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Presently worth $50 billion and
counting*, Canada’s trust market con-
tinues to grow in leaps and bounds. In-
vestors can now choose from more
than 112 trusts, with 26 public compa-
nies having converted to a trust struc-
ture in the past few years alone. Inter-
est in these equity-like investments
stems from the fact that they provide a
steady income stream, often paid
monthly, with a more stable capital
base. However, unlike fixed income in-
vestments, neither the income stream
nor the principal is guaranteed.

Based on all accounts, the trusts have
clearly turned in an impressive perfor-
mance. Over the past seven years, the
SCM Income Trust Index has generated a
14.40% total return compared with the
9.22% return of the S&P/TSX Capped
Index. The three-year returns are even
more compelling, with the SCM Income
Trust Index generating a 22.06% return
and the Canadian equity markets per-
forming dismally at –1.69%.

Why some investors shy away from
Trusts While the returns speak for

themselves, a number of issues have per-
sistently kept investors at bay. Although
legal experts at many of Canada’s leading
law firms have concluded
that an income trust
unitholder’s liability is no
greater than that of a com-
mon stock shareholder (un-
less the unitholders exercise
significant control over the
trust or the trustees), these
opinions have never been
tested in the courts. The re-
cent move by the Ontario
Government to introduce
legislation protecting trust
unitholders from potential
litigation will settle this im-
portant issue once and for all.
Similar legislation is being sought in
other provinces and is expected to be in
place within the next 12 months. 

Concern over government inter-
vention also continues to be a thorn in
the side of some investors. The issue
here is that the income trust structure
allows companies to minimize or
completely eliminate corporate in-

come tax. While Revenue Canada is re-
portedly examining the trust market
and its impact, tax experts say the gov-
ernment does not appear to be undu-
ly concerned at this time. Although
corporate tax is being avoided, per-
sonal income tax is not. Widespread
institutional ownership would, how-
ever, change the current situation,
since most institutional funds are tax
exempt.

Scepticism regarding the sustainabil-
ity of the income trusts’ performance is
also prevalent in the marketplace. In our
opinion, it is unlikely that trusts will de-
liver the returns witnessed in 2000 and

2001. Trusts were victims of
the technology bubble, as
were value and other high-
quality stocks. With investors
using trusts as a source of
cash to increase their tech-
nology exposure, trust valua-
tions became unsustainably
low. We believe the trusts’
outstanding performance in
2000 and 2001 was a rever-
sion to fair value. Today,
while it is difficult to general-
ize, income trusts continue
to offer strong fundamentals
to investors and are not trad-

ing above their normalized historical
valuation ranges. However, as the in-
vestor base grows and becomes more
knowledgeable about trusts, these valu-
ation ranges may be tested.

Higher interest rates should also be
taken into account when considering
an investment in income trusts. In the
past, income trusts have been highly
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to be a popular and lucrative choice for individual in-
vestors. Despite the impressive returns generated by the

trust universe, institutional investors have remained cautiously on
the sidelines. But all this is about to change as Ontario introduces
legislation to protect trust beneficiaries from unlimited liability.
With legislation pending, institutions have already begun to wade
into the income trust market, putting aside previously held fears
that unlimited liability may place their broader asset base at risk.

Can we trust the trusts?
Although some issues remain to be resolved, the benefits 

of income trusts outweigh the risks
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negatively correlated with the 10-year
Government of Canada bond yield,
now 4.40%. The interest-rate sensitive
trusts are expected to come under pres-
sure when these rates begin to rise.
Trusts in general may also decline, as
fixed income instruments do, when
rates rise and investors are attracted to
other asset classes, that is, common
stocks. Higher interest rates, however,
typically imply a stronger economy,
which will positively impact trust dis-
tribution levels as fundamentals for the
underlying business improve.

Benefits Tip The Scale in Favour of
Trusts This said, in spite of the reser-
vations associated with trusts, the ben-
efits solidly outweigh the risks. The
level of investor interest in trusts ex-
tends far beyond their exceptional his-
torical track record. Income trusts’ in-
herent structure does a better job of
addressing the needs and desires of in-
vestors. After several years of punishing
markets, both institutional and retail
investors pay more attention to ab-
solute return. The trust structure im-
poses a discipline that minimizes man-
agement’s ability to destroy capital and
build empires to the detriment of
shareholder wealth. This is key for
those defined pension plans facing un-

funded pension liabilities. The appeal
of a steady income stream with the po-
tential for upside cannot be understat-
ed. Many pension committees are busy
educating themselves on the merits of
trusts in order to reduce their equity ex-

posure in favour of alternative invest-
ment vehicles such as trusts.

The near-term fate of trusts will be put
to the test later this year as the S&P/TSX
considers trusts, once again, for inclusion
in the index Real estate investment trusts
(REITs) were added to the S&P500 in July
2002. With the limited liability issue cur-
rently being addressed, the largest barrier
to adding income trusts to the index is on
its way out the door. Following approval,
a phase-in period of more than a year can
be expected. More than 30 trusts repre-
senting approximately 5% of the index’s
total capitalization will be eligible for in-
clusion in December 2003. This move
would redirect focus from the trust’s
structure to its underlying fundamentals,
which is exactly where we believe in-
vestors should be spending their valuable
time and money.

Mrs. Gaelen Morphet is First Vice Presi-
dent and leader of the Canadian Equity
Value team at TAL Global Asset Manage-
ment Inc.

The information provided in this article
constitutes current opinions and is sub-
ject to change at any time should new
economical and political factors arise. It
does not constitute a solicitation for any
fund, manager or product.

Futures exchanges 
fight competition

The big two U.S. futures exchanges are
striving to keep out foreign competi-

tion, urging U.S. lawmakers to impose
strict criteria before allowing interna-
tional competitors to operate in the U.S.

The Chicago Mercantile Exchange
and the Chicago Board of Trade are
aiming their efforts at Eurex, the elec-
tronic marketplace controlled by
Deutsche Börse of Germany, which has
become the world’s largest derivatives
market.

Planning a significant U.S. presence
to trade options and futures contracts,
Eurex recently signed a clearing agree-
ment with the Board of Trade Clearing
Corporation to process transactions in
its new U.S. marketplace, to be
launched in early 2004.

Source: Financial Times
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