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Q. Referring to page 2 of Ms. McShane’s direct testimony, please provide a copy of the 1 
Foreign Property Rule and a copy of all studies reviewed by Ms. McShane that 2 
address the impact on foreign issuers and investors to the Canadian Capital Market. 3 

 4 
A.  Prior to February 2005, the Foreign Property Rule was found in Part XI of the Income 5 

Tax Act, Canada.  Section XI was repealed in February 2005. 6 
 7 

Attachment A contains Section 206 of Part XI which was extracted from the current 8 
income tax legislation. The section is shaded because it was repealed. 9 

 10 
 Attachment B contains excerpts from the “Canadian Income Tax Act” and “Practitioner’s 11 

Income Tax Act” which describe the repealed Foreign Property Rule.  12 
 13 

The following studies address the impact of the Foreign Property Rule and its revocation: 14 
 15 

• Financial System Review, Bank of Canada, December 2006, filed as Attachment C. 16 
 17 

• David Burgess and Joel Fried, The Foreign Property Rule: A Cost-Benefit Analysis, 18 
November 2002, filed as Attachment D. 19 

 20 
• Eric Fontaine, Canadian Foreign Content Limit: The End of an Era and its Potential 21 

Implications, August 2005, Brockhouse Cooper Insights, filed as Attachment E. 22 
 23 

• Rob Carrick, Finance: Your Bottom Line, Globe and Mail Update, February 23, 2005, 24 
filed as Attachment F. 25 

 26 
• Michael Gregory, Foreign Property Rule: It’s a Goner, BMO, June 24, 2005, filed as 27 

Attachment G. 28 
 29 

• Chandra Price, FPR Demise Stuns Pension Industry, Benefits Canada, February 24, 30 
2005, filed as Attachment H. 31 

 32 
• Tom Hockin, Paving the Way for Change to RRSP Foreign Content Rules, January 33 

31, 2000, filed as Attachment I. 34 
 35 

• Michael Gregory, A Canadian Welcome Mat for Foreign Bond Issuers, BMO, 36 
November 10, 2005, filed as Attachment J. 37 

 38 
• TD Economics, Time to Eliminate the Foreign Property Rule for Canadian 39 

Registered Pension Plans, February 8, 2005, filed as Attachment K. 40 
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206. (1) [Repealed] 
 

History: Subsection 206(1) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(1) formerly read: 

 

"206. (1) Definitions — In this Part,". 

«société affiliée» 

"affiliate" [Repealed] 

History: The definition "affiliate" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), applicable to 
months that end after 2004. The definition "affiliate" in subsection 206(1) formerly read: 

" `affiliate' of a corporation (in this definition referred to as the "parent corporation") at any time is any 
other corporation where, at that time, 

(a) the parent corporation controls the other corporation, 

(b) the parent corporation or a corporation controlled by the parent corporation owns 

(i) shares of the capital stock of the other corporation that would give the parent corporation or the 
corporation controlled by the parent corporation 25% or more of the votes that could be cast under all 
circumstances at an annual meeting of shareholders of that other corporation, and 

(ii) shares of the capital stock of the other corporation having a fair market value of 25% or more of the 
fair market value of all the issued shares of the capital stock of that other corporation, or 

(c) the other corporation is controlled by a particular corporation and the parent corporation or a 
corporation controlled by the parent corporation owns 

(i) shares of the capital stock of the particular corporation that would give the parent corporation or the 
corporation controlled by the parent corporation 25% or more of the votes that could be cast under all 
circumstances at an annual meeting of shareholders of the particular corporation, and 

(ii) shares of the capital stock of the particular corporation having a fair market value of 25% or more of 
the fair market value of all the issued shares of the capital stock of the particular corporation;". 

The definition "affiliate" in subsection 206(1) added by 1998, c. 19, s. 210(3), applicable to shares and 
indebtedness acquired after December 4, 1985 (otherwise than pursuant to an agreement in writing 
entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985) except that, with respect to 
shares and indebtedness last acquired before 1996, the expression "primarily from foreign property" in 
that paragraph shall be read as "primarily from portfolio investments in property that is foreign 
property". 



«valeur comptable» 

"carrying value" [Repealed] 

History: The definition "carrying value" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "carrying value" in subsection 206(1) formerly 
read: 

" `carrying value' of a property of a corporation or partnership at any time means 

 (a) where a balance sheet of the corporation or the partnership as of that time was presented to the 
shareholders of the corporation or the members of the partnership and the balance sheet was prepared 
using generally accepted accounting principles and was not prepared using the equity or consolidation 
method of accounting, the amount in respect of the property reflected in the balance sheet, and 

(b) in any other case, the amount that would have been reflected in a balance sheet of the corporation or 
the partnership as of that time if the balance sheet had been prepared in accordance with generally 
acceptable accounting principles and neither the equity nor consolidation method of accounting were 
used;". 

The definition "carrying value" in subsection 206(1) added by 1998, c. 19, s. 210(3), applicable to shares 
and indebtedness acquired after December 4, 1985 (otherwise than pursuant to an agreement in writing 
entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985) except that, with respect to 
shares and indebtedness last acquired before 1996, the expression "primarily from foreign property" in 
that paragraph shall be read as "primarily from portfolio investments in property that is foreign 
property". 

«coût indiqué» 

"cost amount" [Repealed] 

History: The definition "cost amount" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), applicable 
to months that end after 2004. The definition "cost amount" in subsection 206(1) formerly read: 

" 'cost amount' at any time of a taxpayer's capital interest in a trust that is foreign property is deemed to 
be the greater of 

(a) the cost amount of the interest, determined without reference to this definition, and 

(b) where that time is more than 60 days after the end of a taxation year of the trust, the amount that 
would be the cost amount of the interest if new units of the trust had been issued in satisfaction of each 
amount payable 

(i) after 2000 and at or before the end of the taxation year, by the trust in respect of the interest, 

(ii) to which subparagraph 53(2)(h)(i.1) applies (or would apply if that subparagraph were read without 
reference to clauses (A) and (B) of that subparagraph), and 

(iii) that has not been satisfied at or before that time by the issue of new units of the trust or by a 



payment of an amount by the trust;". 

The definition "cost amount" in subsection 206(1) added by 2001, c. 17, s. 169(2), applicable to months 
that end after February 2001. 

[Related provision released in Bill C-33, s. 173(2)] – In their application to months that end after 
December 20, 2002 and before 2005, subparagraphs (b)(i) to (iii) of the definition "cost amount" in 
subsection 206(1) of the Act shall be read as follows: 

"(i) after 2000 and at or before the end of the taxation year, by the trust in respect of the interest 
(otherwise than as proceeds of disposition of the interest), and 

(ii) that has not been satisfied at or before that time by the issue of new units of the trust or by a payment 
of an amount by the trust;". 

Explanatory notes: "Cost amount" is defined in subsection 206(1) of the Act for the purposes of Part 
XI. The definition was introduced in 2001 to deal with arrangements that provided for trust income to be 
"capitalized" without the trust issuing new units. Under the definition, the cost amount otherwise 
determined of a taxpayer's interest in such a trust reflects the capitalized amounts. For months that end 
after December 20, 2002 and before 2005, the definition is to be read to clarify that it applies to trusts 
under which all beneficiaries are registered plan trusts (e.g., trusts described in paragraph (e) of the 
definition "trust" in subsection 108(1)). 

«valeur désignée» 

"designated value" [Repealed] 

History: The definition "designated value" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "designated value" in subsection 206(1) 
formerly read: 

" `designated value' of a property at any time means the greater of 

(a) the fair market value at that time of the property, and 

(b) the carrying value at that time of the property;". 

The definition "designated value" in subsection 206(1) added by 1998, c. 19, s. 210(3), applicable to 
shares and indebtedness acquired after December 4, 1985 (otherwise than pursuant to an agreement in 
writing entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985) except that, with 
respect to shares and indebtedness last acquired before 1996, the expression "primarily from foreign 
property" in that paragraph shall be read as "primarily from portfolio investments in property that is 
foreign property". 

«action exclue» 

"excluded share" [Repealed] 

 



History: The definition "excluded share" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "excluded share" in subsection 206(1) formerly 
read: 

" `excluded share' means 

(a) a share that is of a class of shares listed on a prescribed stock exchange in Canada, where no share of 
that class has been issued after December 4, 1985 (otherwise than pursuant to an agreement in writing 
entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985), 

(b) a share last acquired after 1995 that is of a class of shares listed on a prescribed stock exchange in 
Canada, where 

(i) no share of that class has been issued after July 20, 1995 (otherwise than pursuant to an agreement in 
writing made before July 21, 1995), and 

(ii) the share would not be foreign property if the expression "primarily from foreign property" in 
paragraph (d.1) of the definition "foreign property" in this subsection were read as "primarily from 
portfolio investments in property that is foreign property" and that paragraph were read without 
reference to "(other than an excluded share)", and 

(c) a share last acquired after 1995 as a consequence of the exercise of a right acquired before 1996 
where the share would not be foreign property if the expression "primarily from foreign property" in 
paragraph (d.1) of the definition "foreign property" in this subsection were read as "primarily from 
portfolio investments in property that is foreign property" and that paragraph were read without 
reference to "(other than an excluded share)";". 

The definition "excluded share" in subsection 206(1) added by 1998, c. 19, s. 210(3), applicable to 
shares and indebtedness acquired after December 4, 1985 (otherwise than pursuant to an agreement in 
writing entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985) except that, with 
respect to shares and indebtedness last acquired before 1996, the expression "primarily from foreign 
property" in that paragraph shall be read as "primarily from portfolio investments in property that is 
foreign property". 

«bien étranger» 

"foreign property" [Repealed] 

History: The definition "foreign property" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "foreign property" in subsection 206(1) 
formerly read: 

" `foreign property' means 

(a) tangible property situated outside Canada except automotive equipment registered in Canada, 

(b) automotive equipment not registered in Canada pursuant to the laws of Canada or a province, 

 



(c) intangible property (other than any property described in paragraphs (d) to (g)) situated outside 
Canada including, without restricting the generality of the foregoing, any patent under the laws of a 
country other than Canada and any licence in respect thereof, 

(d) any share of the capital stock of a corporation other than a Canadian corporation, 

(d.1) except as provided by subsection (1.1), any share (other than an excluded share) of the capital 
stock of, or any debt obligation issued by, a corporation (other than an investment corporation, mutual 
fund corporation or registered investment) that is a Canadian corporation, where shares of the 
corporation can reasonably be considered to derive their value, directly or indirectly, primarily from 
foreign property, 

[Related provision released on November 9, 2006, s. 173(3)] – In its application to months that end after 
October 2003 and before 2005, paragraph (d.1) of the definition "foreign property" in subsection 206(1) 
of the Act shall be read as follows: 

"(d.1) any share (other than an excluded share) of the capital stock of, or any debt obligation (other than 
a debt obligation described in subparagraph (g)(iii)) issued by, a corporation (other than an investment 
corporation, a mutual fund corporation or a registered investment) that is a Canadian corporation, if 
shares of the corporation can reasonably be considered to derive their value, directly or indirectly, 
primarily from foreign property,". 

[Related provision released on November 9, 2006, s. 173(4)] – In its application to months that end after 
October 2003 and before 2005, paragraph (g) of the definition "foreign property" in subsection 206(1) of 
the Act shall be read as follows: 

"(g) indebtedness of a non-resident person, other than 

(i) indebtedness issued by an authorized foreign bank and payable at a branch in Canada of the bank, 

(ii) indebtedness issued or guaranteed by 

(A) the International Bank for Reconstruction and Development, 

(B) the International Finance Corporation, 

(C) the Inter-American Development Bank, 

(D) the Asian Development Bank, 

(E) the Caribbean Development Bank, 

(F) the European Bank for Reconstruction and Development, 

(G) the African Development Bank, or 

(H) a prescribed person, or 

 



(iii) a debt obligation that is fully secured by a mortgage, charge, hypothec or similar instrument in 
respect of real or immovable property situated in Canada or that would be fully secured were it not for a 
decline in the fair market value of the property after the debt obligation was issued,". 

Explanatory notes: "Foreign property" is defined in subsection 206(1) of the Act. Under paragraph 
(d.1) of the definition, foreign property includes certain shares and debt issued by Canadian 
corporations, if shares of the corporation may reasonably be considered to derive their value primarily 
from foreign property. Paragraph (g) of the definition treats as foreign property the indebtedness of a 
non-resident person other than indebtedness issued by various international organizations or 
indebtedness issued by an authorized foreign bank and payable at a Canadian branch of that bank. 

For months that end after October 2003 and before 2005, paragraphs (d.1) and (g) are to be read to 
provide that a mortgage obligation that is fully secured by real property situated in Canada is not foreign 
property. 

Paragraph (g) of the definition "foreign property" in subsection 206(1) amended by 2001, c. 17, s. 
169(1), applicable after June 27, 1999. Paragraph (g) of the definition "foreign property" in subsection 
206(1) formerly read: 

"(g) indebtedness of a non-resident person, other than indebtedness issued or guaranteed by 

(i) the International Bank for Reconstruction and Development, 

(i.1) the International Finance Corporation, 

(ii) the Inter-American Development Bank, 

(iii) the Asian Development Bank, 

(iv) the Caribbean Development Bank, 

(iv.1) the European Bank for Reconstruction and Development, 

(iv.2) the African Development Bank, or 

(v) a prescribed person,". 

Subparagraphs (g)(iv.1) and (g)(iv.2) of the definition "foreign property" in subsection 206(1) added by 
1998, c. 19, s. 210(2), applicable to months after March 1991, except that subparagraph (g)(iv.2) of the 
definition "foreign property" in subsection 206(1) of the Act, does not apply to months before 1997. 

Paragraphs 206(1)(d.1) and (e) in the definition "foreign property" amended by 1998, c. 19, s. 210(1), 
with respect to paragraph (d.1) applicable to shares and indebtedness acquired after December 4, 1985 
(otherwise than pursuant to an agreement in writing entered into before 5:00 p.m. Eastern Standard Time 
on December 4, 1985) except that, with respect to shares and indebtedness last acquired before 1996, the 
reference to "primarily from foreign property" in that paragraph shall be read as a reference to "primarily 
from portfolio investments in property that is foreign property". Paragraph (e) of the definition "foreign 
property" in subsection 206(1), applies to months that end after June 1995. Paragraphs 206(1)(d.1) and 
(e) formerly read: 



 

"(d.1) any share of the capital stock of or any debt obligation issued by a Canadian corporation, if shares 
of the corporation may reasonably be considered to derive their value, directly or indirectly, primarily 
from portfolio investments in property that is foreign property, but not including a share of a corporation 
listed on a prescribed stock exchange in Canada that is of a class of the capital stock of the corporation 
no share of which has been issued after December 4, 1985 (otherwise than pursuant to an agreement in 
writing entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985), 

(e) any share of the capital stock of a mutual fund corporation that is neither an investment corporation 
nor a registered investment, except as prescribed by regulation,". 

The portion of paragraph (g) of the definition "foreign property" in subsection 206(1) before 
subparagraph (i) amended by 1994, c. 21, s. 93(1), applicable to months after 1992. That portion 
formerly read: 

"(g) any bond, debenture, mortgage, note or similar obligation of, or issued by, a person not resident in 
Canada, except any such bond, debenture, mortgage, note or similar obligation issued or guaranteed by". 

Subparagraph (i.1) of paragraph (g) of the definition "foreign property" in subsection 206(1) added by 
1994, c. 7, Sch. II, s. 166(1), applicable after July 13, 1990. 

June 30, 2004 Finance Comfort Letter 
Deferred Income Plans – Foreign Property and Qualified Investment Characterization re 

Mortgage-Backed Securities 

 

Dear xxxxx: 

This is in reply to your letter of May 21, 2004 in which you raise concerns with the proposed 
amendment to the definition "foreign property" in subsection 206(1) of the Income Tax Act, and the 
similar proposed amendment to paragraph 4900(1)(j) of the Income Tax Regulations. The proposed 
amendments were included in the February 27, 2004 technical amendments package. I also acknowledge 
your subsequent correspondence and telephone conversations with Tax Legislation officials. 

The proposed amendment to the foreign property definition in subsection 206(1) of the Act would 
exclude from foreign property characterization for a taxpayer any mortgage loan that is secured by real 
property situated in Canada, provided that the cost amount to the taxpayer of the loan (together with the 
cost amount to a taxpayer of any other indebtedness in respect of the property that is of equal or superior 
rank) does not exceed the fair market value of the property, ignoring any subsequent decline in the fair 
market value of the real property. Proposed subparagraph 4900(1)(j)(i) of the Regulations contains a 
similar fair market value test as a condition for qualified investment status for mortgage loans. You raise 
two concerns with the application of these proposed amendments to mortgage-backed securities (MBS) 
issued using an undivided co-ownership structure. 

The first concern relates to the use of cost as the basis for the test. You indicate that this would be 
difficult to administer in public transactions as it would require a cost/value determination to be made 
following each subsequent acquisition of an MBS certificate. We agree that this could lead to 



administrative difficulties. It would be appropriate, from a tax policy perspective, to use the amount of 
the mortgage loan at issuance as the basis for the test rather than cost. 

The second concern relates to a proposed offering of residential MBS that includes some high-ratio 
mortgage loans where the principal will exceed the fair market value of the property by as much as 10%. 
The amount lent is intended to cover the appraised value of the property as well as closing costs. As 
interests in these mortgage loans would not satisfy the proposed fair market value test, the MBS 
certificates would not be a qualified investment. However, the certificates would have been a qualified 
investment under paragraph 4900(1)(j) of the Regulations as it read prior to the February 27, 2004 
proposed amendment. 

Based on the information presented in your letter, we understand that the MBS certificates have the 
following characteristics: 

•     the certificates will represent an undivided co-ownership interest in a pool of mortgage loans 
secured by real property situated in Canada; 

•     the mortgage loans were originated in the ordinary course of business between arm's length parties; 

•     substantially all of the mortgagors are resident of Canada; 

•     the certificates will be offered to the public by prospectus as part of a minimum offering of at least 
$25 million; 

•     the certificates will have an investment grade rating; 

•     the loan to value ratio of the entire pool will not be more than 100%; and 

•     no single loan in the pool will represent more than 10% of the fair market value of all of the loans in 
the pool. 

The MBS certificates would appear to satisfy the main policy criteria underlying the qualified 
investment rules, notably, the presence of an arm's length relationship between the investor and the 
issuer of the investment, liquidity, and quality. Accordingly, we agree, from a tax policy perspective, 
that these MBS certificates should not fail to be a qualified investment simply because the proposed fair 
market value test cannot be satisfied. We are reviewing the qualified investment rules with a view to 
identifying those amendments that would be necessary to ensure that qualification of MBS certificates is 
not denied in appropriate circumstances. 

I trust that this letter is informative of our general position regarding your submission. 

Yours sincerely, 
Brian Ernewein 
Director 
Tax Legislation Division 
Tax Policy Branch 

 



«activité d'investissement» 

"investment activity" [Repealed] 

History: The definition "investment activity" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "investment activity" in subsection 206(1) 
formerly read: 

" `investment activity' of a particular corporation means any business carried on by the corporation, or 
any holding of property by the corporation otherwise than as part of a business carried on by the 
corporation, the principal purpose of which is to derive income from, or to derive profits from the 
disposition of, 

(a) shares (other than shares of the capital stock of another corporation in which the particular 
corporation has a significant interest, where the primary activity of the other corporation is not an 
investment activity), 

(b) interests in trusts, 

(c) indebtedness (other than indebtedness owing by another corporation in which the particular 
corporation has a significant interest, where the primary activity of the other corporation is not an 
investment activity), 

(d) annuities, 

(e) commodities or commodities futures purchased or sold, directly or indirectly in any manner 
whatever, on a commodities or commodities futures exchange (except commodities manufactured, 
produced, grown, extracted or processed by the corporation or another corporation with which the 
corporation does not deal at arm's length), 

(f) currencies (other than currencies in the form of numismatic coins), 

(g) interests in funds or entities other than corporations, partnerships and trusts, 

(h) interests or options in respect of property described in any of paragraphs (a) to (g), or 

(i) any combination of properties described in any of paragraphs (a) to (h);". 

The definition "investment activity" in subsection 206(1) added by 1998, c. 19, s. 210(3), applicable 
after 1995. 

«bien admissible» 

"qualified property" [Repealed] 

History: The definition "qualified property" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "qualified property" in subsection 206(1) 
formerly read: 



" `qualified property' of a corporation means a property (other than a debt obligation or share issued by 
an affiliate of the corporation or by any corporation related to the corporation) owned by the corporation 
and used by it or an affiliate of the corporation in a specified active business carried on by it or the 
affiliate;". 

The definition "qualified property" in subsection 206(1) added by 1998, c. 19, s. 210(3), applicable to 
shares and indebtedness acquired after December 4, 1985 (otherwise than pursuant to an agreement in 
writing made before 5:00 p.m. Eastern Standard Time on December 4, 1985) except that, with respect to 
shares and indebtedness last acquired before 1996, the reference to "primarily from foreign property" in 
that paragraph shall be read as a reference to "primarily from portfolio investments in property that is 
foreign property". 

«participation notable» 

"significant interest" [Repealed] 

History: The definition "significant interest" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "significant interest" in subsection 206(1) 
formerly read: 

" `significant interest' has the meaning that would be assigned by section 142.2 if that section were read 
without reference to paragraphs 142.2(3)(b) and (c);". 

The definition "significant interest" in subsection 206(1), added by 1998, c. 19, s. 210(3), applicable 
after 1995. 

«montant d'un placement dans des petites entreprises» 

"small business investment amount" [Repealed] 

History: The definition "small business investment amount" in subsection 206(1) repealed by 2005, c. 
30, s. 14(1), applicable to months that end after 2004. The definition "small business investment 
amount" in subsection 206(1) formerly read: 

" `small business investment amount' of a taxpayer for a month means the greater of 

(a) the total of the cost amounts of all small business properties to the taxpayer at the end of the month, 
and 

(b) the quotient obtained when the total of all amounts determined for each of the three preceding 
months, each of which is the total of the cost amounts of all small business properties to the taxpayer at 
the end of that preceding month, is divided by three;". 

The definition "small business investment amount" in subsection 206(1) amended by 2000, c. 19, s. 
60(1), applicable to months that end after 1997. The definition "small business investment amount" in 
subsection 206(1) formerly read: 

 



" `small business investment amount' of a taxpayer for a month means the quotient obtained when the 
total of all amounts determined for each of the three preceding months, each of which is the total of the 
cost amounts of all small business properties to the taxpayer at the end of that preceding month, is 
divided by three;". 

«bien de petite entreprise» 

"small business property" [Repealed] 

History: The definition "small business property" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "small business property" in subsection 206(1) 
formerly read: 

" `small business property' of a taxpayer at a particular time means property acquired by the taxpayer 
after October 31, 1985 that is at that particular time 

(a) a property prescribed to be a small business security, 

(b) a share of a class of the capital stock of a corporation prescribed to be a small business investment 
corporation, 

(c) an interest of a limited partner in a partnership prescribed to be a small business investment limited 
partnership, or 

(d) an interest in a trust prescribed to be a small business investment trust, 

where 

(e) the taxpayer is a prescribed person in respect of the property, or 

(f) throughout the period that began at the time the property was first acquired (otherwise than by a 
broker or dealer in securities) and ends at the particular time, the property was not owned by any person 
other than 

(i) the taxpayer, 

(ii) a trust governed by a particular registered retirement income fund or registered retirement savings 
plan if 

(A) the taxpayer is another trust governed by a registered retirement income fund or registered 
retirement savings plan, and 

(B) the annuitant under the particular fund or plan (or the spouse, common-law partner, former spouse or 
former common-law partner of that annuitant) is also the annuitant under the fund or plan referred to in 
clause (A), or 

(iii) an annuitant under a registered retirement income fund or registered retirement savings plan that 
governs the taxpayer, or a spouse, common-law partner, former spouse or former common-law partner 
of that annuitant;". 



Clause (f)(ii)(B) and subparagraph (iii) of the definition "small business property" in subsection 206(1) 
amended by 2001, c. 17, s. 247. Subject to s. 248(2) of 2001, c. 17, applicable to the 2001 and following 
taxation years. 

Related provision [2001, c. 17, s. 248(2)] — If a taxpayer and a person have jointly elected pursuant to 
section 144 of the Modernization of Benefits and Obligations Act, in respect of the 1998, 1999 or 2000 
taxation years, sections 238 to 247 apply to the taxpayer and the person in respect of the applicable 
taxation year and subsequent taxation years. 

Clause (f)(ii)(B) and subparagraph (iii) of the definition "small business property" in subsection 206(1) 
formerly read: 

"(B) the annuitant under the particular fund or plan (or the spouse or former spouse of that annuitant) is 
also the annuitant under the fund or plan referred to in clause (A), or 

(iii) an annuitant under a registered retirement income fund or registered retirement savings plan that 
governs the taxpayer, or a spouse or former spouse of that annuitant;". 

The portion of the definition "small business property" in subsection 206(1) after paragraph (d) amended 
by 2000, c. 19, s. 60(2), applicable to months that end after 1997. That portion formerly read: 

"where the taxpayer is 

(e) a prescribed person in respect of the property, or 

(f) the first person (other than a broker or dealer in securities) to have acquired the property and the 
taxpayer has owned the property continuously since it was so acquired." 

«entreprise déterminée exploitée activement» 

"specified active business" [Repealed] 

History: The definition "specified active business" in subsection 206(1) repealed by 2005, c. 30, s. 
14(1), applicable to months that end after 2004. The definition "specified active business" in subsection 
206(1) formerly read: 

" `specified active business' carried on by a corporation, at any time, means a particular business that is 
carried on by the corporation in Canada where 

(a) the corporation employs in the particular business at that time more than 5 full-time employees and 
at least 

(i) 50% of the full-time employees employed by the corporation at that time in the particular business 
are employed in Canada, and 

(ii) 50% of the salaries and wages paid to employees employed at that time in the particular business are 
reasonably attributable to services rendered in Canada by the employees, or 

 



(b) one or more other corporations associated with the corporation provide, in the course of carrying on 
one or more other active businesses, managerial, administrative, financial, maintenance or other similar 
services to the corporation in respect of the particular business and 

(i) the corporation could reasonably be expected to require more than 5 full-time employees at that time 
in respect of the particular business if those services had not been provided, 

(ii) at least 50% of the full-time employees employed at that time by the corporation in the particular 
business and by the other corporations in the other active businesses are employed in Canada, and 

(iii) at least 50% of the salaries and wages paid to employees employed at that time by the corporation in 
the particular business and by the other corporations in the other active businesses are reasonably 
attributable to services rendered in Canada by the employees, 

but does not include a business carried on by the corporation the principal purpose of which is to derive 
income from, or from the disposition of, shares and debt obligations the value of which can reasonably 
be considered to derive, directly or indirectly, primarily from foreign property;". 

The definition "specified active business" in subsection 206(1) added by 1998, c. 19, s. 210(3), 
applicable to shares and indebtedness acquired after December 4, 1985 (otherwise than pursuant to an 
agreement in writing entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985) except 
that, with respect to shares and indebtedness last acquired before 1996, the expression "primarily from 
foreign property" in that paragraph shall be read as "primarily from portfolio investments in property 
that is foreign property". 

«proportion déterminée» 

"specified proportion" [Repealed] 

History: The definition "specified proportion" in subsection 206(1) repealed by 2005, c. 30, s. 14(1), 
applicable to months that end after 2004. The definition "specified proportion" in subsection 206(1) 
formerly read: 

" `specified proportion' of a member of a partnership for a fiscal period of the partnership means the 
proportion that the member's share of the total income or loss of the partnership for the partnership's 
fiscal period is of the partnership's total income or loss for that period and, for the purpose of this 
definition, where that income or loss for a period is nil, that proportion shall be computed as if the 
partnership had income for that period in the amount of $1,000,000." 

The definition "specified proportion" added by 1998, c. 19, s. 210(3), applicable to shares and 
indebtedness acquired after December 4, 1985 (otherwise than pursuant to an agreement in writing 
entered into before 5:00 p.m. Eastern Standard Time on December 4, 1985) except that, with respect to 
shares and indebtedness last acquired before 1996, the expression "primarily from foreign property" in 
that paragraph shall be read as "primarily from portfolio investments in property that is foreign 
property". 

 

 



Proposed Amendment 
s. 173(1) of Bill C-33 

First reading, Senate: June 18, 2007 

 

The definition "specified proportion" in subsection 206(1) is repealed. 

Application: Deemed to have come into force on December 21, 2002. 

Explanatory notes: Subsection 206(1) of the Act includes a definition of a partner's "specified 
proportion" of a partnership for a fiscal period. To enable the definition to be used for other purposes as 
well, it is moved to subsection 248(1) of the Act, and is repealed in subsection 206(1), effective after 
December 20, 2002. 

(1.1) [Repealed] 

History: Subsection 206(1.1) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(1.1) formerly read: 

"(1.1) Exception where substantial Canadian presence — Property described in paragraph (d.1) of the 
definition "foreign property" in subsection (1) does not, at a particular time, include property of a 
taxpayer that is a share or debt obligation that was issued by a corporation that, at the particular time, is 
a Canadian corporation where 

(a) either at any time in any of the last 15 months beginning before the time (in this subsection referred 
to as the "acquisition time") when the property was last acquired before the particular time by the 
taxpayer or at any time in the calendar year that includes the acquisition time, the total of all amounts 
each of which is the designated value of a qualified property of the corporation or an affiliate of the 
corporation exceeded $50,000,000; 

(b) the particular time is not later than the end of the 15th month ending after the acquisition time and, at 
any time in any of the last 15 months beginning before the acquisition time, the total of all amounts each 
of which is the designated value of a qualified property of the corporation or another corporation 
controlled by the corporation exceeded 50% of the lesser of the fair market value of all of the 
corporation's property and the carrying value of all of the corporation's property; 

(c) the particular time is after the acquisition time and, at any time in any of the first 15 months 
beginning after the acquisition time, the total of all amounts each of which is the designated value of a 
qualified property of the corporation or another corporation controlled by the corporation exceeded 50% 
of the lesser of the fair market value of all of the corporation's property and the carrying value of all of 
the corporation's property; 

(d) the particular time is after 1995 and, at the particular time, 

(i) either 

(A) the corporation was incorporated or otherwise formed under the laws of Canada or a province, or 



(B) where the corporation was not required to maintain an office under the laws by or under which it 
was incorporated, the maintenance of an office in Canada is required under the constitutional documents 
of the corporation, 

(ii) the corporation maintains an office in Canada, and 

(iii) any of the following conditions applies, namely, 

(A) the corporation employs more than 5 individuals in Canada full time and those individuals are not 
employed primarily in connection with 

(I) an investment activity of the corporation or another corporation with which the corporation does not 
deal at arm's length, 

(II) a business carried on by the corporation through a partnership of which the corporation is not a 
majority interest partner, or 

(III) a business carried on by another corporation with which the corporation does not deal at arm's 
length through a partnership of which that other corporation is not a majority interest partner, 

(B) another corporation that is controlled by the corporation employs more than 5 individuals in Canada 
full time and those individuals are not employed primarily in connection with 

(I) an investment activity of the other corporation or another corporation with which the other 
corporation does not deal at arm's length, 

(II) a business carried on by the other corporation through a partnership of which the other corporation is 
not a majority interest partner, or 

(III) a business carried on by another corporation with which the other corporation does not deal at arm's 
length through a partnership of which that other corporation is not a majority interest partner, 

(C) the total amount incurred by the corporation for the services (other than services relating to an 
investment activity of the corporation or another corporation with which the corporation does not deal at 
arm's length) of employees and other individuals rendered in Canada in any calendar year that ends in 
any of the last 15 months that end before the particular time exceeds $250,000, 

(D) the total amount incurred by another corporation that is controlled by the corporation for the services 
(other than services relating to an investment activity of the other corporation or another corporation 
with which the other corporation does not deal at arm's length) of employees and other individuals 
rendered in Canada in any calendar year that ends in any of the last 15 months that end before the 
particular time exceeds $250,000, or 

(E) in the calendar year that includes the particular time the corporation was continued from a 
jurisdiction outside Canada, or incorporated or otherwise formed and the total amount incurred in the 
year by the corporation for the services (other than services relating to an investment activity of the 
corporation or another corporation with which the corporation does not deal at arm's length) of 
employees and other individuals rendered in Canada exceeds $250,000; or 



(e) the particular time is after 1995 and, at the particular time, all or substantially all of the property of 
the corporation is not foreign property." 

Subsection 206(1.1) added by 1998, c. 19, s. 210(4), applicable after December 4, 1985. 

(1.2) [Repealed] 

History: Subsection 206(1.2) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(1.2) formerly read: 

"(1.2) Partnerships — For the purposes of paragraphs (1.1)(a) to (c) and this subsection, 

(a) a member of a partnership 

(i) is deemed not to own any interest in the partnership at any time, and 

(ii) is deemed to own the member's specified proportion for the partnership's first fiscal period that ends 
at or after that time of each property that would, if the assumption in paragraph 96(1)(c) were made, be 
owned by the partnership at that time; and 

(b) the carrying value at that time of that specified proportion of a partnership's property is deemed to be 
that specified proportion of the carrying value at that time to the partnership of that property." 

Subsection 206(1.2) added by 1998, c. 19, s. 210(4), applicable after December 4, 1985. 

(1.3) [Repealed] 

History: Subsection 206(1.3) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(1.3) formerly read: 

"(1.3) Interpretation — For the purpose of paragraph (1.1)(d), 

(a) an employee of a corporation is deemed to be employed in Canada where the corporation's 
permanent establishment (as defined by regulation) to which the employee principally reports is situated 
in Canada; and 

(b) services are deemed to be rendered in Canada to a corporation where the permanent establishment 
(as defined by regulation) for which the services are rendered is situated in Canada." 

Subsection 206(1.3) added by 1998, c. 19, s. 210(4), applicable after December 4, 1985. 

(1.4) [Repealed] 

History: Subsection 206(1.4) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(1.4) formerly read: 

"(1.4) Rights in respect of foreign property — For the purpose of determining whether a property owned 
by a taxpayer is foreign property at any time because of paragraph (f) or (h) of the definition "foreign 
property" in subsection (1), it shall be assumed that each other property not owned at that time by the 



taxpayer was acquired immediately before that time by the taxpayer." 

Subsection 206(1.4) added by 1998, c. 19, s. 210(4), applicable after December 4, 1985. 

(1.5) [Repealed] 

History: Subsection 206(1.5) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(1.5) formerly read: 

"(1.5) Identical property — Notwithstanding paragraphs (d.1), (f) and (h) of the definition "foreign 
property" in subsection (1), a property shall not be considered to be foreign property at a particular time 
of a taxpayer because of any of those paragraphs where 

(a) the property is 

(i) a share or debt obligation issued by a Canadian corporation, or 

(ii) an interest in, a right to, a property that is convertible into or a property that is exchangeable for, a 
share or debt obligation issued by a Canadian corporation; and 

(b) the property, or the share or obligation referred to in subparagraph (a)(ii), is identical to another 
property that is owned at the particular time by the taxpayer and that is not foreign property at the 
particular time of the taxpayer." 

Subsection 206(1.5) added by 1998, c. 19, s. 210(4), applicable after December 4, 1985. 

(2) [Repealed] 

History: Subsection 206(2) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(2) formerly read: 

"(2) Tax payable — Where, at the end of any month, 

(a) the amount, if any, by which 

(i) the total of all amounts each of which is the cost amount of a foreign property to a taxpayer described 
in any of paragraphs 205(a) to (f) 

exceeds the total of 

(ii) where the taxpayer is described in any of paragraphs 205(b), (c) and (e), all amounts each of which 
is the cost amount to the taxpayer of a foreign property that was not at the end of the month a qualified 
investment (within the meaning assigned by subsection 146(1) or 146.3(1) or section 204, as the case 
may be) of the taxpayer, and 

(iii) all amounts (other than an amount included in respect of the taxpayer for the month under 
subparagraph (ii)) each of which is the cost amount to the taxpayer of foreign property that became 
foreign property of the taxpayer after its last acquisition by the taxpayer and at a time that is not more 
than 24 months before the end of the month, 



exceeds the total of 

(b) 30% of the total of all amounts each of which is the cost amount of a property to the taxpayer, and 

(c) in the case of a taxpayer described in paragraph 205(a), (b), (c) or (e), other than a taxpayer described 
in paragraph 149(1)(o.2), the lesser of 

(i) three times the small business investment amount of the taxpayer for the month, and 

(ii) 20% of the total of all amounts each of which is the cost amount of a property to the taxpayer, 

the taxpayer shall, in respect of that month, pay a tax under this Part equal to 1% of the lesser of the 
excess and the total of all amounts each of which is the cost amount to the taxpayer of each of its foreign 
properties that was acquired after June 18, 1971." 

Paragraph 206(2)(b) amended by 2000, c. 14, s. 41(1), applicable to months that end after 1999, except 
that for months in 2000 the reference to "30%" in paragraph 206(2)(b) of the Act, shall be read as 
"25%". Paragraph 206(2)(b) formerly read: 

"(b) 20% of the total of all amounts each of which is the cost amount of a property to the taxpayer, and". 

Paragraph 206(2)(a) amended by 1994, c. 7, Sch. VIII, s. 120(1), applicable to months ending after 
December 20, 1991. Paragraph 206(2)(a) formerly read: 

"(a) the total of all amounts each of which is the cost amount of a foreign property to a taxpayer 
described in any of paragraphs 205(a) to (f) (other than, where the taxpayer is described in any of 
paragraphs 205(b), (c) and (e), a foreign property that was not at the end of the month a qualified 
investment, within the meaning assigned by subsection 146(1) or 146.3(1) or section 204, as the case 
may be, of the taxpayer)". 

Subparagraph 206(2)(c)(ii) amended by 1994, c. 7, Sch. II, s. 166(3), applicable to months ending after 
1989. Subparagraph 206(2)(c)(ii) formerly read: 

"(ii) two times the amount determined under paragraph (b),". 

Paragraph 206(2)(b) amended by 1994, c. 7, Sch. II, s. 166(2), applicable to months ending after 1989, 
except that for months in 1990, 1991, 1992 and 1993, the reference in paragraph 206(2)(b) of the Act to 
"20%" shall be read as "12%", "14%", "16%" and "18%", respectively. Paragraph 206(2)(b) formerly 
read: 

"(b) 10% of the total of all amounts each of which is the cost amount of a property to the taxpayer, and". 

(2.01) [Repealed] 

History: Subsection 206(2.01) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 
2004. Subsection 206(2.01) formerly read: 

"(2.01) Registered investments — Notwithstanding subsection (2), the tax payable under this section by 
a registered investment in respect of a month is equal to the lesser of 



(a) the tax that would, but for this subsection, be payable by the registered investment in respect of the 
month, and 

(b) the greater of 

(i) 20% of the amount determined under paragraph (a), and 

(ii) the amount determined by the formula 

$5,000 + (A x B/C) 

 

where 

A     is equal to the amount determined under paragraph (a), 

B     is equal to 

(A) where the registered investment is a trust, the total of all amounts each of which is the fair market 
value at the end of the month of an interest in the registered investment that is held at that time by a 
taxpayer described in any of paragraphs 205(a) to (f) or by a mutual fund corporation, investment 
corporation, mutual fund trust, prescribed trust or prescribed partnership, and 

(B) where the registered investment is a corporation, the total of all amounts each of which is the fair 
market value at the end of the month of a share of the capital stock of the registered investment that is 
held at that time by a taxpayer described in any of paragraphs 205(a) to (f) or by a mutual fund 
corporation, investment corporation, mutual fund trust, prescribed trust or prescribed partnership, and 

C     is equal to 

(A) where the registered investment is a trust, the total of all amounts each of which is the fair market 
value at the end of the month of an interest in the registered investment that is held at that time, and 

(B) where the registered investment is a corporation, the total of all amounts each of which is the fair 
market value at the end of the month of a share of the capital stock of the registered investment that is 
held at that time." 

Subsection 206(2.01) added by 1998, c. 19, s. 210(5), applicable to months that end after 1992. 

(2.1) [Repealed] 

History: Subsection 206(2.1) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(2.1) formerly read: 

"(2.1) Exemption — Notwithstanding section 205, subsection (2) does not apply to a trust described in 
paragraph 149(1)(o.4) or a corporation described in paragraph 149(1)(o.2) in respect of any month that 
falls within a period for which the trustee or the corporation, as the case may be, elects in accordance 
with subsections 259(1) and (3)." 



Subsection 206(2.1) amended by 1994, c. 21, s. 93(2), applicable to the 1992 and subsequent taxation 
years. Subsection 206(2.1) formerly read: 

"(2.1) Exemption — Notwithstanding section 205, subsection (2) shall not apply in respect of a trust 
described in paragraph 149(1)(o.4) in respect of any month that falls within a period in respect of which 
the trustee has elected in accordance with subsection 259(2)." 

(3) [Repealed] 

History: Subsection 206(3) repealed by 1998, c. 19, s. 210(6), applicable to months that end after June 
1995. Subsection 206(3) formerly read: 

"(3) Shares in investment corporation — Notwithstanding the definition "foreign property" in subsection 
(1), a share of the capital stock of an investment corporation (other than a registered investment) 
acquired after October 13, 1971 by a taxpayer to whom this Part applies and owned by the taxpayer at a 
particular time shall, except as prescribed by regulation, be deemed to be a foreign property of the 
taxpayer at that time." 

(3.1) [Repealed] 

History: Subsection 206(3.1) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(3.1) formerly read: 

"(3.1) Acquisition of qualifying security — For the purpose of applying subparagraph (2)(a)(iii) at or 
after a particular time, where a qualifying security in relation to another security is acquired at the 
particular time by the taxpayer referred to in subsection (3.2) in respect of the security, and the security 
is foreign property at that time, 

(a) the qualifying security is deemed to have been last acquired by the taxpayer at the time the other 
security was last acquired by the taxpayer; 

(b) where the other security was not foreign property immediately before the particular time, the 
qualifying security is deemed to have become foreign property at the particular time; and 

(c) where the other security was foreign property immediately before the particular time, the qualifying 
security is deemed to have become foreign property at the time the other security became foreign 
property." 

Subsection 206(3.1) amended by 2001, c. 17, s. 169(3), applicable to months that end after 1997. 
Subsection 206(3.1) formerly read: 

"(3.1) Reorganizations, etc. — Where 

(a) a security (in this subsection referred to as the "new security") is issued at a particular time by a 
corporation to a taxpayer 

(i) in exchange for another security acquired before the particular time by the taxpayer, and 

 



(ii) in the course of 

(A) a corporate merger or reorganization of capital, or 

(B) a transaction in which control of the corporation that issued the other security is acquired by a 
person or a group of persons, and 

(b) the new security is foreign property at the particular time, 

for the purpose of applying subparagraph (2)(a)(iii) to the taxpayer at or after the particular time, 

(c) the new security shall be deemed to have been last acquired by the taxpayer at the time the other 
security was last acquired by the taxpayer, 

(d) where the other security was not foreign property immediately before the particular time, the new 
security shall be deemed to have become foreign property at the particular time, and 

(e) where the other security was foreign property immediately before the particular time, the new 
security shall be deemed to have become foreign property at the time the other security became foreign 
property." 

Subsection 206(3.1) added by 1994, c. 7, Sch. VIII, s. 120(2), applicable to months ending after 
December 20, 1991. 

(3.2) [Repealed] 

History: Subsection 206(3.2) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(3.2) formerly read: 

"(3.2) Qualifying security — For the purpose of subsection (3.1), a qualifying security in relation to 
another security means 

(a) a security issued at any time by a corporation to a taxpayer 

(i) in exchange for another security acquired before that time by the taxpayer, and 

(ii) in the course of 

(A) a corporate merger or reorganization of capital, 

(B) a transaction or series of transactions in which control of the corporation that issued the other 
security is acquired by a person or group of persons, or 

(C) a transaction or series of transactions in which all or substantially all of the issued and outstanding 
shares (other than shares held immediately before the transaction or the beginning of the series by a 
particular person or related group) of the corporation that issued the other security are acquired by the 
particular person or related group; or 

 



(b) a security acquired by a taxpayer from a corporation pursuant to a distribution with respect to 
another security that is an eligible distribution described in subsection 86.1(2)." 

Subsection 206(3.2) added by 2001, c. 17, s. 169(3), applicable to months that end after 1997. 

(4) [Repealed] 

History: Subsection 206(4) repealed by 2005, c. 30, s. 14(1), applicable to months that end after 2004. 
Subsection 206(4) formerly read: 

"(4) Non-arm's length transactions — For the purposes of this Part, where at any time a taxpayer 
acquires property, otherwise than pursuant to a transfer of property to which paragraph (f) or (g) of the 
definition "disposition" in subsection 248(1) applies, from a person with whom the taxpayer does not 
deal at arm's length for no consideration or for consideration less than the fair market value of the 
property at that time, the taxpayer is deemed to acquire the property at that fair market value, and for 
those purposes, a particular trust is deemed not to deal at arm's length with another trust if a person who 
is beneficially interested in the particular trust is at that time also beneficially interested in the other 
trust." 

Subsection 206(4) amended by 2001, c. 17, s. 169(4), applicable in respect of property acquired after 
December 23, 1998. Subsection 206(4) formerly read: 

"(4) Non-arm's length transactions — For the purposes of this Part, where a taxpayer has acquired 
property from a person with whom the taxpayer was not dealing at arm's length for no consideration or 
for consideration less than the fair market value thereof at the time of the acquisition, the taxpayer shall 
be deemed to have acquired the property at that fair market value, and for those purposes, a trust shall be 
deemed not to deal at arm's length with another trust if any person is beneficially interested in both 
trusts." 
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1588 Income Tax 

"(1.4) Rights in respect of foreign property. For the purpose of deter- 
mining whether a property owned by a taxpayer is foreign property at any 
time because of paragraph (fl or (h) of the definition 'foreign property' in 
subsection (I), itshall be assumed that each other property not owned at that 
time by the taxpayer was acquired immediately before that time by the 
taxpayer." 

706(1.4) was added by S.C. 1998. c. 19, s. 210(4), applicable after 
December 4, 1985. 

(1.5) Identical property. [Repealed by S.C. 2005, 
c. 30, s. 14(1).1 
History: S. 206(1.5) was repealed by S.C. 2005, c. 30, s. 14(1 ), applicable 
to months that end after 2004. S. 206(1.5) formerly read: 

" (1.5) Identical property. Notwithstanding paragraphs ( d l  ). (fl and (h) of 
the definition 'foreign property' in subsection (1). a property shall not be 
considered to be foreign property at a particular time of a taxpayer because 
of any of those paragraphs where 

(a) the property is 
(i) a share or debt obiigation issued by a Canadian corporation. or 
(ii) an interest in, a right to, a property that is convertible into or a 

property that is exchangeable for, a share or debt obligation issued by 
a Canadian corporation; and 

(b) the property, or the share or obligation referred to in subparagraph 
(a)(ii), is identical to another property that is owned at the particular time 
by the taxpayer and that is not foreign property at the particular time of 
the taxpayer. " 

S. 206t1.5) was added by S.C. 1998, c. 19, s. 210(4), applicable after 
December 4, 1985. 

(2) Tax payable. IRepealed by S.C. 2005, c. 30, 
s. 14(1).] 
History: S. 206(2) was repealed by SC. 2005, c. 30, s. 14(1), applicable to 
months that end after 2004. S. 206(2) formerly read: 

" (2) Tax payable. Where, at the end of any month. 
(a) the amount, if any, by which 

(i) the total of all amounts each of which is the cost amount of a foreign 
property to a taxpayer described in any of paragraphs 205(a) to (fl 

exceeds the total of 
(ii) where the taxpayer is described in any of paragraphs 205(b), (c) and 

(e), all amounts each of which is the cost amount to the taxpayer of a 
foreign property that was not at the end of the month a qualified 
investment (within the meaning assigned by subsection 14611) or 
146.3(1) or section 204, as the case may be) of the taxpayer, and 

(iii) all amounts (other than an amount included in respect of the tax- 
payer for the month under subparagraph (ii)) each of which is the cost 
amount to the taxpayer of foreign property that became foreign prop 
erty of the taxpayer after its last acquisition by the taxpayer and at a 
time that is not more than 24 months before the end of the month. 

exceeds the total of 
(b) 30% of the total of all amounts each of which is the cost'amount of a 

property to the taxpayer, and 
(c) in the case of a taxpayer described in paragraph 205(a). (b), (c) or (e). 

other than a taxpayer described in paragraph 149(1)(0.2), the lesser of 
(i) three times the small business investment amount of the taxpayer for 

the month, and 
(ii) 20% of the total of all amounts each of which is the cost amount of a 

property to the taxpayer, 
the taxpayer shall, in respect of that month, pay a tax under th~s Part equal to 
1% of the lesser of the excess and the total of all amounts each of which is 
the cost amount to the taxpayer of each of its foreign properties that was 
acquired after June 18. 1971 ." 

S. 206(2)(bl was amended by S.C. 2000, c. 14, s. 41(1), applicable to 
months that end after 1999, except that for months In 2000 the reference to 
"30%" in paragraph 206(2)(b) of the Act shall be read as "25%. S. 206(2)(b) 
formerly read: 

" (b) 20% of the total of all amounts each of which is the cost amount of a 
property to the taxpayer, and " 

S. 206(2)(a) was amended by S.C. 1994, c. 7. Sched. VIII, s. 120(1), appli- 
cable to months ending after December 20, 19Sl. S. 206(2)(a) formerly read: 

"(a) the total of all amounts each of which is the cost amount of a foreign 
property to a taxpayer described in any of paragraphs 205(a) to (fl (other 
than, where the taxpayer is described in any of paragraphs 205(b), (d 
and !d, B foreign property that was not at the end of the month a 
qualified investment, within the meaning assigned by subsection 146(ij 
or 146.3(1) or section 204, as the case may be, of the taxpayer)" 

S. 206(2)(b) was amended by S.C. 1994, c.-̂ 7, Sched. 11, s 166(2), applicable 
to months ending after 1989, except that for months in 1990, 1991, 1992 
and 1993, the reference in paragraph 206(2)(b) to "20%" shall be read as 
"1 2%". 14%': 16%" and "1 8%': respectively. S. 206(2)(b) formerly read: 

" (b) 10% of the total of all amounts each of which is the cost amount of a 
property to the taxpayer, and" 

Sec. 206(1.5) 

Act, Part XI 

that is held at that tlme by 
paragraphs 205(a) to (fl or by 
ment corporation, mutual fu 
scribed partnership, and 

accordance with subsection 

registered plans. 

(3) Shares in investment corporatio 
1998, c. 19, s. 210(6).l 





Part XI - Property Acq'd by Deferred Income Plans 



S. 206(2) 

Notes 206(2) effectlvely limts RRSPs, RRIFs, DPSPs and pensions to 
30% foreign property (see 206(1)), based on the cost of each asset It does 
not apply to non-quMied investments (see (a)@)) because 207 l(1) ap- 
plies Instead 

For the meamng of "'reflected in the balance sheet", see Notes to 181(3) 

For a m h g  that GAAR does not apply when a pension corporation incor- 
porates another cozporatlon to Increase the percentage of underlymg for- 
elgn property, see VIEWS doc 2003-0041823 

206(2)@) amended by by 2000 frscbudget bill (C-32) to change 20% to 
25% for months m 2000 and to 30% for months after 2000. This increases 
the foreign property h t  for RRSPs and other deferred income plans, as 
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Executive Summary

The Foreign Property Rule (FPR) in the Income Tax Act effectively places a ceiling on 
the proportion of assets that Canadian Registered Pension Plans (RPPs) and Registered
Retirement Savings Plans (RRSPs) can invest outside Canada. The original 10% limit was 
set in 1971. It was raised to 20% in 2% increments between 1990 and 1994, and further 
raised to 30% in 5% increments between 2000 and 2001*. These changes in foreign property
limits provide an excellent source of evidence with which to assess the costs and benefits of 
this regulation.

The purposes of this study are three-fold:

1. To assess whether the process of raising the ceiling to 30% has had any negative 
impact on the value of the Canadian dollar or on the cost of equity capital in Canada.

2. To assess what the costs and benefits might be from completely eliminating the FPR. 

3. To assess the degree to which even a 30% FPR limit could compromise the intent 
of Canadian Pension Plan (CPP) reform to provide Canadians with a more secure 
financial future.

The study of these three questions has led to the following six key conclusions:

1. The primary motivation for raising the FPR ceiling from 10% to 30% over the 1990-2001 
period was to permit Canadians to diversify their retirement savings more efficiently by 
achieving better risk/reward trade-offs in their RPPs and RRSPs. Indeed, we estimate that 
the increase in the FPR from 20% to 30% may have added as much as $1 billion annually 
to the value of Canadian retirement-related savings.

2. The FPR certainly disadvantaged most of those savers who did not have access to 
sophisticated and expensive accounting techniques or financial derivatives at both the 
20% and the 30% levels. This is evidenced by the fact that when the FPR was at 20%, 
more than 80% of a sample of approximately 150 large Canadian pension funds had 
foreign exposure greater than that amount. That proportion dropped substantially when the
restriction was raised to 30%, but even at that level at the end of 2001 more than 35% of 
the funds had foreign exposure above that 30% limit.  

3. Meanwhile, we believe that no measurable costs were incurred in moving the FPR ceiling 
from 10% to 30%. For example, using the Bank of Canada’s own model to predict the 
CDN$/US$ exchange rate, we found that the model’s predictive power was not improved 
when the FPR limit was added as an additional explanatory variable. This should not be 
surprising, given that the increase in FPR-related foreign securities purchases due to the 
ceiling increase from 20% to 30% amounted to roughly one day’s C$ trading in the foreign 
exchange markets over the 2000-2001 period. Similarly, the easing of the FPR did not 
raise the cost of Canadian equity capital. Relative to other major world stock markets, the 
TSX ranked third in performance over this 2-year period, compared to thirteenth in the two 
years prior.

* The FPR limit is related to book value of assets rather than market value. Also foreign exposure via financial
derivatives is not considered foreign property under the rule.



4. However, while the benefit/cost ratio due to raising the FPR ceiling from 10% to 30% 
was clearly very favourable, that does not mean it could not be improved even more by 
eliminating the ceiling completely. We estimate that even at 30%, the cost of the FPR to 
Canadians remains at between $1.5 billion and $3 billion annually. This cost is ultimately 
borne by the millions of Canadians who are members of employer pension plans, or who 
save for their own retirement through RRSPs. In total, through their RPP, their RRSP, or 
both, close to three-quarters of Canadian families continue to be negatively affected by the
continued existence of the FPR. Eliminating the FPR completely would be equivalent to 
giving Canadians a further tax cut worth between $1.5 billion and $3 billion per year.

5. Is there a downside to completely eliminating the FPR? We have already shown that such 
a move is unlikely to have a material impact on the C$ exchange rate, and it may even 
have a positive impact on the Canadian equity markets if the move is seen as the final 
step in the removal of Canadian capital controls. Other arguments in favour of maintaining 
a FPR that we have heard include (a) that it creates jobs in Canada, and (b) that the 
beneficiaries of the tax-deferral embodied in RPPs and RRSPs “owe” it to Canadians to 
“give something back”. We have already noted that the beneficiaries of RPPs and RRSPs 
are not some small, select, privileged group, but in fact the vast majority of the Canadian 
labour force. What about the argument that the FPR creates Canadian jobs? Not if it 
raises, rather than lowers the cost of Canadian equity capital, which we believe, and which
the empirical evidence suggests is in fact the case. Furthermore, by effectively lowering 
the efficiency of pension savings, the FPR is equivalent to a tax on real labour income, 
and hence a deterrent to higher levels of employment.     

6. The corner stone of recent reforms to the Canada Pension Plan is the development of a 
significant financial reserve in the hundreds of billions of dollars, to be managed by the 
arms-length CPP Investment Board. If the 30% FPR ceiling continues to hold, the CPP
could hold a significant stake in virtually all companies traded on the TSX. Such a situation
could be viewed with concern by private investors and would likely compromise the CPP
Investment Board’s arms-length relationship with the government. Furthermore, basic 
investment theory (as well as common sense) suggests that the minimum-risk strategy for 
this reserve would be to invest it 100% outside Canada. This would eliminate the ‘double 
jeopardy’ for the CPP of having both future CPP contributions and CPP investment returns
tied to the same economy. Norway, when faced with a similar decision a few years ago 
regarding its National Petroleum Fund (also in the hundreds of billions of dollars), got it 
right. Its Parliament passed a law requiring 100% of the Fund to be invested outside 
Norway. Right now, the CPP Investment Board is subject to the strict application of the 
30% FPR. Even the World Bank, in its recent review of national pension plans around the 
world, while praising Canada for the establishment of the arms-length CPP Investment 
Board, was critical of Canada’s 30% FPR.   

In conclusion, since 1990, Canada has adopted a gradual approach to easing its FPR limit
upward. This easing has provided material benefits to millions of Canadians without imposing
material costs on any constituency. Even without CPP reform, the complete elimination of the
FPR now would bring significant additional financial benefits to these millions of Canadians.
However, with CPP reform, and the creation of a massive new reserve fund for the future
benefit security of all Canadians, the elimination of the FPR takes on an even higher level of
urgency. Its elimination now will certainly make ordinary Canadians better off.



 The Foreign Property Rule: A Cost – Benefit Analysis

1. Introduction

Canada’s income tax act contains a provision known as the foreign property rule (FPR) that
restricts the amount of foreign property1 that can be held in tax deferred savings plans such as
Registered Pension Plans (RPPs) and Registered Retirement Savings Plans (RRSPs).2 There
have been limits on the foreign content of tax deferred savings plans at least since RRSPs
began in 1957. At that time no more than 10% of the income from a RPP or RRSP could come
f r o m  f o r e i g n  s o u r c e s .  S i n c e  1 9 7 1  t h e  F P R  h a s  b e e n  d e f i n e d  i n  t e r m s  o f  t h e  m a x i m u m 
proportion of assets, measured at book value, which could be foreign property. In 1971 the
limit was set at 10%.

This was raised in stages of 2 percentage points per year to a maximum of 20% over the period
1990 to 1994, and subsequently raised to a maximum of 30% in two stages over the period
2000 and 2001. Despite the recognition that the FPR forced savers to take on more risk to
achieve any given expected return, or to accept a lower expected return for any risk tolerance,
defenders of the FPR have argued that there are substantial benefits if the FPR remains in
place. Given this apparent conflict between benefits and costs, the government has taken a
cautious approach by altering the existing regulation in stages to ensure that they do not move
to a position where the net benefits become negative.

However, between the early 1970s and the 1990s, capital markets -- and economies -- have
become more integrated worldwide and these costs and benefits have themselves changed.
As a result, the easing of the FPR in the 1990/94 and 2000/01 periods provides us considerable
insight into what the actual costs and benefits of this regulation now are. The work of Fried and
Wirick (1999) addressed the costs and benefits of the FPR when it was raised from 10% to
2 0 % 3.  T h e  c u r r e n t  p a p e r  u p d a t e s  t h a t  w o r k  b y  e x a m i n i n g  t h e s e  s a m e  a s p e c t s  a s  a 
consequence of the increase from 20% to 30%.

Our research indicates that concerns about the negative effects of relaxing the rule have simply
not materialized nor, we believe, will they if the FPR is completely eliminated. Furthermore,
the regulation continues to be costly. In 1999, Fried and Wirick (FW) estimated that the cost
to Canadians was between two and four billion dollars annually. At 30 % we estimate that this
cost has been reduced by between $500 million and one billion dollars annually, but we find
that it still remains substantially more than a billion dollars annually. In this paper we will
review the arguments against the elimination of the FPR and use the evidence of the last
two years to show that the concerns expressed about raising the limit to 30% from 20% have
been unfounded.
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In the next section we review the arguments that have been put forward for retaining the FPR.
Here we have been more comprehensive than in past studies. This is because some defend the
FPR on account of its impact on other government policies such as the level of tax expenditures
or foreign investment.  In the third section we reexamine the benefits to Canadians of retaining
the FPR in light of the information from the most recent increase to 30%. We also address the
possible impact of the regulation on other government programs, most notably on the recently
established CPP Investment Board and the CPP. We then, in the fourth section, provide an
updated estimate of the expected portfolio costs of the FPR at 30%. The final section provides a
brief summary and conclusion.

2. The case supporting the retention of the FPR

The defense of the FPR can be broadly summarized by the homily that the tax deferral privilege
provided to retirement savings plans represents a subsidy, and those who take advantage of it
should, in return, give something back to Canada. The FPR is the mechanism by which this
“quid pro quo” is assured. Such arguments presume first, that these retirement savings plans do
represent a subsidy to some group that is not deserving of it, or that the tax deferral privilege is
so generous that normal tax payments are insufficient, in some ethical sense, to compensate
the government for this particular subsidy. Second, it supposes that the FPR actually does
provide some net benefit to Canadians as a whole, or at least to the most deserving among us.
This second assertion is critical in defending the FPR since, without it, the regulation can be
removed and policy makers can address directly the distributional issues linked to tax deferral
plans. Consider first what the benefits of the FPR are supposed to be.

There are two. The first is that it protects our exchange rate and balance of payments. One
argument along this line is that if the FPR were to be removed, or at least relaxed, there would
be an outflow of capital as Canadians sought to increase their foreign security holdings. This
would put downward pressure on the Canadian dollar. Because the Canadian dollar is already
“too low”, this additional effect would have negative consequences for Canadians in general4. A
somewhat more sophisticated argument is that the FPR limits capital outflows and thereby limits
capital flows in both directions. This is desirable because capital flows are the principal source
of instability in the currency. Maintaining the FPR therefore keeps the dollar higher than it
otherwise would be, and reduces its volatility.

The second presumed benefit of the FPR is that it provides an assured source of capital to
Canadian firms so the cost of capital is lower than it otherwise would be. This in turn means
greater investment and higher real wages and/or increased employment. Without the FPR, it is
argued, the capital would go abroad and we would, as a nation, be poorer for it.

Some proponents of the FPR also argue that a less tangible, but just as real, benefit of the
FPR is a more equal distribution of income. In particular, they argue that tax deferred savings
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plans are inherently unfair because the major beneficiaries are the wealthy, and not ordinary
Canadians. According to this view the FPR is important from the standpoint of fairness because
it imposes a cost on the relatively well off users of these plans. As a result, they will make less
use of them5and there is less erosion of the tax base so the government has more resources to
devote to the needs of the relatively poor non-users.

Next, there appear to be a number of ideological arguments that have been made that we
cannot help but believe lie behind some of opposition to the removal of the FPR. One that
continues to have some currency among a sector of the population is that any increase in
foreign ownership of Canadian companies is undesirable. If the FPR is removed, then there
will be at least some outflow of capital by pension funds and RRSP savers. If Canadians are
net sellers of Canadian equities then foreigners must be net buyers, and this increase in foreign
ownership is to be avoided at all costs. A somewhat different argument, also linked to the
role of the state, is that Canadians do not know enough about foreign markets to make wise
investments there, and the state should intervene to protect Canadians from the potentially bad
decisions they might make in foreign markets.

Finally, proponents of the FPR recognize that there are some costs. The most apparent of these
is that the return on pension savings may be less than it otherwise would be and/or that pension
assets are not as well diversified as they might otherwise be. The argument is that these costs
are small, first because many plans hold significantly less than the maximum allowable foreign
content, and second because diversification costs can be mitigated by using futures contracts
on foreign stock market indexes.6 Thus an individual or pension fund that wants additional
international diversification is actually not constrained by the FPR; foreign exposure can be
increased without increasing the amount of foreign property held. In effect, the resources stay
within the country, and simultaneously pension funds obtain the necessary diversification.
Thus the costs of the FPR are small relative to the above-mentioned benefits.

As best we can tell, the above set of particulars spans the arguments that have been put
forward, explicitly or implicitly, to defend the FPR. It is our view that the arguments are not
consistent with the evidence amassed from 1990 to the present. We now proceed to the task
of documenting our view.

3. Re-examining the benefits of the FPR

3.1. The Exchange Rate

There are two parts to the argument that removal of the FPR would have a negative impact on
the Canadian dollar: first, the dollar would have a lower value; and second, it would be more
volatile. Neither of these is consistent with the evidence. First of all, the magnitude of the shift
toward foreign assets that occurred over the period 2000/02 when the limit was raised from 20%
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to 30% was too small to credibly suggest that the FPR had any measurable impact on the
exchange rate. Second, evidence from other countries’ experience with the removal of capital
controls suggests that if there were to be any effect it is just as likely to be to increase the value
of the dollar as to decrease it.

T o  s e e  th a t  th e  m ag n i t ud e s  of  t h e c a p i t a l  fl o w s  w o u l d b e  to o  s m a l l  r e l a t i v e  t o t h e  f o r e i g n 
e x ch a n g e m a r ke t s ,  f i r s t n o t e t h a t t h e  B a n k  o f  C an a d a  e s t i m a t e d  t h a t  t h e  C a n a d i a n  f or e i g n
exchange market had an average daily volume of over 50 billion dollars7. Using the PIAC survey
of the largest Canadian pension funds that, together, accounted for roughly 500 billion dollars
of assets, foreign exposure8 increased over these two years by 4.8% of assets.9 The value
o f  m o n i es  i n  t a x  de f e r r e d  s av i n g s p l a ns  t h at  a r e s u b j e c t  to  t h e F P R  i s  e st i m a te d  t o b e 
approximately $1.1 trillion at the end of 2000.10 If the behaviour of all holders of these assets is
similar to that of the members participating in the PIAC survey, the increase in foreign exposure
in total would be in the neighbourhood of 53 billion dollars over two years. Thus the portfolio
adjustment due to the revision of the FPR amounted to approximately one day’s trading on the
foreign exchange market over a two-year interval. It strains belief that this potential capital flow
could have more than a trivial impact on either the level or the volatility of the exchange rate.

To provide further evidence that the FPR did not impact the exchange rate, we re-examined the
Bank of Canada’s exchange rate equation that is used to explain the dollar’s movement over the
p e r i o d  19 7 3  to  t h e p r e se n t 11.  T h i s  eq u a t i o n  u se s  r ea l  e ff e c t s –  t he  r a ti o  o f t h e  p r i c e o f  a
representative bundle of non-energy commodities exported by Canada to the price of U.S.
output (as measured by the U.S. GDP deflator), the ratio of the price of a representative bundle
of energy goods exported by Canada to the U.S. GDP deflator, and the short term interest rate
differential between Canada and the U.S. – to explain movements of the real  exchange rate,
defined as the nominal exchange rate times the ratio of the price levels in Canada and the
United States. If the easing of the FPR over the periods 1990-94 and 2000-01 had any influence
on the real exchange rate, changes in the FPR limit would be statistically significant in the
regression equation. They were not12.

Third, Bartolini and Drazen (1997) provide evidence suggesting that when a nation removes
capital controls on its own citizens, it actually leads to a net capital inflow rather than the
anticipated outflow. Why? Because non-residents see such a policy change as a signal that
if the government is willing to treat its own citizens better it is likely to treat non residents’
international financial transactions better as well. The FPR is just such a capital control on
citizens and its total removal would likely lead to the same result documented by Bartolini
and Drazen.

Fourth, the FPR does not, in itself, have any direct bearing on the exchange rate. In particular,
as we have shown elsewhere (Burgess and Fried (1999)), the use of the futures markets to
obtain foreign exposure has precisely the same effect on the exchange rate as would a
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(hedged) purchase of the underlying securities. What matters is not the ownership of foreign
property per se, but whether or not that asset is hedged into Canadian dollars. If it is, there will
be no impact on net capital flows; if it is not, there may be13.  As a result, the impact of pension
contributions on the exchange rate depends upon expectations about real factors and the future
course of monetary policy and its impact on inflation and interest rates, not on the amount of
foreign equity exposure desired by Canadian savers.

The above information relates to the move from 20% to 30% foreign property. What does that
suggest about the consequences of a complete removal of the FPR?  We maintain that there
would be no significant impact on either the level or volatility of the exchange rate. First, after
any period when the FPR limit has been raised, pension funds in the aggregate did not increase
their foreign exposure by as much as they were permitted to in any given year. In effect,
portfolio managers for pension plans act slowly in making changes in portfolio direction. Indeed,
given that the diversification gains from going from 20% to 25% to 30% are, at the margin,
greater than for increasing foreign exposure an equal amount above that level, there is even
less likelihood that the rate of increase will be more rapid than in the earlier periods. Thus
the magnitudes involved in portfolio shifts would have even less potential for affecting the
exchange rate.

Second, savers, and pension managers, already have the opportunity to hold as much foreign
currency as they wish in their pension assets through their ability to take unhedged positions in
foreign currency. There is no reason why these positions would increase significantly simply
because there is a new, added mechanism that allows for unhedged positions. Finally, the
complete removal of the FPR sends an even stronger signal that the Canadian government is
sufficiently confident about the underlying conditions of the economy - low inflation, a declining
debt/GDP ratio, a positive climate for investment etc. – that it is willing to let the rule of law
govern international transactions between its citizens and those in other countries. As a result
those forces that could cause a capital inflow will be much stronger than in the case of the
partial easing undertaken in the 2000/01 period.

R e l a x i n g t h e  F P R  ov e r  th e  p as t  d ec a d e  h a s  gi v e n  C a n a di a n s  i n c r ea s e d  o p p o r t u n i ty  t o 
diversify their pension savings. Fears about adverse effects on the exchange rate have proved
to be unfounded. Exchange rate concerns can no longer be used as a reason for maintaining
the FPR.

3.2.  The Cost of Capital

There are two parts to the argument that the FPR helps to increase investment and employment
in Canada. The first part is that the FPR increases the pool of capital available to Canadian
firms and therefore decreases their cost of capital. The second part is that the subsequent
increase in investment will increase wages and/or employment. Fried and Wirick (1999)
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addressed the issue of the FPR’s potential impact on the cost of capital. To have any impact
Canadian financial markets must be segmented from, and/or at least be large relative to the rest
of the world. Neither of these conditions holds for Canada.

Canada’s financial markets constitute less than 3% of world markets. Roughly half of the TSX’s
100 largest firms are also listed on US markets ensuring that prices of these securities are
explicitly determined internationally. But these, in turn, are substitutes for those Canadian
securities that are not inter-listed. As a consequence, the hypothesis that the prices of Canadian
securities are set internationally continues to be a reasonable description of the data14. It was
also pointed out that, to the extent that there is any market segmentation, the removal of a
regulation such as the FPR could actually lead to a net capital inflow and a decrease in the
cost of capital.

What evidence is there that the easing of the FPR from 20% to 30% raised the cost of capital
in Canada?  Looked at naively, some might argue that the Canadian stock market performed
less well in 2000 and 2001 than in the prior two years. However, to link the FPR to this decline
requires that the Canadian markets, indeed the Canadian economy itself, be completely
segmented from the rest of the world. This clearly is not the case. Given that linkages exist, the
proper measure is how well the Canadian market performed relative to financial markets in
other countries. Among the 15 developed markets tracked by The Economist, Canada ranked
thirteenth over the 1998/99 period, and ranked third over the 2000/01 period.15 While there are
many other factors at play, such a record is hardly consistent with the view that there was a
flight from Canadian equities because of the easing of the foreign property rule.16

What about the yield on bonds? Did the easing of the FPR cause bond yields to increase? In
fact, the yields on long-term bonds were, on average, lower in 2000/01 than in the preceding
two years.  However, the yield spread between Canadian and US long-term bonds did rise by
roughly 25 basis points, from -3 basis points in December 1999 to 22 basis points in December
2001.17 Nonetheless, it is unlikely that this had anything to do with the easing of the FPR.
First of all, the share of domestic bonds in pension portfolios effectively remained unchanged
between the end of 1999 and the end of 2001, which hardly suggests that these portfolio shifts
caused the Canadian – US bond yield spread to increase.18 Second, to the extent that savers
chose to hedge their overseas investments into Canadian dollars, there would be an offsetting
capital inflow into Canadian bonds and bills that is not recorded in the portfolios of pension
funds and RRSPs.19 In effect, the impact of the easing of the FPR suggests a net increase in
the demand for Canadian debt instruments, not a decrease.

That the easing of the FPR had little if any effect should also come as no surprise given the
magnitude of the portfolio shifts. Our best estimate of the shift to foreign assets is that over
2000/01, increased foreign exposure was under 5 % of total assets.20 Thus we are talking about
a shift of roughly $53 billion. Even assuming that there was no increase in foreign demand this
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is trivial relative to the market capitalization of more than $2 trillion in the combined Canadian
equity and debt markets. Assertions that the increase in the FPR limit was the cause of any
increase in the cost of capital – to the extent that there was any – suggests a very small tail
wagging a very large dog.

There is a further point that can be seen in the capital markets that bears on the FPR. The
absence of diversification opportunities was especially acute over the last two years because of
what has been called, in Canada, the Nortel effect21. Not only were holders of RRSPs and RPPs
required to place much of their money in one market, but also placing it in Canadian equity
meant, on average, making a very large bet on one specific security, Nortel, that, at one point,
represented over one third of the market capitalization of the TSE300. The impact of the
bursting of the tech bubble no doubt hit these RRSPs especially hard since Nortel was one of
the few ways that Canadians could use their pension savings to participate in a diversified
portfolio that had a representative amount of technology. When the bubble burst, world
technology markets, as represented by the NASDAQ, fell by roughly 75%. Nortel fell more
than 99% and Canadians, who would have preferred to invest over a variety of technology
companies, were subject to the consequences of taking this diversifiable single firm risk.
The Nortel effect reflects the consequences of the FPR in forcing pension managers to
act imprudently.

There is a final point that may, under current rules, cause problems in the future. In 1999 the
CPP Investment Board was established and began accumulating both Canadian and foreign
equities using either new contributions or proceeds from coupons and principal of federal and
provincial bonds to make those purchases. At the end of June 2002 the Board held $17 billion
in these securities. Securities under management by the Board are expected to increase to
roughly $300 billion over the next two decades. If the Board has a portfolio allocation similar to
the pension industry as a whole, then under the current FPR regulation, the demand for
Canadian equity by that organization would be well over $100 billion.

Given the expected growth in the Canadian equity markets, this amount would represent
roughly 5% of the market capitalization of the TSX. It would seem that the CPP Investment
Board would then hold a sufficient amount to be seen as a/the major shareholder in virtually
every security traded on the exchange. Many in the Canadian economy would view this as
counter to the best interests of the country and an inappropriate concentration of power in the
hands of a government corporation. Indeed, the political independence the CPP Board now
enjoys could easily be lost22. The obvious way to avoid this is to permit a greater proportion of
the CPP portfolio to be in foreign securities.

In summary then, changes, if any, in the cost of capital in Canada over the past few years
cannot be attributable to the easing in the FPR: the magnitude of the capital flow has been too
small to have exerted an influence on it. The integration of the Canadian and world capital
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markets suggests that it would not have an influence even if the capital flows were substantially
larger. Justifying the FPR by asserting that doing so decreases the cost of capital is inconsistent
with both theory and the data obtained from the recent change in the FPR from 20% to 30%.

3.3. Redistribution: a subsidy to the wealthy?

The reason why policy makers want to decrease the cost of capital is to encourage investment
and thereby increase employment and/or wages. However, the discussion in 3.2 suggests that,
if anything, the FPR kept the cost of capital higher than it otherwise would have been. But
even if the FPR had lowered the cost of capital, the net effect would likely have been to lower
employment and/or real wages rather than increase them. This is because first and foremost
the FPR is a tax on the firm’s use of labour, causing firms to substitute capital for labour in the
production process.

To see this, note first that eligibility for RRSPs depends directly on wage income. Anything that
detracts from the return on the savings in these plans impinges directly on the benefits one
receives from that wage income. Because the FPR reduces the returns on these plans, it is a
tax on those entitled to them, namely workers.  Consequently the FPR can be treated as a tax
on wage income broadly defined to include benefits as well as money wages, and those “taxed”
are the primary losers from the FPR.23  Indeed the FPR operates in an almost identical fashion
as “Employment Insurance” (EI) premiums in creating a disincentive to employment.  Both of
these initiatives increase the effective wage that employers must pay to provide a given net
wage and benefits package to the worker. Note further that because the CPP is also subject to
the FPR, the regulation negatively affects the effective real wage of all working Canadians
whether or not they are members of an RPP or hold an RRSP.

By taxing wage income, the FPR is not likely to be successful in redistributing income from the
wealthy, and indeed, it is not. But it is the “subsidy” implicit in tax deferred savings plans, not the
FPR, that some perceive as redistributing income to the wealthy. So, do tax deferred savings
plans represent programs designed specifically for the rich? The most recent survey of the
wealth of Canadians (Statistics Canada (2001a)) determined that 71% of Canadian family
units held some private pension savings24. Indeed this is one of the most broadly based of
government programs.

Who does not participate in these plans? There are effectively two characteristics that affect that
decision, income and age. There are good reasons for this. Low income will lead to less use of
the private pension system for two reasons. The first is that the support for seniors in Canada
is quite generous. With income from OAS and GIS, a couple could receive roughly 55% of a
$30,000 salary or, for a single individual, a $20,000 salary.25 A rule of thumb in the pension
i n du s t r y i s  th a t  a r e t i r e d  fa m i l y u n i t r e q ui r e s  6 0 %  to  7 0 % o f  i t s  p r e - r e ti r e m en t  i nc o m e  t o 
maintain the same life style after retirement.26 In effect, therefore, those with average incomes
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below these levels will receive from government transfers sufficient support to maintain their
pre-retirement consumption levels without the need for personal savings. Indeed, as Figure 1
shows, the bulk of those individuals without a private pension plan have incomes under
$30,000.

Figure 1: Most family units aged 25 to 64 with no private
pension assets had earnings of less than $30,000

Reproduced from Statistics Canada (2001a), Chart 5.1, p. 20.

Furthermore, the figure shows that the group that uses these plans the most is in the $30,000 to
$40,000 income range, hardly the wealthiest of Canadians. In fact, given the contribution cap of
$13,500, (restricting those with incomes over $75,000 from the proportional potential benefits
received by those with lower incomes) it would appear that the program is focussed on, and
used most by, the Canadian middle class – the ordinary Canadian.

The second reason income matters is linked to the issue of age: younger Canadians are less
likely to have private pension assets because their current income is below their average
expected lifetime income. Deferred tax savings plans act as a means of tax averaging, taking
t h e d e f er r a l  w h e n  i n c o m e  a n d t h e  m a r g i n a l  ta x  r at e s  ar e  h i g h  a nd ,  t o t h e  e x t e nt  p o ss i b l e, 
w i t h d r a w i n g  f u n d s  w h e n  i n c o m e  a n d  m a r g i n a l  t a x  r a t e s  a r e  l o w  s o  a s  t o  s m o o t h  o n e ’ s 
consumption expenditures. It makes little sense to save when you are young, raising a family
and most need to use the money and then pay taxes on those savings at a higher tax rate in
the future. Figure 2 confirms that it is the relatively young, with temporarily low annual incomes,
that are less likely to have these private pension assets.27
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Figure 2: The majority of family units with no private
pension assets were under 45

Reproduced from Statistics Canada (2001a), Chart 5.2, p. 20.

Who uses the private pension plans only addresses part of the question of who benefits the
most from them. It also matters how much is held in these plans. Here it is true that the higher
i n co m e  gr o u p s h a v e m o r e p r i va t e  pe n s i on  a s se t s ,  b o t h  a b s o l u t e l y a n d  a s  a  p r o p or t i o n o f 
t h ei r  a ft e r  ta x  i nc o m e .28  H o w e v er ,  e v en  i f  t he s e  pr o g r am s  b en e f i t b e t te r  o ff  C a na d i a ns 
d i sp r o p or t i o na t e l y,  t h e u s e  o f  t he  F P R  i s  a c o m pl e t e l y  i n ap p r o pr i a t e i n s tr u m e nt  t o  u s e  to 
compensate for this. If the distribution of gains is regarded as not politically desirable, policy
makers should redesign the program to address that specific issue.  To address the “problem”
by deliberately making it a poorly run program is certainly counterproductive. Using the FPR to
reduce the benefits to the wealthy is akin to establishing a program with a fixed budget and then
destroying a portion of the money allocated to it so that the beneficiaries don’t get “too many”
benefits. Surely efforts by the government to design sensible programs directed at redistribution
would be preferable.

Irrespective of whether or not the distribution of benefits from deferred savings plans is “proper”,
i t  i s  t he  m i dd l e  cl a s s  t h a t  w o u l d m o s t b e n ef i t  fr o m  th e  r em o v a l  o f  th e  F PR ,  w i t h  n o l o s s o f 
benefits to any other income group. High-income groups have a greater ability to diversify their
total asset holdings into foreign assets because a greater proportion of their financial assets are
held outside these tax-deferred plans.29 They are free to invest these assets however they wish.
Lower income groups have a reduced ability to do so, largely because they have been unable to
accumulate financial assets outside these plans.30
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Finally, it should be stressed that CPP/QPP are subject to the same foreign property restrictions
that RPPs and RRSPs face. Because the FPR reduces the return on contributions to all three
of these programs, and CPP/QPP is expected to become partially funded at a targeted 25%, it
follows that either contributions will ultimately have to be greater and/or benefits smaller with the
FPR than if it were eliminated. Thus, all working Canadians are negatively affected by the
continued existence of this rule.

3.4. Tax Expenditure: A Costly Program?

The argument in Section 3.3 addressed the question: all else equal, who receives the benefits
from tax deferred savings plans? There is an implicit cost as well, viz. the foregone taxes that
might otherwise have been collected in the absence of the tax deferred savings plans. These
are called tax expenditures and are tracked annually by the Department of Finance (2001).
P r es u m a bl y ,  r e v e n ue  t h at  i s  u n c o l l e c t ed  c a nn o t  be  u s ed  f o r  o t h er  p u r p o s e s,  s o  t h e  ta x 
e x pe n d i tu r e  ca n  b e t r e at e d  as  t h e c o s t o f  th e  p r o g r a m  t h a t i s  ad m i n i s t e r ed  i n  a  s o m e w h a t
different manner than usually done with government expenditures.

RPPs and RRSPs combined, constitute one of the largest measured tax expenditures recorded
by the government. However, as before, even if this tax expenditure is regarded as too large, or
one holds the view that tax deferral programs represent poor public policy, that is no justification
for imposing the foreign property rule. Policy makers could contract the program and/or alter the
eligibility requirements rather than embrace poor program design such as the FPR if, indeed,
policy makers take these revenue and distribution criticisms seriously.  Nonetheless, given that
the tax expenditure argument has been used to support the FPR, at least some remarks are
called for.

F i r s t  o f a l l , l a s t y e a r  t h e  D e p a r t m e n t o f  F i n a n ce  f i na l l y  t o o k  t o  h ea r t  th e  c r i t i c i s m  t ha t  i ts 
m e th o d o l o g y  i n  m e as u r i ng  t h e t a x  e x p e nd i t u r e  o f  d e f e r r e d  ta x  p l a n s  w a s  s er i o u sl y  f l a w e d 
and provided new estimates that took many of these criticisms into account. The corrected
measures of the tax expenditure ranged from 44% to 53% of the old measures used by those
that criticized these programs. For instance, in 2000 the tax expenditure under the old cash flow
measure amounted to $14.25 billion whereas the corrected, present value calculation for that
year was $7.29 billion.31

While it is gratifying that massively overstated magnitudes will no longer be used to assess
the costs of these private pension plans, it remains the case, acknowledged even by the
Department of Finance, that the new values still overstate the increase in revenue if the tax
expenditure were removed. This is because the measures calculated assume that behaviour
does not change if the program is eliminated. Not only will behaviour change because relative,
after tax, prices will be altered, but also because there will be changes in tax law in an attempt
to provide at least some of the services that citizens expect from these programs.
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Further, there is nothing in the measurement of tax expenditures that presumes that the existing
t a x s t r uc t u r e,  e x cl u d i ng  t h e t a x  e x p e nd i t u r e  p r og r a m  u n d e r  c o n si d e r at i o n , i s  op t i m al  i n  a n y 
s e ns e .  T h o s e  t a x  ex p e n di t u r es  w e r e  p u t i n  pl a c e  p r e c i s e l y  b e c a us e  t he r e  w a s  a  p o l i ti c a l 
c o ns e n s us  t h at  w i th o u t  t h e m  t h e  ex i s t i n g  s tr u c t ur e  w ou l d  no t  b e o p t i m a l .  T h e u s e  o f  t ax 
deferral for retirement plans has been in place for over 50 years and, indeed, virtually all OECD
countries provide some form of tax relief for pension savings, either in the form of tax deferral
on contributions, as is done in Canada, or in the form of tax relief on the withdrawals from such
accounts upon retirement. Something must be desirable about such plans if they have persisted
for so long and have achieved such universality.

Besides providing an incentive for citizens to plan ahead for their retirement, we would argue
that such plans are essential for an income tax system. In particular they play an important role
in providing a progressive and administratively simple mechanism to transform the tax base
f r o m  t h a t  o f  c u r r e n t  i n c o m e  t o  o n e  o f  l i f e t i m e  a v e r a g e  i n c o m e  a n d / o r  c o n s u m p t i o n .  I n  i t s 
absence some other tax averaging mechanism that is less simple would take its place. RRSPs
are especially well suited to serve this purpose because they can be cashed at any time in
response to short term fluctuations in taxable income. RPPs are less capable of handling these
fluctuations in income because of locking in regulations, but most members of these plans
generally have some opportunity to hold RRSPs as well.32 Canada should be justifiably proud
of the comprehensive nature of its two basic plans. Their full integration provides equitable
opportunities for all working Canadians.

In summary, then, the use of the FPR to address distribution and/or cost issues linked to tax
deferred savings plans can be seen as an extremely inefficient use of scarce government
resources. It effectively builds in a program design flaw that wastes resources as a means
of limiting a program’s attractiveness. The benefits that come from this use of the FPR are
essentially negative relative to alternative means of obtaining a similar result by directly
restructuring the size and/or eligibility of the program itself.33

We would further question the implicit assumption that deferred tax plans favour the rich or that
they are too expensive in terms of the government revenue foregone. Their persistence in
Canada, and their almost universal application among OECD countries, strongly suggests they
provide a progressive and cost effective method of providing desirable services to the citizens of
the country. Finally, our reading of the data suggests that it is ordinary Canadians rather than
the wealthy that would receive the bulk of the benefits from the removal of the FPR. We can find
no net benefits related to income distribution or program costs that can be obtained by retaining
the FPR on the assets in these plans.
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3.5. Appearances and the State

It is difficult to respond to arguments based on poorly articulated assumptions about the role
of the state. Yet a number of arguments in support of the FPR appear to be based on just such
assumptions. The two arguments mentioned in Section 2, paternalism and foreign ownership,
are just such examples. The statement that the government has imposed this constraint for
investors’ own well being appears to rest on the assumption that savers do not have the ability
to choose good foreign investments, and our regulators cannot protect them if those
investments go sour.

B u t C a n ad i a n  i n v e st o r s  h a v e  a c c e ss  t o  p r o f es s i o na l  p or t f o l i o  m an a g e r s  w h o h a v e a  s ol i d 
understanding of both the foreign regulatory environments and the firms that trade in those
markets. Furthermore, it is in the interests of these mutual fund and/or institutional portfolio
m a na g e r s t o  ke e p  th e  i nt e r e st  o f  t h e i r  c l i en t s  fo r e m os t  i f t h e y w i s h t o  m a i n t ai n  t he  c l i e n t s ’ 
b u s i n e s s .  I n d e e d ,  p a r t  o f  t h e i r  f i d u c i a r y  d u t y  i s  t o  e n s u r e  t h a t  t h e  p o r t f o l i o s  p r o v i d e d  a r e 
sufficiently diversified. Such a practice does not appear to be part of the government’s mandate
in protecting the investor; otherwise the FPR would have been removed years ago. The FPR
restricts the ability of the saver to fully diversify and, as all of the previous arguments made for
its retention attest, it was not established with the individual investor’s best interest in mind.

The argument against foreign purchases of domestically issued assets is also an argument
that does not ring true today. Restrictions on the flow of goods, services and capital are falling
t h r o u g h ou t  t he  w o r l d  b ec a u s e g o v er n m e nt s  f i n d  t ha t  r em o v i ng  t h es e  b ar r i e r s  l e ad s  t o a n 
improvement in standards of living. Those who argue for constraints on foreign ownership like
the FPR need to show the rest of us why we should pay for their particular prejudices through
a diminished level of retirement income. Not only does the Canadian government encourage
foreign investment, there are more than sufficient institutions and regulations in place in Canada
that address the issue of foreign control. Limiting Canadians’ ability to own foreign securities
hardly seems like an efficient and focussed way to address that question.

There is a third issue regarding the relationship between the state and its citizens that is not
often remarked on by defenders of the FPR. This is the level of respect for the statutes of the
country. In the case of the FPR this is brought into focus by the use of derivatives to obtain the
diversification denied by the FPR.34 As we have noted before, the impact on the exchange rate
and net capital flows of the purchase of currency hedged foreign assets directly in the spot
market or indirectly through the futures market is identical. Consequently, in a very real sense,
insistence on the maintenance of the FPR is only one of appearance rather than substance
e x ce p t  i n s o f ar  a s  t h e  co s t  of  o p er a t i ng  i n  t h e  tw o  m ar k e t s d i f fe r s .  I n d e ed ,  t he  e x te n t  th a t 
p e ns i o n  f u n d s a r e  e x p o se d  t o f o r ei g n  m a r k e ts  a v er a g e d 3 0 . 7%  a t  t h e  en d  o f 2 0 0 1 a s 
opposed to the 21.9% value of foreign property that Statistics Canada reports for trusteed
pension funds.35
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But these are averages. Given that different pension boards have different objectives, face
different constraints and are willing to undertake different levels of risk bearing, not all faced the
same degree of foreign exposure. Indeed, in 1999 more than 80% of the largest 150 pension
funds in Canada had foreign exposure greater than the 20% foreign property limit. None of
these firms violated the letter of the law, but if that 20% had any meaning, then these 80% were
certainly violating the spirit of the regulation. The increase in the limit to 30% at least brought
half of these funds “morally” on side, as only 35.7% of the funds had more than 30% foreign
exposure at the end of 2001.

It is heartening to see that, with Canadian inventiveness, pension funds have found methods
to mitigate at least some of the costs imposed by the FPR. It is disheartening to recognize
that regulations are in place where so many must violate the spirit, if not the letter, of those
regulations in order to do their fiduciary duty. It does not increase one’s respect for either the
law or the lawmakers.

4. Costs of the FPR

To this point we have argued that there is no evidence to suggest that the FPR provides any
benefit in respect to the exchange rate, the cost of capital or the level of employment. We have
also indicated that it is an inappropriate instrument to either compensate for any distributional
issues linked to tax deferred savings plans, or to address foreign control. In this section we
would like to reassess the question of the cost of the FPR to those Canadians that make use of
these tax deferred plans. We take as our point of departure the estimates of Fried and Wirick
that were made when the FPR constraint was set at 20%. These estimates put the cost of the
FPR in the range of two billion and four billion dollars annually. These costs were composed
of two types, the opportunity cost of insufficient diversification and the increased level of
transactions and administrative costs linked to operating under that regulatory regime. We
consider these in turn.

FW estimated that the opportunity cost of the regulation due to the inability to fully diversify was
between one and three billion dollars annually, or alternatively, between 8 and 23 basis points
on the total assets in tax deferred savings plans. To obtain that estimate they first calculate the
risk and expected return on a portfolio roughly corresponding to a representative portfolio held
in these plans. Next they generate the expected return on an efficient portfolio that has the
same level of risk as the representative portfolio and is not subject to the FPR.  The difference
between the two expected returns represents the maximum expected gain that could come from
removing the FPR and consists of two parts.

The first par t is the change in expected return between the unconstr ained effi cient portfolio and an
efficient por tfoli o that is constrained to have no more than 20% for eign property. The second part is
the difference in expected r eturn betw een the constrained portfolio and the actual portfolio held in
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tax-deferred accounts.36 They argued that this latter amount did not necessarily represent an
inefficient allocation, but was the result of some well-recognized offsets. These included home
country bias, the use of der ivati ves, and the foreign content i n individuals’ total  portfolios that are not
in tax-deferr ed pl ans.37 The estimate is the result after  taki ng these elements into account.

Rather than go through that entire exercise now that the FPR is 30% instead of 20% we will
instead ask what proportion of the difference between the unconstrained efficient portfolio
and the efficient portfolio when constrained to 20% was removed by the move to 30% foreign
property. We then reduce the FW’s estimate of the diversification cost of the FPR at 20% by
that proportion to get the cost of the FPR if it remains at 30%.

For our calculations we used data on the quarterly returns on the TSE300 Index, the S&P 500
Index, the MSCI EAFE Index, the SM Universe Bond Index and the SM T-bill Index over the
period 1976 Q4 to 2002 Q2. All returns are in Canadian dollars and all investments in foreign
property are unhedged. This differs somewhat from that used in FW. First the SM Universe
bond index was used instead of the long bond rate. We also suppressed the holding of foreign
bonds in the portfolio in recognition of their virtual absence in pension plan portfolios and their
absence in the efficient portfolios generated by FW. We also used the historical returns on
these asset classes in addition to the expected returns used by FW. Finally, we used 3 sets
of portfolio weights to obtain reference risk levels of the portfolios Canadians held. The “most
risky” held 70% equity and 30% bonds and the “least risky” held 30% equity and 70% bonds.
The third represented the average portfolio held by pension funds reporting in the PIAC survey
at the end of 2001.

The results indicate that between 20% and 50% of the expected diversification gains from
removing the 20% FPR were realized in moving to the 30% constraint. The greater realization
from the move to 30% was the low risk (70% bonds) portfolio. This is not surprising, since if
these portfolios continued to hold only 30% equity there would not be a need to hold more
foreign equity. However, in the process of diversifying under the 30% FPR, total risk falls for
a given level of equity. Thus the pension fund is able to hold greater levels of equity without
increasing its risk level above what it undertook previously with a 20% FPR limit. For the
representative pension fund reporting in the PIAC survey, the proportion of the expected gains
from going to 30% from 20% foreign property was roughly 33% of the possible gain from full
elimination of the regulation. Thus the cost of not removing the FPR completely is roughly two
thirds of the FW estimate. In other words the average diversification gains available from
removing the FPR now is in the range of 670 million dollars to 2 billion dollars annually.

The second cost that FW include in their analysis is the regulatory and administrative cost of the
FPR, which they conservatively estimate at 8 basis points. The principal cost here relates to the
management expenses charged by mutual funds in Canada relative to the level of fees in the
United States. The only significant regulatory difference between the two countries that applies
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t o  p e n s i o n  a nd  m u tu a l  fu n d s  a p p e ar s  t o b e  th e  F PR ,  a nd  i n de e d ,  o n e  ca n  a r g u e  th a t  th e 
r e gu l a t i o n  a ct s  a s a  b ar r i e r  t o  en t r y  i n  t ha t  i nd u s t r y .  I n p a r ti c u l ar ,  i t r e d uc e s  th e  d em a n d  f o r 
t h os e  t yp e s  of  p o r t f o l i o s  i n w h i ch  f o r e i g n  s u p p l i e r s  h a v e  a  c o m p a r a ti v e  ad v a n ta g e .  T h e  l a c k 
of c o m p e t i t i o n  t h a t  a r i s e s  c a n  i n  n o  s m a l l  p a r t  b e  a  c a u s e  o f  t h e  e x t r a  7 5  b a s i s  p o i n t s  i n 
management expenses Canadians pay relative to their US counterparts. So long as the FPR
remains we have no reason to believe that these costs are significantly less now than when the
FPR was at 20%.

When we combine the regulatory cost with the cost of less than full diversification, our estimate
of the cost of the FPR remaining at 30% is between $1.5 billion and $3 billion annually. That is
a heavy price to pay for the benefits that the FPR is supposed to provide. Indeed, one way to
gauge the magnitude of this cost to users is to compare it to the tax expenditure of $7.25 billion
they are assumed to have received from these plans in 2000. If we accept this estimate of the
budgetary cost, the added benefit to users of these plans if the FPR was eliminated would be
b e tw e e n  2 0 %  an d  4 0%  o f  t h e  ex i s t i n g  g ov e r n m e n t a l  b u d ge t a r y c o s t38.  T h i s  ca n  o cc u r  w i t h 
v i r t u a l l y  n o  i n c r e a s e  i n  t h e  c o s t  o f  t h e  p r o g r a m s  t o  t h e  g o v e r n m e n t .  T h a t  w o u l d  b e  a n 
i m pr e s s i v e  i nc r e a se  i n  t h e  ef f i c i e n c y  o f  a  g o v e r n m e n t d e l i v e r e d p r o gr a m  us e d ,  d i r e ct l y 
o r  indirectly, by virtually every working Canadian.

Before concluding, there is one other cost of the FPR related to diversification that we have not
quantified. The investment arm of the CPP is expected to accumulate several hundred billion
dollars over the next two decades and these funds are also subject to the FPR. However, the
proper diversification strategy for that institution is to invest virtually 100% of those assets
outside of Canada39. To see this, note than the plan has two basic sources of income: that
earned from investments and that from contributions from working men and women. The level
o f  c o n t r i b u t i o n s  de p e n ds  o n  t h e  st a t e  o f  t he  C a na d i a n e c o no m y .  I f  i nv e s t m e n t s  a r e  al s o 
restricted to domestic sources, they too will depend upon the state of the Canadian economy.
If the Canadian economy has difficulty then both income sources will decline; if it does well,
both sources do well. In effect, investing domestically increases the volatility of the income
f l ow s  t o m e e t t h e  s t a b l e  p a ym e n t s t o  C a n a d i a n  r et i r e es .  T hi s  h ar d l y  s e r v es  a s  a  g o od 
diversification policy and is akin to requiring a pension plan to invest the bulk of its assets
in the stocks and debt of the plan sponsor. Indeed, the law forbids private pension plans from
acting in that manner40.

To require the CPP to act contrary to what regulators consider prudent for private companies is
indeed puzzling and compromises the CPP Board’s mandate to act in the best interests of CPP
contributors and beneficiaries, and to ultimately establish a financially sound pension plan for all
Canadian workers.  Norway, for one, has got it right. They require that all the investments of its
National Petroleum Fund (also amounting to several hundreds of billions of dollars) be invested
outside Norway to avoid having the beneficiaries of the fund have both their wages and the
return on investments dependent on the same events. Recently the World Bank41 has had high
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praise for the Canadian pension system relative to other plans throughout the world with the
e x c e p t i o n  o f  t h e  c o n t i n u e d  u s e  o f  t h e  F P R .  I t  w o u l d  i n d e e d  a p p e a r  t h a t  t h e  F P R  i s  a n 
a n a c h r o n i s t i c  r e l i c  w h o s e  t i m e  h a s  p a s s e d . 

5. Concluding Remarks: What do savers “have to give back?”

T h i s  b r i n g s  us  t o  t h e  ov e r a r c h i n g d e fe n c e  o f  t he  F P R :  “ T he  g o ve r n m en t  h as  p r ov i d e d
Canadians a special subsidy in the form of tax deferred savings plans. We should therefore
give something back to Canada. The FPR is the mechanism to ensure that we do so.” In light
of the evidence we fail to see the logic of this position.

It is true that tax deferred savings plans are preferred by virtually all Canadians, but we have argued
that this is not a “special subsidy”. Rather it is an integral part of a progressive and efficient tax system
that recognizes that lifetime income is a preferred tax base compared  to annual income. These tax
deferred plans are an efficient way of providing that base, as evidenced by the almost universal use of
such systems by member nations in the OECD. Furthermore, these plans provide benefits across the
entire spectrum of Canadian society and are seen to be particularly attractive to the ordinary Canadian
rather than a special benefit to high income Canadians. Not only that, new evidence from the
Department of Finance makes it clear that the “budgetary cost” of such plans is no more than half of
what has previously been reported. It was, in part, the high budgetary cost estimates that proponents
of the FPR used to justify making these programs less efficient than they could otherwise be.

What do Canadians “pay”, in the form of the FPR, to have access to these programs? We do
pay by a decrease in real wages, broadly defined to include benefits, and likely some decline in
employment. We do pay in the form of less competitive and efficient capital markets, increased
costs of regulation and bearing more risk, all of which lead to lower retirement incomes because
of the decreased ability to diversify at reasonable cost. We estimate that this cost is in the range
of $1.5 billion to $3 billion annually.

What do we, as Canadians, get in return for these payments? We do not get a higher or more
stable exchange rate. We do not get more domestic investment or employment. We do not get
a more equitable distribution of resources, because the FPR constrains the middle class to a
much greater degree than the wealthy. We do get a greater familiarity with derivative securities.
We do get less respect for lawmakers and bureaucrats who maintain and enforce laws  that
continue to cost Canadians an expected $1.5 billion to $3 billion a year.

The cautious approach used by past governments of easing the FPR first from 10% to 20% and
later from 20% to 30% now has the potential to pay off. We now have a large body of evi dence
and theory that confirm s that the FPR has been a very costly regulation that provides little if any
benefits. It would be a tragedy if that information were not acted upon. Ordinary Canadians will
certainly gain with the complete removal of the Foreign Property Rule.
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Endnotes
                                                          
1 Foreign property is defined as foreign real property, foreign cash, foreign bonds and equities issued by
firms or other organizations not domiciled in Canada. The liabilities of certain International bodies are
exempt presumably because the Government of Canada, among others, guarantees the debt of those
institutions.
2   Two smaller programs, Deferred Profit Sharing Plans and Registered Retirement Income Funds
(RRIFs) are also subject to the FPR. RRIFs are the larger of the two and were estimated at $60 billion in
1999 by Fried and Wirick (1999).

3  Indeed there have been a number of past studies that have addressed the issue of the costs and
benefits of the FPR. In addition to FW, work by Ambachtsheer (1995) and by Burgess and Fried (1999)
examine the cost of the FPR remaining at 20%, and Ambachtsheer (1984) looks at the costs and benefits
when it was set at 10%.

4 To paraphrase, even if it was desirable to remove the FPR, now is certainly the wrong time to do so.
5 Even if the FPR does not cause RRSP and RPP contributions to fall, it does reduce the investment
returns and if the beneficiaries are the relatively well off this improves the distribution of income.

6 Derivatives are regarded as foreign property but have a net asset value of zero because they are
promises to purchase foreign assets some time in the future. Managers roll over the futures contract
before maturity so that they never take delivery of the underlying assets. The Canadian content is retained
because the assets backing the contracts are generally short term paper issued by Canadian
governments or firms and are therefore Canadian property.

7 Bank of Canada (1999), p. 49.
8 Foreign exposure is the sum of foreign property plus the market value of the assets backing derivative
contracts for foreign securities. The PIAC survey includes these latter amounts whereas the data from
Statistics Canada does not. As we note later, the value of these derivatives and their backing amounts to
approximately 8% of the portfolios of these pension funds.

9 Foreign exposure rose from 25.9% at the end of 1999 to 30.7% at the end of 2001. The market value of
foreign property for trusteed RPPs reported by Statistics Canada (2001b) rose 1.7%, from 20.2% to
21.9%, over this same interval.  

10 Statistics Canada (2001b), p. 4, estimated that RPP assets amounted to $818 billion, RRSP assets
excluding self-administered RRSPs were $285 billion, and CPP/QPP assets were $57 billion. Investor
Economics has estimated that self administered RRSPs were $152 billion at the end of 2000.  Roughly
$211 billion of the RPPs were not subject to the FPR – Insurance company contracts, consolidated
revenue funds, and Government of Canada Annuities. This gives an estimate of $1.1 trillion that was
subject to the FPR at the end of 2000.

11 Laidler and Aba (2001, 2002).

12 We included a dummy variable in the Bank of Canada Equation for the periods that the FPR was
relaxed and found that it was statistically insignificant. We conclude that relaxing the FPR had no effect on
the exchange rate. The econometric results are available from the authors.

13 Holding a futures contract backed by Canadian bills is a hedged position as changes in the value of the
Canadian dollar will not affect the Canadian dollar return on the position. To unhedge the position requires
a purchase of a foreign currency futures contract. That purchase exposes the counterparty, which would
then sell Canadian dollar assets for foreign currency in order to maintain their previous foreign currency
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exposure. This unhedged position is equivalent to buying foreign property directly. To hedge a foreign
property purchase requires a forward/futures purchase of Canadian dollars, which would require the
counterparty to buy Canadian dollar assets to maintain their previous currency exposure.

14 See Fried and Wirick (1999), pp5 – 8. They also present a convincing case that it is not an absence of
funds that limits venture capital projects in Canada.

15 These numbers are based on the MSCI index returns, all measured in US dollars.
16 If the Toronto stock exchange index less Nortel were to be used instead of the full 300 securities, the
relative performance would be even more dramatically in favour of Canada in 2000/01 relative to 1998/99
because Nortel outperformed the overall market in 98/99 and under performed in 2000/01.

17 Bank of Canada, (1998-02), Table F1. 

18 Statistics Canada (2001b) indicates that the share of domestic bonds in pension plan portfolios
decreased by 1.1% whereas the PIAC survey indicates an increase of .75%.

19 See footnote 11. The inflow is the result of the foreign exchange contract as the counterparty attempts
to rebalance their currency exposure.

20 From the Statistics Canada (2001b) data the increase in foreign property was less than 2%.

21  It is equally the Nokia effect in Finland, the Ericsson effect in Sweden, etc.

22  The imposition of the FPR on the CPP puts that institution in much the same position that the Caisse
de Dépôt et Placement has found itself in the past with the dual mandate of working for the beneficiaries
of the plan and simultaneously “developing the Quebec economy”.

23 The losses to labour can occur in one of two ways. For an individual who has no company pension plan
at all and who saves for retirement using an RRSP, the worker’s choice of how she allocates her savings
is directly limited by the FPR. She will have a lower return on her savings and/or must undertake greater
risks. In effect, the FPR reduces the real value of her wage income relative to what it would be if the FPR
had been removed. (Workers in companies with defined contribution pension plans, or group RRSPs, will
be affected in a similar fashion.) For those workers who have company provided defined benefit pension
plans, the tax burden is less transparent but just as real. Here it costs the firm sponsoring the pension
plan more to provide a given level of retirement income if the FPR is in place. The firm will therefore
respond by reducing the benefits package it offers its workers, offering a lower money wage, and/or hiring
fewer workers.  In short, by increasing the effective cost of employing a worker, the FPR can lead to an
increase in unemployment.

24 This includes RPPs, RRSPs and registered retirement income funds (RIFs). It excludes claims on
CPP/QPP and any other means tested sources of retirement income such as OAS and GIS.

25 C.f. Statistics Canada, (2001a), p19.

26 But see Hamilton (2000) who argues that even 60% will, in most cases, continue to maintain a higher
standard of living post retirement than was enjoyed pre-retirement. 

27 The over 65 age group are less likely to hold these because the pension assets they accumulated while
working often have gone to purchase an annuity including an annuity paid out of a defined benefit pension
plan. The assets backing these annuities are not counted as private pension assets.
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28 Statistics Canada (2001a), Table 2, p.14.
29 This is in no small part because of the regulatory cap on total contributions.
30 There is, of course nothing that precludes those with lower incomes from saving outside these plans.
Indeed some who have chosen not to have a private pension plan may have done so because they
believe the expected benefit from properly diversifying exceeds any tax benefits available through these
pension plans.
31 Department of Finance, (2001), Table 7, p.57..
32 These locking in regulations can explain why many firms choose group RRSPs over RPPs despite the
higher costs in terms of management expenses. Apparently workers find that the additional flexibility and
ability to smooth taxable income of RRSPs is worth the increased cost.
33  Two other examples where the FPR is used instead of more direct programs are with Labor Sponsored
Funds and with partnership units. To encourage the former, for every dollar invested in the fund in a tax
deferred plan, the saver may invest twice the allowable maximum amount in foreign property. For tax
purposes, partnership units (except for Gaz Metropolitan) are treated as foreign property even if the
assets are located in Canada and they are listed on a Canadian exchange. Apparently the Department of
Finance believes that if a firm uses these units instead of income trust units tax revenue will fall.
Subjecting them, but not income units, to the FPR is meant to decrease the demand for them in an
attempt to boost tax revenue.

34 See footnote 7.
35 Statistics Canada (2001) table 5, p.12. The numbers for foreign exposure are from the PIAC survey. At
the end of 1999 the amounts were 25.9% and 20.2% respectively.
36 FW calculated the total amount to be 67 basis points. The difference between the unconstrained and
the 20% constrained portfolios amounted to 28 basis points, while that between the constrained “efficient”
and actual portfolios amounted to 39 basis points.
37 See FW, pages 19-23, for an extended discussion of these offsets and the determination of the
resulting measure of cost.
38 As we made clear in section 3.4, our view is that the true budgetary cost is substantially less than the
Finance Department’s estimate used here.

39  See Baxter and Jermann (1997) for an extended analysis of this point.

40  For private pension plans, no more than 10% of the portfolio can be held in the debt and equity of any
single company.

41   See Palacios (2002).
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In the Federal budget tabled on February 23, 2005, 
Canadian Finance Minister Ralph Goodale proposed 
to put an end to the 30% foreign content limit (also 
referred to as the Foreign Property Rule or FPR). 
But with a minority government in place, it looked 
as though the budget and its contents were doomed. 
However, four months and one high-profile party 
defection later, the budget and the foreign property 
proposal finally squeaked through by the narrowest 
of margins Needless to say this long awaited change 
came as a nice surprise to the financial/pension in-
vesting community which had been pressuring the 
Federal government for several years to make the 

change but without success. Although many were 
expecting to see some increase in the FPR, few 
would have guessed at its total removal. 

Having been criticised for some years as a sub-
optimal and costly rule putting Canadian investors at 
a disadvantage to those living in other countries, the 
decision of the minister to repeal it at the present 
juncture is hardly accidental. First, after a prolonged 
period of underperformance, Canada has been one 
of the best performing markets of the developed 
world in recent years, led by strong performance of 
the resource sector (note that when we factor in the 
contribution of active managers, the results are even 

August, 2005 

C a n a d i a n  F o r e i g n  C o n t e n t  L i m i t :  
T h e  E n d  o f  a n  E r a  a n d  i t s  P o t e n t i a l  
I m p l i c a t i o n s   
 

more impressive).  Secondly, the appreciation of the 
Canadian dollar against its US counterpart in a very 
short time span (2002 to 2004) quickly led investors 
to realize (the hard way, unfortunately) that foreign 
investing was “no free lunch”.  In a sense, the quick 
dollar appreciation might have given the Govern-
ment the margin needed to prevent unwanted down-
ward pressure on the Canadian dollar in the event an 
exodus developed, in light of a FPR change, from  
Canadian  into foreign  securities. Some industry 
experts are going further by even suggesting that the 
Government has, through this change, implicitly 
introduced a monetary policy to indeed put some 
downward pressure on the Canadian dollar. 

 Although no one knows how this ` will ultimately 
affect the overall investment structures/strategies of 
investors, we can speculate that it has the potential 
of leading to profound changes in the way we think 
about them.  Personally, I foresee endless opportuni-
ties opening up to investors; however, my optimism 
is tempered when I study the behavior of investors 
living in  countries without any foreign property 
restrictions. I begin to doubt that anything will really 
change. 

 For sure we will see many plans/funds which were 
already exceeding the limit, through the use of de-
rivative products, adjusting quickly and easily (if 
they have not already done so) to the new rule. 
Those invested in passively managed, foreign in-
dexed products, will now have the option of de-
indexing all or part of their funds in favor of actively 
managed products. For those investing in actively 
managed products, using swaps and swap-options 
(clone  fund  structures),  we  should  see  limited 
change with the exception of an immediate cost 
savings (elimination of the swap cost and other re-
lated fees). Finally, even those still below the 30% 
limit are likely to re-assess their structural positions. 
Below, we discuss the key implications of the new 
rule and the issues that will likely be raised by in-
vestors, managers, fiduciaries and consultants in the 
near future. 

(Continued on page 8) 
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MSCI EAFE S&P 500

Chart 1. Trailing 12 month relative performance versus MSCI World Index. 

Mandate 
4-Year 

Standard 
Deviation 

EAFE 17.8 

EAFE Plus 18.4 

Emerging Markets 26.1 

Table 1 

Median 4-year Standard Devia-
tions of investment products in-
cluded in Brockhouse Cooper 
survey. 

Source: Zephyr Style Advisor 

I n t e r n a t i o n a l  E q u i t y  M a r k e t s  U p  S l i g h t l y  i n  
Q u a r t e r  

EAFE index by 40 basis 
points while the sample me-
dian EAFE Plus manager 
underperformed the MSCI 
EAFE index by 30 basis 
points over the past twelve 
months.   

YK  

 

 The MSCI EAFE index 
ended the first quarter with a 
+0.5% gain. The index’s total 
return over the preceding 12 
months was  +4.3%.  

 European markets were up 
during the quarter while the 
Pacific area was flat in Cana-
dian dollar terms. The MSCI 
Europe Index returned +0.7% 
during the second quarter 
while the MSCI Pacific Index 

returned –0.1%. The MSCI 
Japan Index was down —
2.4%.  Emerging Markets 
advanced during the quarter 
with the MSCI Emerging 
Markets index posting a 
+5.5% gain; the Emerging 
Markets index was up +23.2% 
over the preceding 12 months.  

 The Brockhouse Cooper sam-
ple median EAFE manager 
outperformed the MSCI 

G l o b a l  E q u i t y  M a r k e t s  M o v e  
U p w a r d s  i n  S e c o n d  Q u a r t e r .  

investment management fees, 
compared to the MSCI World 
index return of +1.0%.  

YK 

 Global equity markets ad-
vanced slightly in the second 
quarter of 2005 with the 
MSCI World index posting a 
+1.9% return in Canadian 
dollar terms. Both US and 
EAFE equity markets were up 
slightly with the S&P 500 
index advancing 2.6% and the 
MSCI EAFE posting a +0.5%
gain during the quarter. These 
latest movements bring the 
year-over-year returns of the 
S&P 500 and MSCI EAFE 
indices in 2004 to –2.9% and 
+4.3% respectively. 

 Chart 1 below plots the rela-

tive performance of the S&P 
500 and the MSCI EAFE indi-
ces against the MSCI World 
index over rolling 12-month 
periods. We note that the 
MSCI EAFE index has out-
performed the S&P 500 over 
the latest 8 quarterly periods. 

 The Brockhouse Cooper sam-
ple median Global equity 
manager matched the MSCI 
World index return during the 
first quarter with a +1.9% 
return. Year over year, the 
Brockhouse Cooper survey 
median Global equity man-
ager returned +1.7% before 

P a g e  2  V o l u m e  6 ,  I s s u e  2  

 

 



INTERNATIONAL MANDATES (2Q 2005) 
       
       
  Last Quarter 1 Year 4 Year 7 Year 10 Year 

       
INTERNATIONAL       

       
B&C Global Equity Database Median  1.9 1.7 -0.3 2.6 8.5 
B&C EAFE Equity Database Median  0.8 4.7 2.1 2.5 6.7 
B&C EAFE Plus Equity Database Median  0.9 4.0 1.5 2.2 7.0 
B&C International Small Cap Equity Database Median  2.3 11.1 9.5 9.4 9.7 

       
MSCI World Index  1.9 1.0 -1.8 0.0 6.3 
MSCI EAFE Index  0.5 4.3 1.1 0.7 4.4 
MSCI AC World Index  2.1 2.0 -1.3 0.4 6.0 
MSCI AC World ex-US Index  1.2 6.8 2.4 1.7 4.6 
Citigroup EMI World ex-US Index  0.7 9.9 8.8 5.1 6.2 

       

ASIA PACIFIC       

       
B&C Pacific Equity Database Median  1.7 1.3 0.6 5.6 1.7 
B&C Japan Equity Database Median  -1.0 -8.8 -2.5 4.0 3.0 

       
MSCI Pacific Index  -0.1 -2.3 -1.0 2.3 -1.3 
MSCI Japan Index  -2.4 -9.9 -4.5 -0.2 -3.1 

       

EUROPE       

       
B&C European Equity Database Median  0.5 8.4 3.2 2.2 9.1 

       
MSCI Europe Index  0.7 7.3 2.0 0.1 8.3 

       

EMERGING MARKETS       

       
B&C Global Emerging Markets Equity Database Median  5.7 25.1 13.6 10.1 6.8 

       
MSCI Emerging Markets Index  5.5 23.2 12.1 7.9 3.1 

       
Selected International Mandate Median and Quartile Breaks (2Q 2005) 

       
 B&C EAFE  

Equities 
B&C EAFE Plus 

Equities 
B&C Global 

Equities 
B&C Global 
Emerging  

Markets Equities 

B&C European 
Equities 

B&C Pacific 
Equities 

       
5th Percentile 2.9 3.0 4.6 8.6 4.6 4.1 

1st Quartile Break 1.5 1.9 2.8 7.1 1.4 2.6 

Median 0.8 0.9 1.9 5.7 0.5 1.7 

3rd Quartile Break 0.1 0.1 1.1 5.0 -0.2 0.4 

95th Percentile -0.7 -1.0 0.1 3.4 -2.1 -0.3 

       

All returns reported in Canadian Dollars.       
Returns not annualized for periods of less than 1 year.    
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Russell 1000 Value Russell 1000 Growth

Chart 2. Trailing 12 month relative performance versus Russell 1000 Index. 

Mandate 
4-Year 

Standard 
Deviation 

Core US Equities 17.2 

Large Cap Growth 18.3 

Large Cap Value 16.9 

Mid Cap Growth 21.1 

Mid Cap Value 18.4 

Small Cap Growth 24.4 

Small Cap Value 19.8 

Table 2 

Median 4-year Standard Deviation 
of investment products included 
in the Brockhouse Cooper survey. 

Source: Zephyr Style Advisor 

U S  E q u i t i e s  U p  i n  S e c o n d  Q u a r t e r ;  
C u r r e n c y  F l u c t u a t i o n s  H e l p .  

In Mid and Small cap mar-
kets, the Russell Mid Cap 
index returned +5.5% during 
the quarter, while the Russell 
2000 index advanced by  
+5.6%. Year over year, the 
Russell Mid Cap and Russell 
2000 indices posted returns of 
+7.0% and +0% respectively. 
The Brockhouse Cooper sur-
vey median US Small Cap 
Growth equity manager re-
turned +5.2% during the quar-
ter compared to the Russell 
2000 Growth index return of 
+4.8%, while the Brockhouse 
Cooper survey median US 
Small Cap Value equity man-
ager returned +5.0% com-
pared to the Russell 2000 
Value index return of +6.4%. 

YK 

 

US Large Cap equities were 
up in the  second quarter of 
2005 with the benchmark 
S&P 500 index posting a 
+2.6% return  in Canadian 
dollar terms; the Russell 1000 
Index returned +3.3% during 
the same period. The Brock-
house Cooper sample median 
US Core equity manager re-
turned +3.2% during the sec-
ond quarter thus outperform-
ing the S&P 500 Index by 60 
basis points. Year over year, 
the Brockhouse Cooper sam-
ple median US Core equity 
manager returned –1.0% be-
fore investment management 
fees compared to the S&P 500 
return of –2.9%. The US Dol-
lar gained 1.2% against the 
Canadian Dollar over the lat-
est quarter. 

The Russell 1000 Growth 
index outperformed the Rus-
sell 1000 Value index during 
the quarter (+3.7% vs.  
+2.9%). The Brockhouse 
Cooper survey median Large 
Cap Value manager out-
performed the Value index by 
10 basis points with a +3.0% 

return and the survey median 
Large Cap Growth manager 
also out-performed the 
Growth index by 10 basis 
points with a 3.8% return 
during the quarter. 

Year over year, the Russell 
1000 Growth index lost  
–7.1% compared to the 
Brockhouse Cooper sample 
median Large Cap Growth 
manager’s return of  -4.7%, 
while the Russell 1000 Value 
index advanced by +4.2%  
compared to the Brockhouse 
Cooper sample median Large 
Cap Value manager’s return 
of +1.9% over the same pe-
riod.  

Chart 2 below plots the rela-
tive performance of the Rus-
sell 1000 Growth and Value 
indices against the Russell 
1000 index over rolling 12-
month periods. We observe 
that the 1-year performance 
differential between the 
Growth and the Value indices 
has continued to favour the 
Value index in most cases 
since late 2000, including the 
most recent period.  
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US MANDATES (2Q 2005) 
       
  Last Quarter 1 Year 4 Year 7 Year 10 Year 

       
US LARGE CAP EQUITIES       

       
B&C Large Cap Growth Equity Database Median  3.8 -4.7 -5.8 0.2 9.0 

B&C Large Cap Value Equity Database Median  3.0 1.9 0.0 3.6 11.1 

B&C Core US Equity Database Median  3.2 -1.0 -3.0 1.4 10.0 

       
Russell 1000 Index  3.3 -1.4 -3.6 0.1 8.9 

S&P 500 Index  2.6 -2.9 -4.3 -0.4 8.7 

Russell 1000 Growth Index  3.7 -7.1 -7.5 -3.6 6.2 

Russell 1000 Value Index  2.9 4.2 0.1 2.8 10.7 

       

US MID CAP EQUITIES       

       

B&C Mid Cap Growth Equity Database Median  4.9 0.8 -1.1 5.3 10.8 

B&C Mid Cap Value Equity Database Median  5.0 6.5 5.9 8.2 13.3 

       
S&P 400 Index  5.6 4.2 2.7 8.0 13.4 

Russell Midcap Index  5.5 7.0 3.3 5.9 11.6 

Russell Midcap Growth Index  4.7 1.3 -2.6 1.9 8.2 

Russell Midcap Value Index  6.0 11.3 6.8 7.1 13.0 

       

US SMALL CAP EQUITIES       

       

B&C Small Cap Growth Equity Database Median  5.2 -0.9 0.2 5.4 10.9 

B&C Small Cap Value Equity Database Median  5.0 5.0 7.5 9.1 14.5 

       
Russell 2000 Index  5.6 0.0 1.5 3.5 8.7 

Russell 2000 Growth Index  4.8 -4.7 -4.4 -1.2 4.0 

Russell 2000 Value Index  6.4 4.5 6.8 7.4 12.6 

       
       

Selected US Equity Mandate Median and Quartile Breaks (2Q 2005) 
       

  B&C Core  

US Equities 

B&C Large Cap 
Growth Equities 

B&C Large Cap 
Value Equities 

B&C Small Cap 
Growth Equities 

B&C Small Cap 
Value Equities 

       
5th Percentile  5.9 7.0 5.8 9.14 8.4 

1st Quartile Break  4.2 5.0 3.7 6.79 6.2 

Median  3.2 3.8 3.0 5.23 5.0 

3rd Quartile Break  2.4 2.8 2.1 4.05 3.5 

95th Percentile  0.9 1.0 0.8 2.29 1.5 

       

All returns reported in Canadian Dollars.       
    Returns not annualized for periods of less than 1 year.    
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C a n a d i a n  E q u i t i e s  P o s t  A n o t h e r  G a i n  
i n  t h e  S e c o n d  Q u a r t e r  o f  2 0 0 5 .  

Year over year, the Brock-
house Cooper survey median 
Canadian Small Cap man-
ager‘s return matched that of 
the median Large Cap man-
ager with a +19.1% return; the 
Nesbitt Burns index returned  
+12.5% over the same period. 

YK 

 

Canadian equities were up 
again in the second quarter of 
2005 with the broad S&P/
TSX Composite index posting 
a +3.6% gain. The Brock-
house Cooper survey median 
Canadian equity manager 
returned +3.3% during the 
same period. These latest re-
sults bring the Brockhouse 
Cooper survey median Cana-
dian equity manager’s return 
to +19.1% over the latest 12 
months, thus out-performing 
the S&P/TSX Composite by 
110 basis points before invest-
ment management fees. Six of 

ten sectors were up during the 
quarter with the Energy sec-
tion again leading the way 
with a +12.0% return during 
the quarter. The Information 
Technology sector again 
showed the weakest perform-
ance posting a –6.4% loss. 

 The Brockhouse Cooper sur-
vey median Canadian Small 
Cap equity manager again  
underperformed the Large 
Cap alternative during the 
quarter with a +0.8% return; 
the Nesbitt Burns Small Cap 
index posted a –1.0% return. 

B a l a n c e d  M a n a g e r s  P o s t  A n o t h e r  P o s i t i v e  
Q u a r t e r ;  B o n d  p r i c e s  c o n t i n u e  t o  A d v a n c e .  

points.  

The Brockhouse Cooper bal-
anced benchmark is con-
structed as follows: 

  40% SCM Universe 

  30% S&P/TSX Composite 

  15% S&P 500 Index 

  15% MSCI EAFE Index 

 

Canadian Balanced managers 
posted another positive return 
in the second quarter of 2005 
with the Brockhouse Cooper 
survey median Canadian Bal-
anced manager advancing by 
+3.1%, outperforming the 
Brockhouse Cooper Canadian 
Balanced benchmark return of 
+2.8% over the same period. 
During the past 12 months, 
the Brockhouse Cooper sur-

vey median Canadian Bal-
anced manager returned 
+12.0% thus also outperform-
ing the Brockhouse Cooper 
Balanced benchmark return of 
+9.8%. 

The Brockhouse Cooper sur-
vey median Canadian Fixed 
Income manager posted  a 
+4.3% during the quarter, 
underperforming the Scotia 
Universe index by 20 basis 
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CANADIAN MANDATES (2Q 2005) 
       
  Last Quarter 1 Year 4 Year 7 Year 10 Year 

       
CANADIAN EQUITIES       

       
B&C Canadian Equity  3.3 19.1 10.5 9.8 12.8 

       
S&P/TSX Composite  3.6 18.0 8.3 6.1 10.0 

       

       

       

CANADIAN SMALL CAP       

       

B&C Canadian Small Cap Equities  0.8 19.1 16.7 12.2 15.4 

       
Nesbitt Burns Small Cap Index  -1.0 12.5 12.4 9.1 10.1 

       

       

CANADIAN FIXED INCOME       

       

B&C Canadian Fixed Income  4.3 11.8 8.9 7.2 8.6 

       
Scotia Capital Universe  4.5 12.0 8.8 7.1 8.5 

       

CANADIAN BALANCED       

       

B&C Canadian Balanced Database Median  3.1 12.0 7.6 7.2 10.0 

       
B&C Canadian Balanced Index  2.8 9.8 6.1 5.3 8.8 

       

       
  B&C Canadian 

Equities 
B&C Canadian 

Small Cap    
Equities 

B&C Canadian 
Fixed Income 

B&C Canadian 
Balanced 

 

       
5th Percentile  5.4 4.6 5.2 4.6  

1st Quartile Break  4.2 3.0 4.5 3.6  

Median  3.3 0.8 4.3 3.1  

3rd Quartile Break  2.5 -0.6 3.9 2.7  

95th Percentile  0.6 -2.4 1.7 1.5  

       

All returns reported in Canadian Dollars.       
Returns not annualized for periods of less than 1 year.    

Canadian Mandate Median and Quartile Breaks (2Q 2005) 
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Impact on Fixed IncomeImpact on Fixed Income  

 

In the past, for several reasons, Fixed Income (FI) has never been 
an area where we have seen much activity. First, most people 
view bonds as a long term buy-and-hold play, to some extent used 
to match liabilities. Secondly, in comparison to equity’s ‘expected 
growth and dividend yield’, the words ‘duration and convexity’ 
never got too many of us excited (with the exception of a group of 
actuaries, of which, I admit, to being part). But perhaps the real 
reason is that ‘return and value expectations’ have never been as 
high as those associated with equities (I mean have you ever heard 
of a bond doubling in value within a year?). With the new legisla-
tion, this may change. 

 Due to my actuarial background, I have always been (and still 
am) a big believer in investing in Canadian (long term) fixed in-
come investments for pension plans. However, I also realize that 
the potential for equity-like value-added is somewhat limited, 
some would say non-existent, without major duration bets. We 
should therefore expect the FPR change to bring new opportuni-
ties to diversify the active bets (domestic vs foreign duration, 
yield curve, sector and stock) and therefore improve the Informa-
tion Ratios. Some FI mandates that come to mind in this regard 
are: Global Corporate Bond mandates, High-Yield Debt, Global 
Emerging Markets Debt, etc. Exhibit 1 below provides basic pros 
and cons of Canadian vs Foreign Fixed Income securities. 

Under the previous 30% FP restriction, it probably made sense to 
spend the 30% foreign exposure limitation on equities rather than 

(Continued from page 1) fixed income securities. Under the new dispensation, for those 
interested in investing in actively managed fixed income products, 
new opportunities have arisen. Canadian money managers who 
have suffered from the invasion of foreign equity managers in the 
past, will have to adjust quickly to the new reality in order to pre-
vent further loss of Canadian assets to foreign firms and to keep 
their hands on control of the Canadian pension fixed income mar-
kets. 

 

 Impact on Currency ManagementImpact on Currency Management  

 

Perhaps the biggest impact of the new rule will be felt at the cur-
rency level. For some years now, I have recommended to several 
funds/clients that they change their approach towards currency 
management. (Ref. Insights – Vol. 3, Issue 2) I have always be-
lieved that currency management should be played at the portfolio 
level using, as a starting point, a benchmark portfolio fully hedged 
to the liabilities the fund is supporting.  In practice, this means 
that in the case of a Canadian pension plan which pays benefits in 
Canadian dollars, the least risky portfolio (in liability terms) is 
one that has its foreign exposures fully hedged back into Canadian 
dollars. Thereafter, if the pension/investment committee believes 
in currency management, an active strategy can be implemented 
on top of the whole structure (referred to as an overlay structure). 
Is there any reason to limit the currency strategies to the foreign 
assets or to implicitly expose the portfolio to foreign currencies by 
not doing anything? Why should two investors domiciled in dif-
ferent countries be getting different returns from the same stocks? 

 After gradually benefiting from a decline in the Canadian dollar 
(vs the US dollar) in the ’90s (about 2% per year), many plans 
learned the hard way what a currency mismatch is all about. Even 
if someone believes that currency movements tend to be a “wash” 
over time (and I do buy the argument to some extent), on a 
shorter-term basis, the picture can be quite different. And that’s 
what risk is all about; unexpected Short-Term Results. The re-
moval of the 30% rule might be what was missing to get plan 
sponsors really to think about the currency issue. I have always 
considered that once a particular exposure exceeds 3%, be it a 
stock, a bond or a currency, it is perhaps time to get very serious 
about doing something about it. Today the bulk of Canadian plans 
are approximately 12-15% exposed to the US dollar, 3-5% to the 
Yen, 3-5% to the Euro and 3-5% to Sterling and the new ruling is 

(Continued on page 9) 

F o r e i g n  P r o p e r t y  ( C o n t . )  

 
Canadian Fixed Income Securities Only Adding Foreign Fixed Income Securities 

Pros 
- Better matching of the liabilities 
- Higher yielding securities (historically) 

Pros 
- Broadening of the opportunity set 
- Diversification of active bets 

Cons 
- Limited potential for value added 
- Limited corporate exposures 

Cons 
- Limited knowledge of foreign products 
- Potential Liability/currency mismatch * 

 
* Such risk can be mitigated by segregating the Alpha from the underlying Beta of the foreign index. 

Exhibit 1 
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likely to raise  these levels even higher. Needless to say “the time 
has come to get serious about currencies”.  Exhibit 2 below pre-
sents key benefits and drawbacks between investigating the issue 
or not. 

 

Impact on EquitiesImpact on Equities  

 

For years, foreign equities have been the area of choice for 
plans/investors wanting to invest part of their funds outside Can-
ada. As mentioned earlier, not only are equities considered more 
exciting than fixed income, but foreign stocks, led by the US, 
have historically delivered better total returns. And as the foreign 
property limit increased from 10% to 20% and then 30%, the bulk 
of foreign allocation was made to equities. However, it is not clear 
what direction Canadian funds will take this time with the total 
removal of the foreign property limit. 

 Looking outside Canada, parochial bias seems to be prevalent in 
most countries, with U.S. investors, who have historically been 
heavily invested in the U.S. stock market, leading the way. Many 
would argue that because of the nature of the US equity market - 
in terms of breath and depth, but also because many company 
stocks are global leaders - U.S. investors do not need to diversify 
as much as others. But perhaps the real reason is that for several 
years, U.S. investors have not been rewarded for investing outside 
their home market due both to its own strength and that of the US 
dollar.  But in recent years things have changed and many U.S. 
investors have found the hard way what risk (and diversification) 
is all about. Perhaps one element the U.S. investors have been 
overlooking is that, because of its nature and level of coverage, 
the U.S. market is one of the most efficient markets in the world 
and therefore likely to have lower potential for Value Added. This 
seems to be supported by various recent empirical studies. 

 But leaving the U.S. aside, it seems that even less diversified 
markets also present strong home biases despite having no foreign 
equity limitations. For example, in Australia, often considered a 
country with characteristics similar to Canada (small population, 
resources driven economy, etc.), between 20 to 25% of investors’ 
funds are invested in home-country stocks. 

 That being said, back in Canada, with the exception of those 

(Continued from page 8) plans that are already investing more than the 30% limit abroad, 
we can expect that only incremental changes will be made to for-
eign equity with allocations to non-traditional equity mandates, 
such as Global Emerging Markets and Non-Domestic Small Cap 
equities being most likely. What is more likely to occur is a com-
prehensive revision of the structure of the foreign equity alloca-
tion. Examples of some potential changes are listed below: 

• Continued interest/Introduction of Global Equity Mandate 
(stand-alone or in addition to US/EAFE); 

• Introduction of Regional Equity Mandate (North-America, 
Europe and Asia); and/or, 

• Combination of Alpha generating products (from less effi-
cient markets) to Efficient Beta markets. 

 

 ConclusionConclusion  

  

 Although it is still too early to tell exactly how the removal of the 
FPR  will  ultimately  impact  the  overall  investment  struc-
tures/strategies of investors going forward, we can speculate that 
the opportunities are endless. The areas most likely to be affected 
are summarized below: 

• More exposure to foreign fixed income securities (to di-
versify the active risk) 

• Growing interest in currency management (to reduce the 
risk of mismatch and to increase return) 

• Review of the foreign equity structure, with more interest 
in GEM and Small Cap mandates 

• More interest in Alpha generating products (more efficient 
Alpha/Beta combination) 

 As mentioned earlier, I am very enthusiastic about the FPR 
change and have great hope that it will lead to improved fund 
structures. Being a small part of the world’s total market capitali-
zation provides not only more flexibility but also huge possibili-
ties. If Canadians are up to the challenge, we should not hesitate 
to take this opportunity to become market “leaders” (rather than 
followers). 

 

  

 

 

 

F o r e i g n  P r o p e r t y  ( C o n t . )  

 
Don’t do anything Address the issue 

Benefits 
- Less time consuming 

Benefits 
- Better understanding of true ‘risk’ 
- Improving the matching of liabilities 
- Broadening the opportunity set 
- Diversification of the active bets 

Drawbacks 
- Implicit exposure to foreign currencies 
- Mismatch of  the liabilities 
- Short term fluctuations 

Drawbacks 
- More time consuming 

 

Exhibit 2 



       
       
  Last Quarter 1 Year 4 Year 7 Year 10 Year 

       
FIXED INCOME       

       
B&C Global Fixed Income Database Median  0.1 -1.0 6.2 4.2 5.9 

       
Citigroup World Government  Bond  -0.2 -1.7 5.1 3.9 4.3 

       
Currencies       

       
Major World Currency Returns in Canadian Dollars       

       
US Dollar  1.2 -8.7 -5.2 2.6 -1.1 
British Pound  -4.0 -9.7 0.7 -1.6 0.0 
Japanese Yen  -2.3 -10.1 -2.4 0.6 -3.7 
Euro  -5.7 -9.1 3.7 N/A N/A 

       
All returns reported in Canadian Dollars.       
Returns not annualized for periods of less than 1 year.    

GLOBAL FIXED INCOME AND CURRENCY (2Q 2005) 

C a n a d i a n  D o l l a r  D o w n  S l i g h t l y  A g a i n s t  U S  D o l l a r ;  
C o n t i n u e s  t o  R i s e  A g a i n s t  O t h e r  M a j o r  W o r l d  
C u r r e n c i e s .  

year basis.  

The appreciating Canadian 
dollar has had a negative im-
pact on the return obtained 
from un-hedged foreign assets 
by Canadian investors. 

YK 

The Canadian dollar declined 
slightly against the US Dollar 
in the second quarter of 2005 
but gained against other major 
world currencies. The loonie  
lost 1.2% against the US dol-
lar in the quarter but remains 
up 8.7% against the greenback 

over the past 12 months. 

The Canadian Dollar was up 
5.7% against the Euro,  the 
Yen lost 2.3%, while the 
Pound was down 4.0% in the 
second quarter. The Canadian 
Dollar also remains up against 
these currencies on a year over 
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B o o k  R e v i e w  b y  J o h n  S h i n g l e r  
 
F r e a k o n o m i c s :  A  R o g u e  E c o n o m i s t  E x p l o r e s  t h e  H i d d e n  S i d e  o f  E v e r y t h i n g  
b y  S t e v e n  D .  L e v i t t  a n d  S t e p h e n  J .  D u b n e r ,   

Steven D. Levitt and Stephen J. Dubner, Freakonomics: A Rogue Economist Explores the Hidden Side of Everything, New York, William 
Morrow, 2005, pp. xii, pp. 242.  US$25.95, C$34.95. 

 

 Freakonomics: A Rogue Economist Explores the Hidden Side of Everything is what the French call a  jeu d’esprit, a phrase for which there 
is really no good English equivalent – ‘game of the mind’ simply won’t do.  It is provocative to reflect on how writers such as Adam Smith, 
David Ricardo, John Stuart Mill, Ludwig von Mises or Friedrich von Hayek would have responded to the title and contents of this book. 

 

 Let’s deal with the title first.  It says perhaps more than we may want to know about our times that this kind of title is thought necessary to 
attract attention to a book.  It is about 2500 years since the term economics was first used in Athens; it derives from the combination of the 
Greek words for household and law – law of the household, which is why when the subject matter took on a wider scope in the 18th Century 



to embrace society as a whole, the phrase “political economy” 
was adopted.  Now, at the dawn of the 21st century, we have 
“freakonomics”. 

 

 The title attempts to convey, I suppose, that the book is a mixture 
of light-hearted braggadocio, brilliantly insightful analysis and 
sober reflection.  It may however also be marred by what some 
critics claim are serious interpretive errors of the data in the con-
tentious abortion/crime debate.  I don’t think the work was in-
tended to be ranked among the masterpieces of economic litera-
ture.  In fact I think – I certainly hope – there is a measure of self-
mockery in the hubristic sub-title.  At the same time this is not a 
comic strip; the intention of the authors is that we take their work 
seriously.  Unfortunately, however, the one brief excursion 
(pp.13-14) into the intellectual underpinnings of the book can 
charitably be dismissed as lightweight.  To quote: 

 

 “This book, then, has been written from a very specific world-
view, based on a few fundamental ideas: 

Incentives are the cornerstone of modern life. 

The conventional wisdom is often wrong. 

Dramatic effects often have distant, even subtle, causes. 

“Experts” – from criminologists to real-estate agents – use their 
informational advantage to serve their own agenda. 

Knowing what to measure and how to measure it makes a compli-
cated world much less so.” 

 

 The above phrases, italicized in the original, are supposedly key 
points and are followed in each case by brief adumbrations.  It is 
ironic that much of this approach can be applied quite devastat-
ingly to the very book in which it appears.  It is striking that while 
the authors inveigh against “experts” and “conventional wisdom”, 
they themselves present themselves as experts offering a new 
conventional wisdom.  Dubner, who is a kind of Levitt alter ego, 
explains his co-author’s preferred topics of inquiry as follows: 
“His abiding interests – though he says he has never trafficked in 
them himself – are cheating, corruption, and crime.”  There is 
nothing wrong with this range of interests; just identify it and 
them as such. 

 

 I should make clear that much of this book is an amusing read – it 
has many really funny remarks, phrases and descriptions.  There 
is however something seductive about this capacity to entertain, 
so we should be careful; seduction is usually more to the advan-
tage of the seducer than the seduced.  I confess to other misgiv-
ings.  There is a sophomoric quality to much of the writing – a 
combination of breathlessness and glibness, a willingness to 
please and an eagerness to excite, a lack of gravitas, all combined 
frequently with an unwarranted authoritativeness of tone.  When 
one makes extraordinary claims about important policies or prac-

(Continued from page 10) tices, these should, I believe, be supported by a deliberateness, a 
weight befitting the argument.  It is not a slight matter to claim 
that the legalization of abortion leads to a reduction in crime. 

 

 The text of the work is just 200 pages long and one can breeze 
through it in a few hours – the claims one finds in it, however, 
remain long after the book is laid down, and many of them are 
admittedly thought provoking. The references to be found in the 
end notes are at least as rich as the main body of the work itself, 
and many of them are worth examining more closely. 

 

 The book opens with “An Explanatory Note”, which provides the 
background to the collaboration between and dual authorship of 
Steven D. Levitt, the academic economist, who has up till now 
confined his publications to the more recondite professional jour-
nals, and Stephen J. Dubner, the journalist and well known author 
of two interesting books, Turbulent Souls: A Catholic Son’s Re-
turn to His Jewish Family and Confessions of a Hero-Worshiper. 

 

 Collaboration can be a hazardous undertaking with its attendant 
minefields (Gilbert & Sullivan, Russell & Whitehead, and many 
professional and commercial partnerships), and this joint effort 
may turn out to be an enterprise both writers come to regret.  Ap-
parently their relationship started out with Dubner writing about 
Levitt for The New York Times Magazine, bringing the man and 
his ideas, previously sheltered in the academy, to a wider public.  
Harper Collins, sensing a publishing coup, in turn urged Levitt to 
write a book which would bring together his ideas in a fashion 
more accessible to this broader readership.  He demurred on the 
grounds that he preferred his chosen field of research and its 
rather modest mode of presentation, namely, concentration on 
particular topics, the findings of which are made available in the 
usual refereed academic format.  Levitt proposed instead that he 
work on the proposed book with a coauthor – and that the coau-
thor be Dubner. 

 

B o o k  R e v i e w  ( C o n t . )  
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 The two authors have now become minor celebrities with the 
vaulting of their book to the bestseller lists.  Unfortunately for 
them however they are increasingly caught up in an acrimonious 
debate about the claims made in their Chapter 4, where they try to 
establish a direct causal link between the decision in Roe v. Wade 
in 1973, permitting abortion on demand throughout the United 
States, and a supposed decline of violent crime in the 1990s.  
Anyone who follows the politics of the U.S. knows that the abor-
tion issue is one of the most bitter and divisive in the country, 
bringing in as it does differences of opinion across a wide spec-
trum and in many dimensions – ideology, ethics, biology, religion, 
theology, science, feminism, political affiliation, you name it. 

 

 The “Introduction” which follows makes some egregious claims 
about the intellectual foundations of this work.  Significantly, this 
brouhaha is in keeping with the hype surrounding the book, which 
has now become a best seller. All of the above constrain one to 
look with skepticism at the puffery of publicists and the vacuity of 
what passes for serious commentary in the current climate.  Per-
haps the faux 18th century chapter titles and descriptions are a 
necessary part of this style.  But what are we to make of the fol-
lowing: “Why knowing what to measure, and how to measure it, 
is the key to understanding modern life”? Or, even more provoca-
tively, “Jane Roe, crime stopper: how the legalization of abortion 
changed everything”. 

 

 The body of the work consists of six discrete chapters, all of them 
interesting, none of them sequentially or logically connected.  
Each of the chapter titles is, in keeping with Steven Levitt’s pur-
portedly limitless curiosity, presented as a question.  The first, 
“What Do Schoolteachers and Sumo Wrestlers Have in Com-
mon?”, compares cheating by professionals in four environments; 
the Chicago Public School system, the University of Georgia, the 
makuuchi and juryo divisions in the sumo wrestling hierarchy in 
Japan, and Paul Feldman’s bagel business in Washington, D.C.  It 
shows patterns of cheating, tries to explain its motivation and 
points to ways in which it may be identified and controlled. 

 

 The second chapter, “How is the Ku Klux Klan Like a Group of 
Real-Estate Agents?”, explores information asymmetry – or the 
way in which the exclusive control, and above all the hoarding, of 
information is critical to the maintenance of power in any group 
or organization.  Stetson Kennedy’s role in the unraveling of the 
KKK in the years after World War II is described with élan – a 
fascinating story in its own right, and also an invaluable primer on 
how to discount the information advantage.  The analysis of real-
estate agents should be obligatory reading for any putative buyer 
or seller of residential real estate. 

 

 “Why Do Drug Dealers Still Live with Their Moms?”, the third 
chapter in this collection of vignettes, is by far the most amusing 
and dramatic, presenting as the leading personality a hapless 
graduate student named Sudhir Venkatesh who was dispatched by 
his supervisor to conduct a survey in the poor parts of Chicago.  
Venkatesh, who subsequently became a co-author with Steven 
Levitt of a number of academic papers on this research, escaped 
with his life following a debacle during his first encounter with 
the gang that he would come eventually to study in depth.  He 
went on to do the detailed research which provides the basis of 
this chapter and which he presented in an academic monograph, 
American Project: The Rise and Fall of a Modern Ghetto.  Dub-
ner, I take it, is the author describing Venkatesh’s night held as a 
captive by members of the gang in a stairwell in one of the Chi-
cago housing projects.  Frightening though it must have been at 
the time, Dubner manages to cast the incident in a hilarious light 
and it provides the book with a hysterically funny episode. 

 

 “Where Have All the Criminals Gone?” makes the claim that the 
decision in Roe v. Wade was the central factor in the decline of 
crime in the 1990s – those who would have grown up as un-
wanted children and would thus have been more likely to become 
criminals in their teens, were aborted as fetuses in the 1970s; thus 
a rise in the number of abortions led to a fall in the number of 
criminals.  This argument raised sharp criticism when it was first 
articulated in academic circles.  It is the basis of sustained attack 
now that the claim has been presented in its present popular form. 

 

 The chapter starts with a quick overview of the consequences of 
the prohibition of abortion under Ceausescu’s Communist dicta-
torship in Rumania in 1966, and includes the argument that his 
violent fall and death were at least in part brought about “. . . by 
the youth of Rumania – a great number of whom, were it not for 
his abortion ban, would never have been born at all.”  
Ceausescu’s prohibition of abortion was based, apparently, on the 
claim that, “the fetus is the property of the entire society”, a claim 
that reveals in telling fashion the totalitarian character of his re-
gime.  From this introduction the chapter moves on to a detailed 
analysis of data around the issue in the United States, and, to a 
lesser extent, elsewhere. 

 

 In preparing the present review I came across an interesting web-
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site http://www.isteve.com/abortion.htm where one finds a freely 
available 80 page analysis entitled “Did Legalizing Abortion Cut 
Crime? The Levitt Freakonomics theory critically analyzed.”  My 
reading of this rather polemical piece persuades me that, beyond 
the bitter personal clash, there are some major differences in the 
interpretation and handling of the data.  Two things in regard to 
this heated debate stand out as being pertinent to the investment 
community: 

 

 First, we have here clear evidence of the capacity of the web to 
make accessible to a very wide range of people – at least to those 
who have the intellectual energy and curiosity to use it – a huge 
body of information and opinion.  What we also have is a likely 
indication that relatively few reviewers of Freakonomics actually 
made use of this resource. 

 

 Second, the fragile and contentious character of quantitative data 
and its statistical analysis and manipulation stands clearly re-
vealed for all to observe. 

 

 “What Makes a Perfect Parent?”, Chapter 5, explores the rela-
tionship between various characteristics of parents and the lives of 
their children.  It is I imagine a reflection of the co-authors’ per-
sonal concerns – at the time of writing they had, between the two 
of them, six children under the age of five.  They mine the data in 
the Early Childhood Longitudinal Study (an extensive survey over 
a long time period of  parenting practices and characteristics, and 
children’s test scores) and come up with some counterintuitive 
conclusions – for instance, taking your children to museums, or 
reading with or to them, is not a predictor of academic success.  
Apparently what you are rather than what you do, as a parent, 
makes the difference. 

 

 The 6th and last chapter, “Perfect Parenting, Part II; or: Would a 
Roshanda by Any Other Name Smell as Sweet?” explores the 
names and naming of children by their parents.  Does naming 
matter in the life of a child?  Do names outside the mainstream, or 
at least outside the upper crust, put those who carry them at a dis-
advantage?  Why, for instance, did Winner Lane have a criminal 
record of over thirty arrests at the time of writing, while his 
younger brother, Loser Lane, built a successful career in the New 
York Police Department? 

 

 By now you will not be surprised to learn that the work starts, 
and concludes, with the acknowledgement that there is no central 
underlying argument, no interpretation of a particular historic 
event, no presentation of a specific thesis, no attempt to integrate 
this succession of analytical vignettes; the book is a smorgasbord 
– not Swedish so much as cosmopolitan.  To mix the metaphors, 
“everything” (to use a favoured word of the authors) has been 
thrown into this stew. 

 

 There is no concluding summing up – and no concluding chapter. 
Instead, the book ends with an Epilogue entitled “Two Paths to 
Harvard”, which provides the identity of two men – both rela-
tively well known individuals, Roland G. Fryer, Jr. and Ted Kac-
zynski – whose remarkably different childhoods, which had been 
described in some detail earlier (pp. 155-6), led to adult lives the 
obverse of what would have been predicted. In this sketch there is 
a frank acknowledgement that the authors’ attempts to identify 
predictability in patterns of behavior get them only so far, that 
there is a randomness in life, an elusiveness in understanding and 
interpretation, which makes the hope of flawless forecasting, at 
least at the individual level, a chimera. 

 

 The construction, and reception, of this work tells us a great deal 
about the culture in which we live.  With a plethora of informa-
tion brought to us by a variety of electronic media, with hundreds 
of newspapers, magazines and journals, and literally thousands of 
books, how does make oneself heard?  Given that much, in fact 
almost all, of the substance and the argument to be found in 
Freakonomics was already in the public domain – that is, in books 
produced under the imprint of university presses, in research pa-
pers and in various articles in academic journals, the question 
clearly was, “How do we bring this interpretation of the world to 
the widest public possible?”  Enter Stephen J. Dubner. His rhe-
torical skills, displayed in the formulation, presentation, construc-
tion and promotion of this book, are clearly formidable. 

 

 The current best seller status of Freakonomics also demonstrates 
the fad-prone character of much contemporary discourse in North 
America. The initial success was doubtless fostered by the initial 
laudatory reviews which, it turns out, are now coming under in-
creasing criticism.  There are several important characteristics of 
this battle of the reviewers: much of this debate is taking place on 
the web; the conviction that there is a relationship between moral 
issues and economic ideas and practices is shared by people on 
both sides of the debate; statistical analysis often falls short of 
proof and almost invariably seems to have two sides to its inter-
pretation. 
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 To sum up. Reading Freakonomics is time well spent – for several reasons: the text itself 
contains many interesting analyses and interpretations of a wide variety of phenomena – 
some of them illuminating, all of them thought provoking; it throws more light than many 
of its participants may want on the character of marketing and promotion in the publish-
ing industry; it reveals the ideological bias, the laziness and the gullibility of many re-
viewers in the mainstream media; it shows the resources available on the web, for those 
willing to make use of it, in exploring the diversity of views and information on almost all 
topics; and it highlights the many perils of statistical analysis – inadequate or misinter-
preted data, clumsy attempts to impose cause on correlation, and the use of apparently 
identical data by rival schools of thought to back conflicting positions. 

 

So why did Insights offer a review of this book, only to damn it with faint praise?  Well, 
for one thing we cannot have a quarterly chorus of adulation – books do vary in quality 
and interest, and we should explore the wider field; for another, it is often worth while to 
place a book in its critical cultural and social context, in this instance the conventional 
print media, the world of the bloggers, and the publishing sector; and finally, this particu-
lar book, which is pertinent to the investment community, has been extravagantly praised, 
to the point where the chorus needed a countervailing view – a contrarian voice as it were. 

(Continued from page 13) 

B o o k  R e v i e w  ( C o n t . )  
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Finance: Your bottom line 
ROB CARRICK  
GLOBE AND MAIL UPDATE 

Ottawa — Look past the near-insignificant tax relief in the federal budget and you'll find close to 
half a dozen measures that will make you better off financially. 

People saving for retirement or already retired are the biggest beneficiaries. Most importantly, the 
30-per-cent cap on the amount of a registered retirement savings plan or pension plan that can be 
invested outside the country is gone. As well, the budget raises the contribution limit for RRSPs to 
$22,000 in 2010, up from an $18,000 limit that was to take effect in 2006. 

Seniors who rely on guaranteed investment certificates to generate their retirement income will 
benefit from an immediate increase in Canada Deposit Insurance Corp's coverage of these and 
other bank deposits to $100,000 from $60,000. There's also an increase in Guaranteed Income 
Supplement benefits for low-income seniors. 

Tax relief in the budget hinges on a five-year increase $10,000 from $8,148 in the basic personal 
amount, which is the sum you can earn before taxes kick in. Total savings to actual taxpayers? An 
Ontario resident earning $80,000 a year would pay about $195 less in taxes in 2009 than he or she 
would have otherwise, said Tim Cestnick, managing director of national tax services for mutual 
fund company AIC Ltd. "The savings amount to about a cup of coffee a week." 
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The elimination, effective immediately, of the foreign content limit for RRSPs and pension plans 
might have the broadest long-term impact of any personal finance measure in the budget. Global 
stock markets, accessible to any investor through global equity mutual funds, have historically 
made higher returns than the Canadian market, which only accounts for just over 2 per cent of the 
world's stock market value. 

A side benefit for both investors and financial services companies is that they no longer have to go 
to the trouble of monitoring foreign content levels in individual accounts to avoid the penalties that 
applied for going over the 30-per-cent limit. 

The higher RRSP contribution limits announced in the budget are strictly a benefit to higher earners 
— to make the maximum $22,000 contribution in 2010, you'd need to have a salary of just over 
$122,000. Starting in 2011, RRSP limits will be allowed to rise annually at the rate of average 
wage growth. 

© Copyright 2007 CTVglobemedia Publishing Inc. All Rights Reserved. 

globeandmail.com and The Globe and Mail are divisions of CTVglobemedia Publishing Inc., 444 
Front St. W., Toronto, ON  Canada M5V 2S9 
Phillip Crawley, Publisher 
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Foreign Property Rule: It’s A Goner
Michael Gregory, CFA, Senior Economist

The federal budget bill passed third reading in the House this week, so the
foreign property rule (FPR) will soon be put to rest. The FPR was born in 1971,
at a time when  economic nationalism permeated policy-making. The rule
forbade registered (tax-shielded) institutional and individual investments
from having more than 10% of their assets in deemed foreign property. The
FPR was established to ensure sufficient domestic financing for Canadian
governments and businesses, because it was believed that too many
Canadian investors would be attracted to the diversity and depth of capital
markets south of the border. Lack of diversification resulted in higher risks
and lower returns for Canadian pensions and RRSPs. The ceiling was
eventually raised to 14% in 1991, 16% in 1992, 18% in 1993, 20% in 1994,
25% in 2000 and 30% in 2001. Increased
Canadian net investment in foreign securities
followed each lift, particularly during the 2000-
01 period. (Chart 1).

A recent Finance Canada study suggested that
$67 billion could flow out of the country during
the next two years owing to the FPR�s
elimination, as pensions raise their average
foreign content from 26% to 33%. These
estimates were based on the 2000-02 experience.
However, there are two reasons to think that the
actual outflow could be larger.

First, other major pension markets have a
median foreign content of 42% in equities and
29% in bonds for an aggregate of 38% (Table 1).
More importantly, for smaller pension markets
(3%-or-less domestic share of the global capital
market which is Canada�s peer group), the median
is 48% equities and 41% bonds for an aggregate of
43%. Smaller-sized capital markets tend to lack
industrial diversification and have insufficient
numbers of domestic companies that operate
globally to permit geographic diversification.

Second, with the FPR�s punitive 1% monthly
penalty on the value of excess foreign assets, there
was a tendency to keep foreign content below the
ceiling. Also, derivatives and other tools are being
used to increase foreign exposure but not
necessarily foreign content. Reversals of these
tendencies could add to capital outflow.

Foreign bond purchases might make up a larger
share of capital outflows than was the case after

Canadian Net Investment
in Foreign Stocks and Bonds

Chart 1
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Domestic Share 
Stocks of Global  

Stocks Bonds & Bonds Capital Market
Australia   42      23    36        2             

Japan 39      29    34        10            

Netherlands 84      80    82        2             

Sweden 43      47    46        1             

Switzerland 52      35    41        3             

U.K. 42      20    38        11            

U.S. 23      3    16        53            

Median 42      29    38        

Select Pension Markets—Foreign Asset Share  (percent)

Source: Benefits Canada (2003 figures)
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the 1991-94 and 2000-01 FPR changes. In the
past, pensions used their foreign asset allocations
to basically buy only equities, since this provided
the biggest gains from diversification. Compared
to the S&P 500 and the MSCI EAFE, the Canadian
equity market is not only minute, but it is also
significantly overweight the energy, financials
and materials sectors, and underweight consumer
discretionary, consumer staples and industrials.
According to a Greenwich Associates survey,
large pension funds� holdings of foreign assets
were 50% U.S. equities, 49% EAFE equities, and
only 1% foreign bonds at the end of 2003.

Meantime, investors have already been increasing
their purchases of foreign bonds, partly in search
of higher yields. During the 12-months ending
May 2005, cumulative foreign bond purchases
totaled C$19 billion, representing more than
80% of total foreign securities purchased, both
record highs (Chart 2).

Forthcoming portfolio adjustments will likely
involve some selling of Canadian assets. However,
the net price impacts will likely be negligible,
except, perhaps, in the bond market. History
shows that adjustments to FPR changes tend to
take a year or two, thus spreading out the impacts.
On the equity side, further diversification
outflows will occur amid strong global demand
for Canada�s concentrated strength in energy and
commodities, thus providing some offset.

Even if the additional capital outflows were to top $100 billion, they would
still represent an average $133 million per day, which is a small drop in the
US$75 billion bucket of daily turnover of Canadian dollars in the global FX
market, so this should have little impact on the loonie. Some analysts argue
that the 2000-02 outflows contributed to Canadian dollar weakness at the
time; however, the contemporaneous decline in non-energy commodity
prices can fully explain the move.

One legacy of the FPR and the focus on equities in foreign asset allocations
was the creation of a captive investor base for domestic bonds that likely
resulted in credit spreads being tighter than they otherwise would have
been, particularly when governments were running massive deficits. It
also stunted development of a domestic market for bonds issued by
foreigners (the Canadian equivalent of the U.S. Yankee market). As bond
diversification outflows pick up, this will likely cause some widening in
credit spreads. Meantime, we look forward to the birth of an active
domestic market for bonds issued by foreigners. But what to call them?
We like �Canucks�.

U.S.
(51%)

Southern Comfort—Canadian Portfolio 
Investment Abroad
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FPR demise stuns pension 
industry  
February 24, 2005 
Chandra Price  

Federal Finance Minister Ralph Goodale's 
decision to scrap the 30% Foreign Property 
Rule (FPR) has taken the pension industry by 
pleasant surprise. 

"I don't think anybody in the industry expected 
it to be removed totally," says Dave 
Clapperton, vice-president and actuary in Aon 
Consulting's retirement practice in Toronto. "It 
allows pension plans - that are governed by 
the foreign content - to expand the investment 
base beyond where it has been up until now."  

Clapperton says he doesn't expect a massive 
shift in the short-term but does expect 
yesterday's move by the federal government 
to be positive for plan sponsors and individual 
plan members. Goodale cancelled the FPR in 
his 2005-2006 budget.  

"It will help them to better diversify their 
portfolio, which will lead to better 
diversification and likely better protection from 
a risk standpoint," Clapperton says. "So, I 
think there might be a benefit for plan 
members and plan sponsors. It will also 
require plan sponsors to do some better 
changes to their investment policies and 
procedures - where they've already indicated a 
higher number than 30% for the foreign 
content limit."  

Paul Malizia, senior investment consultant with 
James P. Marshall in Toronto, questions why 
the FPR was there to begin with.  

"Was it really a huge risk to allow pension 
plans to invest more than 30% of their money 
outside of Canada?" asks Malizia. "This limit 
didn't apply to foundations and endowments, it 
only applied to registered pension plans. And 

 

Page 1 of 3Benefits Canada | FPR demise stuns pension industry

3/15/2005http://www.benefitscanada.com/news/article.jsp?content=20050224_160418_2988



 Canadian 
Investment Review  
 Canadian 

Healthcare Manager  
 2003 Pulse Survey  
 2005 Media Planner 

so that was an inconsistency towards a little 
more of a level playing field."  

Malizia says in the long-term there will 
probably be an increase in the average asset 
mix for pension plans in terms of foreign 
content.  

"I've heard it was maybe 15 % to 20%, 
somewhere in that range - nowhere near the 
30% limit," says Malizia. "And, I think 
probably over time you would see that 
increase to what's considered some type of a 
natural level like we've seen in foreign 
markets, like in the U.K. and other places, 
where probably it's kind of leveled out at about 
a third."  

Malizia thinks Canadian plans will probably end 
up at about a third as well.  

"I certainly don't expect it to be 50%, or 60%, 
or 75%," says Malizia. "The liabilities still have 
to be paid in Canadian dollars."  

Pension funds could receive a boost from the 
elimination of the FPR in dealing with 
underfunding and shortfalls. "This definitely 
could probably be seen as a way to deal with 
that situation," Malizia says.  

Pension industry associations are thrilled that 
Goodale axed the foreign content limit.  

"I think history and experience have shown 
that the rule outlived its usefulness," says 
Scott Perkin, president of the Association of 
Canadian Pension Management in Toronto.  

Russell Hiscock, chair of the Pension 
Investment Association of Canada's 
government relations committee in Montreal, 
adds: "I think the Finance Minister is to be 
congratulated. It is a change that we think is 
going to be positive for all Canadians."  

Filed by Chandra Price, assistant editor of 
Benefits Canada, with contributions by Jim 
MacDonald. 

(02/24/05) 
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Paving the way for change to RRSP Foreign Content 
Rules 

Tom Hockin, January 31, 2000  

 

PAVING THE WAY FOR CHANGE TO RRSP FOREIGN CONTENT RULES 
Clone Funds and Other RRSP Foreign Funds Conference 

Institute for International Research 
1:10 p.m. - January 31, 2000 

Tom Hockin, President and CEO 
The Investment Funds Institute of Canada 

 
CHECK AGAINST DELIVERY  

IFIC has been paving the way for change to RRSP foreign content rules for a number of years. And hopefully 
in the next month we'll finally arrive at our destination - higher limits that benefit both the investor and the 
industry. There are a number of very strong reasons why IFIC has taken up this issue on behalf of Canadian 
investors and the Canadian investment funds industry. Until the introduction of clone funds, average 
Canadians were more or less boxed in. Very rich Canadians are able to invest freely outside their RRSPs 
where there are no restrictions. But for many Canadians their RRSP is their main saving vehicle. IFIC 
commissioned three studies over the past few years on the foreign property rule and the results clearly show 
that raising the foreign content limit would not be detrimental to Canada's economy and would, in fact, be 
very beneficial to Canadians.  

OVERHEAD: ARGUMENTS TO RAISE THE RULE 1 
Let's start with why the economy wouldn't be negatively impacted.  

Our research shows that:  

There was no negative effect the last time the foreign property limit was increased from 10% to 20% in 
1991 (by 2% increments).  
Existing limits create inefficiencies in the financial markets by restricting the movement of capital.  
Raising the limit does not create concern about the cost of capital and it will not increase Canada's 
international debt position.  
Funds subjected to the FPR are only about one fifth of the total investment pool. 

Even more importantly are the lost opportunities and direct costs with respect to the restrictive 20% rule:  

OVERHEAD: ARGUMENTS TO RAISE THE RULE 2  
Our research shows that:  

20% foreign property increases returns portfolios by 1%  
30% foreign property would increase returns by another .5% (Note: A Canadian investor making annual 
contributions of $5,000 to an RRSP for the last 25 years could have earned $32,000 more with 30% 
foreign content.  
exposure to industries not readily available in Canada  
greater geographic diversification 

With respect to lost opportunities and geographic diversification, lets look at these numbers.  

OVERHEAD (CANADA'S COMPARATIVE PERFORMANCE) 
It shows that Canada is definitely near the bottom of the pack when looking at long term returns.  

A more recent argument for lifting the rules is the impact of the cost to investors of clone funds, which have 
been developed by our industry. I'll leave the details of clone funds to this conference's expert speakers but I 
wanted to point out the extra cost involved in investing in these 100% RRSP eligible funds.  

OVERHEAD: IMPACT OF CLONE FEES ON INVESTORS (1)  

There were $8.7 billion in clone funds at the end of December  
On average, clone funds have MERs of 50 basis points greater than the underlying fund  
Annual impact of these fees to the investors in clone funds is $43.5 million 
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OVERHEAD: IMPACT OF CLONE FEES ON INVESTORS (2)  
The cost to the investor in lost capital appreciation over 20 years using the asset base of $8.7 billion is:  

RATE OF RETURN COST (loss in capital appreciation) 
8% -- $3,594,052,579 
10% -- $5,097,224,253 
12% -- $7,183,667,787  

IFIC has been very vocal in our lobbying to have the limit raised. Our initiatives over the past few years 
include:  

Prior to 1998, IFIC was involved in three studies, the findings of which we have already discussed. Each of 
these studies was presented to the government and press releases were issued. IFIC has also been giving 
pre-budget presentations to the finance committee each year asking for changes to the 20% limit, among 
other requests.  

Through the summer of 1998, a flier was distributed to over two million Canadians through our Member's 
mailings. This flyer educated investors about why they should care about the foreign property rule and 
contained a call to action for them to contact their MPs to demand a change to the rule.  

OVERHEAD (POSTER)  
In addition, this poster was personalized and sent to all 156 Liberal Members of Parliament in November. The 
posters were sent to all Liberal Senators in early January 1999. From the feedback we received, it caused 
quite a stir in Ottawa and was very effective in raising awareness of the issue at MPs offices.  

We are also working closely with the Retirement Coalition of Canada which has 15 Members representing 
such varied interests as the Canadian Association of Retired Persons, Retired Teachers of Ontario, IFIC, and 
Canadian Real Estate Association among others.  

We have also had direct communication of our messages to Finance Minister Paul Martin and his office.  

IFIC has been very pleased to see the support of this issue by a number of other key influencers;  

The McKay Report - November 19, 1998 - Report of the Standing Senate committee on Banking, Trade 
and Commerce  
The Stromberg Report - Investment funds in Canada and consumer protection (January 7, 1999)  
The House of Commons Finance Committee - December 4, 1998  
June 1999 the Senate passed a bi-partisan motion earlier this year supporting lifting the 20% limit to 30%. 

OVERHEAD (INTERNATIONAL COMPARISON) 
One of the arguments IFIC has been using in its lobbying efforts on behalf of investors and the industry is 
that Canadians are at a disadvantage internationally when it comes to diversifying their RRSPs.  

In October I attended an International mutual funds conference and took the opportunity to poll the other 
countries attending.  

As you can see from these overhead showing first the countries that do not have any restrictions and 
secondly the countries that do have restrictions, Canada is grouped with a select group of countries with less 
developed economies.  

CONCLUSION:  

The whole issue of diversification has now become much more urgent with the dominance of Nortel and BCE 
on the TSE 300 Index. If fund managers didn't have to concentrate their portfolios so much in Canadian 
stocks, the issue of diversification may not be so controversial right now.  

Last month the Globe and Mail newspaper reported that Finance Minister Paul Martin was set to increase the 
foreign property rule "in the not too distant future".  

We are very pleased to hear that but if he had moved earlier on this issue Canadian mutual fund investors 
and the Canadian mutual fund industry would have been better served. Clone funds might have not been as 
necessary to help investors properly diversify their retirement portfolios and fund managers would have been 
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Back to Statistics  

able to address the diversification issue with a wider choice of stocks to choose from for their portfolios.  
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As the Baby Boom generation ages, the resulting
demographic demand for fixed income assets is
one of the secular trends underpinning bond
markets around the world. For Canada, the
proportion of the population in the critical 40-
59-year age cohort is the highest in the G-7 (Chart
1). With the first of the boomers turning 60 next
year, Canada will likely experience relatively
stronger growth in the demand for fixed income
assets. Arguably, some of this demand might
benefit income trusts; however, it appears that
the availability of these investment vehicles might
be more constrained in the future as the
government reviews its policy options. Thus, the
focus could be more on bonds, particularly as
bond yields continue to creep up.

Meantime, net new issuance of bonds by Canadian
governments and corporations (including
securitizations) ran less than $35 billon during
the past year, much lower than the $60-billion
pace often surpassed since the early 1990s
(Chart  2). As a share of GDP, the deceleration in
net bond issuance has been even more dramatic,
falling three to four fold below prior peaks. The
key factor was the emergence of federal
government budget surpluses since the 1997/98
fiscal year, which are expected to continue for
the foreseeable future (Chart 3). The provincial
governments combined are also on track for their
second consecutive surplus year. Elsewhere, solid
earnings growth and cautious capital spending
have kept a rein on corporate borrowing. Looking
forward, while corporate issuance is likely to
pick up, we judge that government bonds will
continue to shrink as a share of the market.

These bond market trends are combining with
June 2005�s elimination of the foreign property
rule (FPR) to sow the seeds of a bona fide
domestic market for C$-denominated foreign
bonds. The FPR was born in 1971, and forbade
registered (tax-shielded) institutional and
individual investments from having more than

A Canadian Welcome Mat for Foreign Bond Issuers
Michael Gregory, CFA, Senior Economist

Chart 2

Net New Domestic Bond Issues*

* Government, corporate and MBS/ABS; 4-quarter total
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10% of their assets in deemed foreign property.
Starting in the early 1990s, the ceiling was
raised in a series of steps to 30% by 2001.
Increased Canadian net investment in foreign
securities followed each lift.

The forced lack of diversification resulted in
lower returns and higher risks for Canadian
investors, generally, and a skewed, heavy
weighting in equities within their foreign asset
allocations, specifically. Although Canadians
are considered to be more conservative investors
than their U.S. counterparts, the FPR drove
investors to seek the biggest diversification
�bang-per-buck�. In consequence, bond
weightings in Canadian investors� foreign
portfolios have run well below those for U.S.
investors, although the gap is closing (Chart 4).
Currently, the bond weighting is about 20%, but
this reflects investors both previously bound
and not bound by the FPR. Looking at pension
plans only, foreign bond holdings are well below
the national average (Chart 5).

Together, a growing demand for fixed income
assets, a lean supply of new domestic bonds, and
increasing bond allocations among expanding
foreign asset portfolios�along with favourable
longer-term prospects for the loonie and the
perennial desire to diversify from the limited list
of Canadian corporate names�emphasize the
fertile domestic ground for C$-denominated
foreign bonds. As such, the foreign names that
have recently issued in the Canadian market are
probably the thin edge of the wedge. So far this
year, we are on track for record net foreign bond
buying by Canadian investors (Chart 6).

The only remaining question is what to call foreign
bonds issued in the Canadian market. Some have
proposed �Maple� bonds (too sweet); others have
suggested �Beaver� bonds (the alliteration is nice,
but we already name our currency after a bird).
We have proposed in the past and continue to
prefer �Canuck� bonds, a hardy moniker that
stands up nicely alongside U.S. Yankees, U.K.
Bulldogs and Japanese Samurais.

Chart 4

* as a % of total foreign stock and bond holdings
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