CLIENT INFORMATION NEWSLET TER September 26, 2005

(1) INCOME TRUSTS

On Monday, September 19" the Minister of Finance announced a moratorium on advance rulings approving
conversion by businesses to become Income Trusts.

The reasons given were:
(1) The concern of tax leakage, meaning the Federal Government is possibly missing out on some tax
revenue.
(2) Concerns about the fair treatment of different investment vehicles.
(3) The possible negative effect on Canada’s economy as Income Trusts pay out most of their cash flow and
do not keep enough to have the business grow.

Most followers of trusts believe the major concern of the Federal Government is the loss of tax revenue.

The Federal Government has reviewed the cost (loss of tax revenue) to have trusts pay distributions to the
investors. This cost to the Federal Treasury has increased as more and more trusts have been created.

The concerns that caused Mr. Goodale’'s announcement seems to be when one or more banks said they
were considering converting certain investments to income trusts.

Newspaper stories have stated the current annual tax loss to Ottawa is $ 600 million per year, up from $ 300
million a year ago.

Income Trusts do not pay tax, as they distribute funds to their unitholders who pay tax only on a portion of the
funds received, on a current basis.

The investor generally will be taxed currently on the “income” portion of the payment and taxed later on the
sale which hopefully will result in a Capital Gain, if the investment is held outside a pension plan.

If the trust units are held in an RRSP, RIF or Pension Plan, there is deferred income tax until the taxpayer
draws funds from the pension vehicle.

Examples of how this works are approximately as follows:

(1) Assume the investor pays income tax at the highest marginal tax rate of 46.4%.

(2) The investment trust is
(a) a power generation trust
(b) a business trust
(c) a REIT (Real Estate Investment Trust)

(3) The trusts paid a distribution to an investor who holds the trust personally.

(4) The trust generally pays an “income” portion and a “return of capital” portion.

(5) The “return of capital” portion reduces the “cost” of the investment so if one purchased a unit for $ 10.00
and received a “return of capital” of $ 2.00, the income tax on the “return of capital” portion is deferred
until the unit is sold.

(6) If the above numbers are used, and the investors sell the unit for $ 10.50, the investor is taxed on the

capital gain.
Cost $ 10.00
Return of Capital 2.00
Net Cost 8.00
Sale 10.50
Capital Gain $ 250

Y% or $ 1.25 of the Capital Gain is taxable.




(2) INCOME TAX

(1) These examples are based on 1,000 units

(Clean Power) (Yellow Pages) (RioCan)
Power Business

Generation Trust REIT
(2) Distribution $ 860 $ 960 $1,290
ROC (2004) 473 67 594
Income 387 893 696
(3) Current Tax 180 414 323
Deferred tax 110 16 138
$290 $430 $ 461
(4) Total Taxas%  33.7 44.8 35.7

(5) This is only intended to show the difference in income tax paid on different types of Trusts. It is not a
recommendation.

(6) If the units were held in an RRSP, RRIF or Pension Plan, none of the income tax would be due until there
are funds drawn from the pension. At that time, the income and capital gains are fully taxed to the
individual, so the tax payable is dependant on your total income.

(7) What the example indicates is that if one holds trust units inside and outside a pension plan, the Yellow
Pages should be the choice to have in the pension plan, and the Clean Power or RioCan outside the
pension plan as tax is lower on Capital Gains than income.

(3) CASH FLOW

(1) The main reason for an investor to buy units in an income trust is the cash received.

(2) Some trusts only have yields of 4, 5 or 6%, others may show yields of 15%.

(3) The indicated yield of a trust is not guaranteed.

(4) If the trust has business declines, the cash flow to the unit holder could go from 10% to 0%, which also
causes the unit value to drop dramatically.

(5) There may be growth in the cash distributions if the underlying business grows.

(4) TYPES OF TRUSTS

(1) There are numerous types of trusts.
(2) They include:
Power Generation
Pipelines
Business Trust
Real Estate Investment Trusts (REIT'S)
Oil and Gas Royalty Trusts
Income Trust Funds (Trusts of Trusts)

(5) INVESTING IN TRUSTS

(1) One may buy trust units directly, through income trust funds, or mutual funds.

(2) If one invests directly in a particular trust the cost is a one time event.

(3) The second way to invest is through an income trust fund, which is a vehicle whereby one trust invests in
buying units of other trusts. The income trust fund charges a fee to manage the portfolio. These income
trust funds may be relatively illiquid.

(4) The third way to invest is through a mutual fund that invests in buying units of trusts. These generally will
be more liquid (easier to sell) than income trust funds. The mutual fund fees will likely be higher than the
fees charged by income trust funds.




(6) INVESTMENT RISKS

(1)

No one knows what the Federal Government will decide. If they decided to tax trust distributions, likely
the unit value would drop.

(2) If interest rates rose quickly, the trusts may be less desirable as an investment, compared to guaranteed
investments.

(3) The type of business may be conservative or risky. Yellow Pages is considered to be low risk, and the
current distribution of 6.88% indicates this.

(4) Oil and gas trusts have the considerations of the fluctuating price of oil and gas and interest rates. This
can add to the volatility in the price of the unit.

(5) Trusts that do not pay out all of their available cash flow may be considered less risky, as they are
retaining cash to increase the business.

(7) OTTAWA
(1) The government could halt all future trusts if they thought the tax cost to the Treasury was or will be too

(2)
(3)
(4)

()

(6)
(7)

high.
They could tax trust distributions at the trust level.
They could make dividends more favourable, to reduce the need to convert a corporation to a trust.
They could put a cap on how much an individual could have in trusts in their RRSP or RRIF, but putting a
limit on pension plans may be more difficult.
The Toronto Dominion bank has been quoted as saying.
a) The cost to the Federal government could be $ 1.0 billion to improve the dividend tax credit for
investors. They predict a 50% chance of this happening.
b) There is a 15% chance the government may restrict the ability of trusts to deduct interest.
c) There is a 15% chance of taxing trust distributions.
Governments do not like to give up tax revenue, so it is likely some action will be taken.
Governments need votes to stay in power, so they have to consider the least of the evils to try to alienate
as few voters as possible.

(8) FUTURE OF TRUSTS

(1) Itis extremely difficult to stop the conversion of taxpaying companies to trusts.
(2) It would be suicidal for a government to try to eliminate trusts for a greater tax grab.

(9) OPINIONS OF ANALYSTS (not ours)

(1) The loss of corporate tax is a non-issue since most trusts are based on companies that never paid tax in

the first place. e.g.: oil and gas, and real estate.

(2) Concerns that the trust structure stifles economic growth are even more misplaced. The discipline of trusts

translates into focused companies which hand their extra cash to income hungry older voters.

(3) Some predict that trusts will continue and prosper while others predict that the Federal Government will tax

the daylights out of the trusts.

(10) WHERE INFORMATION IS AVAILABLE

(1) Website: globeinvestor.com
(2) Income Trust Guide — Marpep Publishing

We welcome your comments on this newsletter as well as suggestions for future topics.

The information herein is provided for your general information and action should not be taken on the basis of this
newsletter, but only on the advice of your own individual advisor, applying this advice to your individual situation.
Please call if you have any questions.

4607 Huron Street Telephone: (905)356-4324
Niagara Falls, Ontario Fax: (905)356-0964
L2E 2H6 E-mail: wm@watersmeredith.com

Website: www .watersmeredith.com




