held by an entity in which a publicly-traded trust holds
a security. This requirement means that property held by a lower-tier entity in which a REIT
holds an indirect interest will not be ERP. For example, a limited partnership the units of which
are held by a subsidiary trust of a publicly-traded trust cannot hold ERP. This is a concern
because it is common for some REITs to hold property indirectly through several tiers of
entities. We do not see a policy reason for restricting lower-tier entities from holding ERP.
Recommendation:
The definition of ERP should be amended so that lower-tier entities in which a REIT
holds an indirect interest can hold ERP.

2

For purposes of the leasing property rules, the CRA has similarly stated that where the corporation has an
interest in a partnership, the “gross revenue” of the partnership, to the extent of the corporation’s profit sharing
percentage thereof, flows through to the “gross revenue” of the corporation (see paragraph 10 of Interpretation
Bulletin IT-443).
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Meaning of ERP

The requirements in paragraphs (a) and (b) of the ERP definition appear overly
restrictive given the policy decision to exclude ERP from QRP. For example, although the
backgrounder mentions that a REIT may acquire property for resale in the condominium and
foreclosure contexts, it is not clear that all such property will qualify as ERP. To illustrate, it is
questionable whether every condominium is contiguous to real or immovable property; rather,
some condominiums may be contiguous to other condominiums. Further, the requirement that
ERP must be “necessarily” held may be impossible to meet – a precondition to the proposed
disposition of ERP will be that it is not necessary to hold the property.
Recommendation:
We recommend the removal of paragraph (a), and the amendment of paragraph (b) of
the ERP definition to delete the concept of “necessary”. Accordingly, real property inventory
would be ERP if it is “incidental” to the holding of capital property of the REIT or another
subsidiary entity. Similar to the discussion above respecting Ancillary Property, the incidental
nature of ERP should be sufficient to preserve the integrity of the REIT rules.
As an alternative, if Finance believes that the more stringent conditions should be
maintained, we request that ERP be included in QRP so that a REIT does not have to rely on the
Permitted NPP Basket to own ERP. Even in this circumstance, we believe that the concept of
“necessary” must be relaxed to recognize the inevitable sale of ERP.
C.

Sale of ERP

As drafted, the proceeds from the disposition of ERP, rather than the gain, will be
included in “gross REIT revenue”. However, only gains from dispositions of ERP are a permitted
revenue source for purposes of the proposed 90% revenue test in paragraph (b) of the
definition of “real estate investment trust”. As a result, the recovery of invested capital will
give rise to “bad” revenue. We believe this result is inappropriate and also creates an
inconsistency between dispositions of ERP and dispositions of property held on capital account
for purposes of determining a REIT’s “gross REIT revenue”.
Recommendation:
We recommend a revision to the definition of “gross REIT revenue” so that only the gain
from the disposition of ERP is included. The result will be that the same amount will be added
to both the numerator and the denominator in applying the revenue test in paragraph (b) of
the definition of “real estate investment trust”.
4.

Currency Fluctuations and Proposed Subsection 122.1 (1.3)

A.

Foreign Source

Proposed subsection 122.1(1.3) applies for purposes of the definition of “real estate
investment trust” to determine whether an amount included in “gross REIT revenue” is “from a
particular source that is in respect of real or immovable property situated in a country other
than Canada”. However, the definition of “real estate investment trust” does not require this
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estate investment trust” requires a determination of the character of any particular revenue
(i.e., rent “from” real or immovable property). As currently drafted, it is not evident that
proposed subsection 122.1(1.3) appropriately deals with the character of revenue.
Recommendation:
We recommend a rewording of subsection 122.1(1.3) so that the subsection more
closely corresponds to the definition of “real estate investment trust”.
B.

Interest Rate Derivatives

As drafted, subsection 122.1(1.3) only addresses the treatment of transactions
undertaken to reduce foreign currency risk. However, REITs may also use derivatives to hedge
their exposure to interest rate fluctuations so as to reduce the risks relating to their real
property holdings and associated financing. We believe that it is similarly appropriate, and
consistent with the policy objectives of the REIT rules, to allow REITs to treat revenue from such
derivative arrangements as qualifying REIT revenue.
Recommendation:
We recommend a revision to subsection 122.1(1.3) to provide favourable treatment for
revenue from interest rate swaps and other derivatives used by REITs to mitigate interest rate
risk in respect of their real property holdings and associated financing.
C.

QRP

Foreign currency hedges described in subsection 122.1(1.3) may be NPP if, for example,
they are used in the course of carrying on a business in Canada. These hedges will not be QRP if
the proposal to restrict paragraph (d) of the definition of QRP to tangible personal property is
maintained and therefore they must be held by a REIT within its Permitted NPP Basket.
However, the fair market value of these hedges may fluctuate significantly; this introduces a
potentially significant risk that a trust holding such hedges will not qualify as a “real estate
investment trust”.
Recommendation:
We recommend a modification to subsection 122.1(1.3) to deem the foreign currency
hedges described in that subsection to be QRP. If our recommendation in B above is accepted,
we recommend that the interest rate swaps and other derivatives referred to in B also be
deemed to be QRP.
D.

Level of Ownership

Subject to the comments above, subsection 122.1(1.3) appears to work well where the
owner of foreign real or immovable property directly realizes the foreign exchange gain
(whether that entity is the REIT or other entity in the REIT group, foreign or domestic, that
complies with paragraphs (a) through (d) of the definition of “real estate investment trust”).
However, as discussed above, most REITs hold their non-Canadian real or immovable
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restrictions and tax laws and to minimize administrative and compliance burdens.
A parent entity typically provides debt and equity financing to its non-Canadian
subsidiaries to acquire non-Canadian real or immovable properties. Where the inter-group
debt is denominated in the currency of the foreign jurisdiction, foreign exchange gains on that
debt may not be re-characterized under proposed subsection 122.1(1.3). Such foreign
exchange gains may be realized on the debt receivable by the parent entity or the debt payable
by the non-Canadian subsidiary. Where the gain is realized by the parent entity on the debt
receivable, the parent entity will not have “incurred” the debt, as required under subparagraph
122.1(1.3)(a)(ii); the application of subsection 122.1(1.3) is unclear in these circumstances. .
For commercial reasons, it is often also desirable for different tranches of debt (whether
borrowed from a third party or loaned internally) to be incurred by different entities such that
the borrower may not be the owner of the foreign real property. For example, it is possible
that the real property would be owned by a lower-tier entity limited partnership or limited
liability company that, itself, would be owned by one or more limited partnerships or LLCs that
have borrowed funds to contribute capital, directly or indirectly, to the property owner. In
these circumstances, the application of proposed subsection 122.1(3), including, in particular,
the “source” or “character” for the purposes of the re-characterization, is unclear.
In addition, foreign currency hedging contracts may be entered into by the foreign real
property owner or by an entity (including the REIT) higher in the ownership chain. For example,
a REIT may directly hedge its foreign currency exposure on US dollar rental revenues, even
though it will receive the cash proceeds in the form of dividends and interest from a foreign
subsidiary (the underlying proceeds of which are derived from rent from foreign real property).
The source of the foreign exchange gain realized by the REIT is unclear in these circumstances
and will depend on the interaction between the Look-Through Rule and proposed subsection
122.1(1.3) – the gain may be a dividend or rent from foreign real property.
Recommendation:
We recommend that the application of proposed subsection 122.1(1.3) to tiered
structures be clarified. In particular, we recommend that the proposed subsection be revised
to include foreign exchange gains on debt (whether third party or internal loans within the
group) and on foreign currency hedging contracts, to the extent that such debts or hedging
contracts reasonably relate, directly or indirectly, to real or immoveable property situated in a
country other than Canada. For clarification, this rule should apply to foreign exchange gains
on loans receivable and hedging contracts held directly by a Canadian parent entity even in
situations where the foreign real property is held indirectly through a chain of lower-tier
entities. To the extent that real or immoveable property situated in a country other than
Canada produces rent from real or immoveable property, proposed section 122.1(1.3) should
specifically characterize any such foreign exchange gains as rent from real or immoveable
property (assuming the Look-Through Rule is expanded to foreign entities in the manner
suggested above, the interaction between proposed 122.1(1.3) and the Look-Through Rule
would need to be considered).
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Miscellaneous

A.

Meaning of Rent

The definition of “rent from real or immovable properties” includes rent or similar
payments for the use of, or right to use, real or immovable properties. This may not be
sufficiently broad to capture common items received in respect of rent, such as lease
termination fees or receipt of damages for unpaid rent.
Recommendation:
We recommend that the definition of “rent from real or immoveable property” be
broadened to conform to amounts covered in the preamble to subsection 212(1), namely to
include amounts “on account or in lieu of” rent.

