memillan

Practical Considerations for
Structuring Private REITs

Presented by Alex Bruvels, Michael
I Shannon and Andrew Stirling

November 9, 2021




Agenda

 Identifying your investors, identifying structure, considering long term strategy
and identifying your asset class

» Overview of the Accredited Investor and Offering Memorandum (YOM") prospectus
exemptions

* Proposed substantial changes to the OM prospectus exemption & impact on REIT
Capital Raising

* Engaging exempt market dealers - “captive” or third party dealers?
« REIT fees and fees charged by related parties - what is market?
- Redemption Features

» Tax considerations in connection with the establishment and operation of the REIT
including eligibility for RRSPs, TFSAs and other registered plans.



Identifying Your Investors

Are your targeted investors institutional, retail or a combination?

» Traditionally, many Canadian private REITs initially target retail investors with
the hope as the REIT assets grow and the REIT demonstrates consistent
returns to unitholders, the REIT will attract institutional investment.

* The type of investor a REIT is seeking should dictate its terms and structure,
particularly with respect to (i) desired liquidity and whether units of the REIT
will be eligible to be held by investors in registered plans under the Income
Tax Act (Canada) (the “ITA"), both factors which are important to retail
investors, and (ii) the desirability of non-resident investors.”

* In contrast, institutional investors often seek preferential returns over retail
investors, investment oversight rights of REIT management or other bespoke
rights depending on the investment strategy of the institution.



Identifying Structure & Considering Long Term Strategy

« REIT management should determine the “exit strategy” of the REIT to ensure
the REIT is structured in a way to facilitate these goals.

« Is a REIT the desirable structure or is a simplified limited partnership
(LP)/private equity model more appropriate?

- If @ REIT is the desirable structure, do you still need more or one subsidiary
LPs?

 Whether the exit strategy is to maintain status as a private REIT, publicly list
the units of the REIT or amass sufficient assets under management to attract a
larger institutional buyer for the portfolio, structuring with foresight enables
these goals in a cost effective and efficient manner.



Identifying Asset Class

« REITs should clearly identify their target asset class so it can be effectively
communicated to investors.

« Canadian private REITs, especially in the early stages, tend to pursue niche
sectors compared to larger and public REITs which are often diversified.

 Whether the target asset class is commercial, industrial, retail, retirement,
student housing or other, identifying and clearly communicating it to investors
is a crucial component of the REIT’s narrative and appeal to investors and will
enable sales teams to effectively market the units of the REIT.



Accredited Investors or Offering Memorandum
Prospectus Exemption

« As with any non-prospectus offering of securities, in order to sell units of a
private REIT, the REIT must rely on a prospectus exemption under National
Instrument 45-106 - Prospectus Exemptions ("NI 45-106").

» For private REITs, the two most frequently relied upon prospectus exemptions
are the “offering memorandum” exemption (the "OM Exemption”) and the
“accredited investor” exemption (the "AI Exemption”).



Accredited Investor

1. Investors under the AI Exemption are typically higher net worth investors than
those who may only meet the threshold to invest under the OM Exemption
(depending on the jurisdiction in Canada) and are likely to invest higher
amounts of capital. The amount that an accredited investor can invest in a
private REIT is unlimited.

There are many ways to qualify as an accredited investor, the most typical
being:

a) having financial assets net of any related liabilities that exceeds $1 million;
b) having net assets that exceeds $5 million; or

c) netincome that exceeds $200,000 or exceeds $300,000 combined with a
spouse in the 2 most recent calendar years and reasonably expects to
exceed that net income level in the current calendar year.



Accredited Investor

2. The REIT is not required to prepare and deliver audited annual financial

statements to holders of securities of the REIT (although many will still
voluntarily elect to do so).

3. There is no requirement to prepare and circulate an offering document to
investors although REITs offering units to accredited investors typically do

prepare “freestyle” offering memorandums in a form not prescribed by
securities regulators.

4. Less continuous disclosure obligations than a REIT relying on the OM
Exemption resulting in comparably lower ongoing compliance costs.



Offering Memorandum Investor

1. Investors under the OM Exemption typically have a lower net worth than
accredited investors and depending on the jurisdiction in Canada are subject
to caps on how much capital they can invest. For example, in Ontario under
the OM Exemption an “eligible investor” is able to invest up to $30,000 or
$100,000 if such investor receives suitability advice from a registrant whereas
a “non-eligible investor” can only invest up to $10,000.

There are many ways to qualify as an “eligible investor,” the most typical being
an individual having:

a) net assets either alone or with their spouse that exceeds $400,000; or

b) net income that exceeds $75,000 or exceeds $125,000 combined with a
spouse in the 2 most recent calendar years and who, in either case,
reasonably expects to exceed that net income in the current calendar year.



Offering Memorandum Investor

2. The REIT is required to prepare and deliver audited annual financial

statements to the securities regulatory authority and make them reasonably
available to unitholders.

3. The REIT must prepare and circulate an “offering memorandum” in the
prescribed form under NI 45-106 (Form 45-106F2 which is significantly
more work than the offering documents under the AI Exemption).

4. Depending on the jurisdiction in Canada, REITs offering units under the OM

Exemption are subject to certain continuous disclosure obligations thereby
increasing the REIT's ongoing compliance costs.
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Proposed Substantial Changes to Offering Memorandum
Exemption & Impact on REIT Capital Raising

* In October 2020 the Canadian Securities Regulators proposed amendments to
certain issuers relying on the OM Exemption under NI 45-106.

- Where the issuer is engaged in “real estate activities” the issuer is subject to
more robust OM disclosure including: (a) description of approvals or
permissions required, estimated costs of completion of projects and project
milestones; (b) relevant to issuers that own and operate developed real
property, such as the age, condition and occupancy levels; (c) of penalties,
sanctions, bankruptcy, insolvency or quasi-criminal convictions for parties
other than the issuer, such as parties acting as a developer; and (d) of any
purchase and sale history of the issuer’s real property with a related party.
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Proposed Substantial Changes to Offering Memorandum
Exemption & Impact on REIT Capital Raising

* Under the Proposed Amendments, an issuer engaged in real estate activities must
provide an independent appraisal of an interest in real property to investors if:
(aP the issuer acquires, or proposes to acquire an interest in real property from a
related party; (b) a value for an interest in real property is disclosed in the offering
memorandum, except for in the issuer’s financial statements; or (c) the issuer
intends to use a material amount of the proceeds of the offering on an interest in
real property (this third factor would likely calelture the majority of real estate
investment trusts or "REITs” relying on the OM Exemption to distribute securities).

* The independent appraisal must include a certificate (an "Appraisal Certificate”
signed by a qualified appraiser stating the appraisal is prepared in accordance wit
the standards and the code of ethics established or endorsed by the professional
association of which the qualified appraiser is a member. In addition, it must
provide the appraised fair market value of the interest in real property without
considerin? any proposed improvements or proposed development and the
appraised fair market value of the interest in real property must be as of a date
within six months preceding the date the appraisal is delivered to the purchaser.
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Proposed Substantial Changes to Offering Memorandum
Exemption & Impact on REIT Capital Raising

- Introducing a requirement to include an interim financial report for the most
recently completed 6 month interim period of an issuer where a distribution of
securities under the OM Exemption is taking place on an ongoing basis - OM
amendment required after the 6 month interim financials are prepared.

- For issuers engaged in “real estate activities,” the Proposed Amendments will
mean substantial changes to OM disclosure, potential increased costs
associated with obtaining independent third party appraisals of real property
(to the extent that this is not already done), required updates to subscription
agreements, additional time in connection with the preparation of six month
interim financial reports and increased ongoing maintenance and operating
costs. Although senior issuers utilizing the OM Exemption will likely be able to
bear the additional cost and time associated with complying with the Proposed
Amendments, it may become prohibitively costly for more junior issuers with
fewer resources, forcing them to undertake financing relying on other
prospectus exemptions.
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Captive or Third Party Dealer?

« REITs are typically considered by securities regulators to be in the business of
trading given the frequency of distributions or “closings”, and therefore, REIT
units must be sold by a registered securities dealer or an exempt market

dealer (a "Dealer”).

« REIT's can pay a third party Dealer a commission from the funds raised by
such Dealer from the sale of the REIT's units or management of the REIT can
seek to register a “captive” Dealer, which is typically an affiliated entity of the
REIT controlled by management of the REIT.
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Captive or Third Party Dealer?

« Often captive Dealers charge the related REIT low commissions allowing the
REIT to retain nearly all funds raised from sales. Comparative projections have
to be considered net of fees to determine whether a captive Dealer or a third
party Dealer will generate higher sales.

- An added benefit of a captive Dealer is that the investors in the REIT do not
become clients of the third party Dealer who could possibly market other
investment opportunities to such REIT investors, which may have an impact on
the likelihood of future investments in the REIT by such investors.

 Drawback is associated costs and regulatory requirements associated with
registration as an EMD - start up costs, annual fees and working capital.

* Fees payable by REITS to EMDs are typically 6% to 8%. For “captive Dealers”,
fees are usually 1% to 2%.

* Trailer fees in the amount of up to 2% are common.
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REIT Fees and Fees Charged by Related Parties-What is
Market?

* Private REITs offer great flexibility with respect to how management fees and
other amounts payable to management are structured and the quantum of
such fees/amounts.

« The amount and characterization of such revenue streams (e.g., as asset
acquisition fees, management fees, disposition fees, a carried interest in an
underlying partnership, etc.) should be determined by REIT management at
the time the REIT is established, or as may be adjusted from time-to-time
thereafter pursuant to the constating documents of the REIT.
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Fees

* These determinations should be based on what REIT management and Dealers
selling REIT units believe to be marketable.

« We recommend that REIT management “shop” varying fee structures and
amounts to third party Dealers and potential larger initial investors to gain a
solid understanding of the potential range of fees the market may find
acceptable for their product.
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Fees Overview

St : s Asset
Acquisition Disposition : . Guarantee
Management | Financing Fees
Fees Fees Fees

Fees

Trends Trailing Fees

Number of REITs

charging fee 19/25 20/25 17/25 7/25 24/25 8/25 3/25
Range'!) 1% - 10% 0.3% -2% 0.3% - 2% 0.5% - 1% 0.5% -7.5% 0.35% - 1.5% 0.25% - 1%
Average'!) 5% 0.91% 1.07% 0.89% 2.25% 0.825% 0.75%

Note (1): Values are based on the highest possible fee in the case of each REIT.
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Redemptions

* The units of a private REIT must generally be redeemable on demand in order
for the REIT to qualify as a “unit trust” and a "mutual fund trust” for purposes
of the ITA.

* Notwithstanding the foregoing, private REITs generally have some flexibility
with respect to how redemptions are structured, including the amount of units
that may be redeemed during a specified time (typically a dollar amount or
percentage of NAV as of the redemption date), any penalties associated with
early redemptions and the limited circumstances when the REIT may suspend
redemptions for a limited period of time (for example, in order to maintain its
status as a "mutual fund trust” under the ITA or to permit the orderly sale of
certain illiquid assets to fund redemptions).
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Redemptions

* While permitting redemptions is a necessary requirement to qualify as a “unit
trust” and “mutual fund trust” for tax purposes, the trust indenture should
permit management to manage operating outflow of cash and redemptions to

preserve REIT capital and prevent a potential “run on the bank” given the
illiquid nature of the REITs underlying assets.

* One such common technique employed to manage cash flow is to empower the
REIT with the authority, in certain situations, to satisfy redemption demands

with in-kind distributions of property, including debt instruments issued by
subsidiaries of the REIT.

» The distribution of such debt instruments better enables management to

manage cash outlays in times of illiquidity and volatility, while satisfying the
criteria in the ITA that the units be redeemable on demand.
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Redemptions

» Units in a private REIT cannot generally be traded on a stock exchange or
other “public market” for purposes of the Tax Act.

« Accordingly, investors seeking to liquidate an investment position or otherwise
dispose of units are generally required to redeem units pursuant to the
redemption requirements of the trust indenture.
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Redemption Penalties

Number of REITs imposing a redemption penalty / Redemption penalty percentagesimposed
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Selected Tax Considerations

« Although REITs are not technically tax-exempt vehicles, they are typically
administered to ensure that all of the taxable income of the REIT is distributed
to unitholders as distributions of cash, units or other in-kind distributions.

* The effect of such distribution policies is that the income of such a REIT would
be taxable in the hands of the unitholders rather than at the REIT level.

» This effective flow-through character of a private REIT’s taxable income can be
particularly valuable if unitholders are tax-exempt entities such as “Registered
Retirement Savings Plans” (RRSPs), “"Registered Retirement Income Funds”
(RRIFs), “Tax-Free Savings Accounts” (TFSAs) or other registered plans for
purposes of the ITA (collectively, “registered plans”).
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Selected Tax Considerations

« REITs are typically structured in a manner that permits them to qualify as
“mutual fund trusts” for purposes of the ITA. Such mutual fund status confers
a humber of benefits both to the REIT and to investors.

- In particular, a private REIT would typically need to qualify as a mutual fund
trust in order for its units to be “qualified investments” for a registered plan
under the ITA.

« Among other criteria, a fund must have at least 150 unitholders, each with a
prescribed minimum investment, to qualify as a mutual fund trust.

* For newly formed REITs that otherwise qualify as a mutual fund trust and
satisfy the 150 unitholder criteria within 90 days of their first year-end, an
election may be filed that deems the REIT to have retroactively satisfied the
150 unitholder criteria from the time of formation.
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Selected Tax Considerations

* Private REITs are typically empowered with the authority to satisfy redemption
demands, under prescribed conditions, with in-kind distributions of debt
instruments issued by a subsidiary of the REIT.

« However, in most circumstances, such debt instruments will not be “qualified
investments” for purposes of a registered plan, such that the receipt of such
debt instruments by a registered plan could give rise to penalty taxes.

« Accordingly, investors holding units of a REIT through a registered plan may
prefer to defer any such redemptions until the REIT is in a position to satisfy
redemption demands with cash.
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Selected Tax Considerations

 If the Units are “prohibited investments” for the purposes of the Tax Act, the
holder, annuitant or subscriber of a registered plan will be subject to a penalty
tax.

» Units will be a “prohibited investment” for a registered plan if the annuitant,
holder, or subscriber does not deal at arm’s length with REIT for the purposes
of the ITA or if the annuitant, holder or subscriber has a “significant interest”
(within the meaning of the ITA) in the REIT.

mecmillan 26




27

mcmillan



Alex Bruvels Michael Shannon Andrew Stirling

Partner, Capital Markets & Partner, Capital Markets & Partner, Tax

Securities Securities
Toronto Vancouver Toronto
416.865.7941 604.893.7638 416.865.7813
alex.bruvels@mcmillan.ca michael.shannon@mcmillan.ca andrew.stirling@mcmillan.ca

mecmillan



	Practical Considerations for Structuring Private REITs
	Agenda 
	Identifying Your Investors 
	Identifying Structure & Considering Long Term Strategy
	Identifying Asset Class 
	Accredited Investors or Offering Memorandum Prospectus Exemption
	Accredited Investor
	Accredited Investor
	Offering Memorandum Investor
	Offering Memorandum Investor
	Proposed Substantial Changes to Offering Memorandum Exemption & Impact on REIT Capital Raising 
	Proposed Substantial Changes to Offering Memorandum Exemption & Impact on REIT Capital Raising 
	Proposed Substantial Changes to Offering Memorandum Exemption & Impact on REIT Capital Raising 
	Captive or Third Party Dealer?
	Captive or Third Party Dealer?
	REIT Fees and Fees Charged by Related Parties-What is Market? 
	Fees
	Fees Overview
	Redemptions  
	Redemptions
	Redemptions
	Redemption Penalties
	Selected Tax Considerations
	Selected Tax Considerations
	Selected Tax Considerations
	Selected Tax Considerations
	Slide Number 27
	Slide Number 28

