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Preface

Many people seriously consider investing in real estate, but they hesitate due to
concern over their lack of knowledge of investment techniques that will reduce their
risk and maximize their return. Other people proceed to invest without caution or any
clear plan or objective, and without a clear understanding of the pitfalls, and they end
up having problems and losing money. Still others proceed in a prudent and informed
fashion, and they create financial wealth and independence, as well as a feeling of
personal satisfaction.

This book provides a practical step-by-step format to assist you in attaining
your financial and investment objectives through real estate, by giving you a realistic
awareness of the market and helping you to apply sound judgment.

It has been 13 years since the first edition of this book was published. This second
edition has retained the core content of the original edition, but has been substantially
revised and updated.

There are two new chapters. Chapter 8: Understanding the Insurance Aspects
covers the key elements of insurance that you need for informed and prudent decision
making. Chapter 12: Understanding Financial and Estate Planning discusses matters
that are vital to your long-term financial security and your retirement-planning
needs. These additions will prove very important to your sense of financial well-being,
protection, and peace of mind.

The Internet, search engines, and advances in computer technology and software
have radically changed the investment marketplace. Now any real estate investor can
obtain instant data on any property at any time, and perform detailed comparative and
specific research. This second edition includes key Web sites of interest throughout the
various chapters and, where relevant, at the end of many chapters.

New content has been added to existing chapters. For example, in Chapter 2:
Types of Residential Real Estate, new sections have been added on commercial and
industrial condominiums, and dealing with condominium disputes. In Chapter
4: Selecting Your Advisory Team, the section regarding selection criteria has been
expanded, and ways of resolving disputes with different types of advisers has been
added. In addition, there are new sections on selecting a financial planner, insurance
broker, and building/home inspector.

Chapter 5: Understanding the Financing Aspects has a new section on using a
variety of on-line mortgage amortization tables for free. Chapter 6: Understanding the
Legal Aspects has a new section on legal cautions and protections to consider when
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purchasing real estate. This discussion includes how to limit your personal and estate
liability exposure, as well as how to avoid the pitfalls of litigation. It also includes how
to keep peace in the family when asking for a loan or investment money.

New sections have been added to Chapter 7: Understanding the Tax Aspects. These
include a section on investing in U.S. real estate, and how to take money from your
investments in a tax-strategic fashion. Chapter 10: Managing Your Property has new
sections on avoiding homeowner maintenance problems and how to avoid common
fire hazards.

I hope you enjoy this book and find the information helpful and encouraging.
Your candid feedback on how this work can better meet your needs is welcomed and
will assist in preparing future editions. Please refer to my contact information and Web

site at the back of the book under “Further Education and Information.”

Good luck and good fortune!

Douglas Gray
Vancouver, B.C.
www.homebuyer.ca
April 2005
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Understanding
Real Estate Investment

Many Canadians have become financially secure by investing in real estate.
The skills they have employed to safely and prudently invest in real estate can
be learned and practised. This book will provide you with that knowledge
so that you can make informed decisions about investing in real estate, plan
the increase in your net worth, minimize risks, maximize profits, and enjoy the
attainment of a personal challenge.

Many Canadian households have a net worth that exceeds $1 million.
Most of the people who live in these households, unless they have inherited
money or been successful business owners, owe their financial wealth to real
estate. In many cases, the wealth has been accumulated simply through owning
a principal residence for 25 years or longer and carefully tending to their pen-
sion plans. Many of the millionaires—who are 55 to 65 years of age, and have
worked at relatively ordinary jobs—Ilive in Toronto, Calgary and Vancouver,
where real estate value has increased substantially over the years. They have
accumulated their wealth due to inflation in real estate on their tax-free princi-
pal residence and the tax-free compounding of their RRSPs.

As you can see, there are distinct advantages to starting your real estate
investment by purchasing a principal residence, so that you can get into the
market and start benefiting from the growth of tax-free equity. Statistics from
the Canadian Real Estate Association show that the average compounded
annual increase in real estate value through MLS listings nationally has been
5% a year over the past 25 years, since 1980. Depending on the real estate cycle
at any given time, the geographic location and type of property, the percentage
annual increase could be substantially higher of course. Residential real estate
appreciates more than the annual rate of inflation over time.

This first chapter will help you in understanding the real estate market.
Whether you are buying your first home or other residential revenue property,
you can’t operate in a vacuum in terms of the market. Knowing how the mar-
ket works will develop your self-confidence, your “street-smarts,” and improve
your chances of making the right choices.



2 Chapter 1

This chapter covers investing in real estate, understanding the real estate
market, establishing your investment strategies, buying with others, and avoiding
the pitfalls.

Advantages of Real Estate Investment

Here are the main advantages that make real estate investment, compared to
other types of investments, attractive. As mentioned earlier, many are inter-
related. There are also some disadvantages, which will be discussed later.

Low Risk Compared to Other Investments

Any investment has a potential risk, and you can indeed lose money in real
estate. The reasons why will be covered in this book. Real estate, however, has
traditionally been a secure, stable investment compared to other investments,
especially if you buy prudently and carry out due diligence. There are various
reasons for the relatively low risk, which naturally will vary depending on
the geographic area, stability of the market, and other factors. These reasons
include increases in population density a scarcity of land for development,
interest rate stability and flexible financing terms, the intrinsic need and
demand for residential real estate, and consistent history of land value appre-
ciation exceeding inflation. The market is cyclic and, depending on location
and other factors, eventually will increase.

Minimal Starting Capital

You can make a real estate purchase with a minimal amount of money, possibly
only $5,000 to $10,000, and borrow the rest using the property as a security.
For example, you could buy a condominium for $150,000, put 10% down
($15,000), and finance the balance (90%). This is called high-ratio financing,
where the ratio between the debt (mortgage of 90%) and equity (your down
payment of 10%) is high. You will be required to take out high-ratio mortgage
insurance (explained in greater detail in Chapter 5: Understanding the Financing
Aspects) through Canada Mortgage and Housing Corporation (CHMC). It is
even possible to borrow 100% of the purchase price.

Investment Skills Can Be Learned

Compared to other investments, buying your own home can be a relatively
easy process. You don’t need a lot of experience. It just takes motivation, drive,
and a desire to acquire the knowledge and skills. The fact that you are reading
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this book clearly shows that you have the necessary attitude. Naturally, if you
are buying real estate for investment other than your principal residence, more
knowledge and skills must be acquired. The essential knowledge will be covered
in this book.

Investors Do Have a Life

Investing in real estate need not take up all of your free time. Once you learn
the techniques, you will be more efficient, selective, and confident, which will
save you time. You should decide at the outset how much time you are prepared
to spend researching the market, and negotiating for, buying, managing, and
selling properties. If you find yourself spending more time than you want to or
have available on your real estate dreams, you have to analyze the causes and fix
them. Various strategies are provided in later chapters.

Using Leverage

The concept of leverage simply means using a small amount of your own
money and borrowing the rest—using other people’s money (OPM). Many
people have become wealthy by applying the OPM principle of leverage. The
discussion under “Minimal Starting Capital” provided an example of a highly
leveraged investment. Basically the ratio was 9:1; that is, nine times as much
money was borrowed as invested. The risk to the lender is low or non-existent,
as the property is the security. If the lender has to sell, the net proceeds after the
sale should at least cover the amount of the mortgage, especially considering
historical appreciation in value.

If the investor leverages up the property too high (that is, has a high-ratio
debt of, say, 95%), and the market moves into a declining part of the cycle, then
the investor and the lender could be at risk. That is why the higher the amount
of the mortgage, the greater the risk for the lender and therefore the higher the
interest rate paid by the borrower unless the mortgage is insured. For example,
if you are buying a $100,000 property and have three mortgages—the first
at $75,000, the second at $10,000, and the third at $5,000—the interest rates
could be 5%, 7%, and 10%, respectively. The last mortgage has the highest risk
because it is the last to be repaid upon the sale of the property. On the other
hand, if you have a first mortgage that represents 90% of the purchase price,
and it is insured against default and loss as a high-ratio mortgage, your
interest rate could be the basic 5% in the above example. The two companies
that insure high-ratio mortgages are CMHC (www.cmhc-schl.gc.ca), and G.E.
Mortgage Insurance Canada (www.gemortgage.ca).
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Here is another example to show the power of leverage. Let’s say you
bought a house for $100,000, put down 10% ($10,000), and borrowed 90%
($90,000). The home appreciated by 10% over a year in this scenario. What
would be the return on your original investment of $10,000? The answer is
100%. In other words, the increase in the value of your home of $10,000 (10%
appreciation of the $100,000 original price) is a 100% return on your down
payment investment of $10,000. Conversely, if you put all your own money into
the home—that is, $100,000—your return on your original investment, due to
appreciation of 10% over the year ($10,000) would be 10%.

A related concept to leverage is pyramiding, in which you would borrow
on the increasing equity (due to appreciation) of your existing properties,
applying the principal of leverage to buy even more properties over time. This
compounding effect of equity buildup through appreciation in a prudently
selected real estate portfolio can result in the accruing of considerable wealth.

Appreciation

This term simply means the increase in value of the property over time. It is the
growth in value of your original capital investment. As mentioned earlier, the
national average has been approximately 5% per year. As a note of caution, it
should be stressed that it is an average. Certain geographic areas or locations will
be less than the average, and some considerably less. Conversely, a well-selected,
located, and maintained property in a growing community could be higher than
the average. If the real estate cycle is going up in a high-demand area, the appre-
ciation could go up as much as 25% or more in one year. A basic axiom in real
estate is that what goes up rapidly and in a sustained fashion tends to come down
sometimes rather suddenly. (See the section on real estate cycles, page 9.)

Equity Buildup

When you make payments on your mortgage, you are paying down the principal
over time. As you reduce your debt, you build up your equity—that is, the
portion of your original house price on which you no longer owe any debt.
This is independent of the percentage increase in appreciation or value of the
property. In practical usage, most people commonly refer to equity as the
amount of clear value in the property that the investor owns, free and clear of
any debt. It is the amount of equity that a lender will lend further money on and
place a mortgage on as security. In realistic terms, your actual equity is what
you would net upon the sale of the property, after all real estate commissions and
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closing costs are taken into account. Lenders understand this, which is why they
generally do not like to base a loan on more than 90% of the equity in order
to minimize risk and leave a margin for safety in the event that the loan goes
into default and a forced sale is required. Under the federal Bankruptcy Act, all
first mortgages over 75% of the appraised value or purchased price, which-
ever is lower, must be insured by high-ratio insurance. However, in certain
situations, CMHC will provide purchasers who qualify with insurance on a
mortgage up to 100% of the purchase price of a principal residence, with some
conditions, of course. If borrowers want more money than what is available
under a first mortgage, they would need to obtain additional funds from a
lender in the form of second or third mortgages.

Inflation Hedge

You are probably well aware of the concept of inflation. As a review, inflation
means the increasing cost of buying a product or service. In other words, it
is the decrease in your purchasing power; for example, an item that cost $1
ten years ago now costs $10. People on fixed incomes that are not indexed
(increased) for inflation are very aware of the erosion of the purchasing power of
the dollar. The inflation rate in Canada varies at different times of the year and
in different regions across the country. At one time Canada had double-digit
inflation, but currently has a policy of keeping inflation single-digit and as low
as possible.

Naturally, the appreciation of property value over time includes an inflation
factor. Historically, land appreciation value for residential homes has been
approximately 4% to 5% greater than the inflation rate. Another benefit of real
estate investing is that you are paying off the mortgage in inflated dollars. That
is, you are probably getting more money now in terms of salary increases to pay
off lesser-value money when you took out the original mortgage.

Tax Advantages

There are numerous types of tax advantages to investing in real estate, whether
you have a principal residence or investment income property. Many of these
are covered in Chapter 7: Understanding the Tax Aspects. It would be hard to
find another investment that has as many benefits as real estate. For example,
all the interest you receive from your bank account, term deposit, or guaranteed
investment certificate (GIC) is fully taxable as income. So, if you are obtaining
interest of 6% (the nominal rate) on your deposit, and the inflation rate is 4%,
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the “effective” or “real” rate of return is 2%. If you are paying tax at a 35% rate
(2% based on the 6% nominal rate), then effectively you have a zero, or possibly
negative, rate of return on your money. In practical terms, taking inflation and
taxes into account, you have lost on your investment in bank deposits. Real
estate does not have this problem, so wisely investing in real estate—starting
with a principal residence—is clearly an attractive form of investment.

Some of the key tax advantages of real estate investment include the
following:

vV tax-free capital gain on your principal residence

V' ability to write off principal residence suite rental income against your
home expenses

V' ability to write off a portion of a home-based business income against
y p g
your home expenses (the home-based business could even be to manage
your residential investment income)

<

reduced tax rate of 50% of capital gain from investment in real estate

V' flow through of losses from negative cash flow against other sources of
income

V' deduction of real estate property investment expenses against income

V' write-off of depreciation of the building against income

Income Potential

A prudent real estate investment can result in a net positive cash flow income to
you every month—that is, after all expenses and debt servicing have been taken
into account. Not only can the income provide you with additional money,
but the fact that you have a positive cash flow is one factor that automatically
increases the value of income-producing real estate, sometimes very substan-
tially. This is discussed in greater detail in Chapter 3: Finding and Evaluating
the Right Property.

Attractive Return on Investment

For all the reasons outlined in earlier points, clearly the potential for an attractive
return on your investment—before and after tax—is very high in real estate.
Keep in mind that it is not what you make before tax, but what you can keep
after tax that is the important investment criterion.
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Increasing Demand for Land

Due to increasing population and a decreasing supply of land, real estate prices
go up. Many communities have slow growth or no-growth policies because they
cannot meet rapidly expanding needs for community services. This restricts land
availability for new development, causing existing land to go up in value. Real
estate is a commodity that the public needs. Other investment commodities
are not so reliable because they don’t constitute a public need and, therefore,
demand. In addition, many people want to have a second home as a retreat,
vacation property, or place of retirement. This creates further demand for land.

Disadvantages of Real Estate Investment

To provide some balance, there are some limitations to investing in real estate,
but if you are aware of these limitations, you will be able to invest realistically in
terms of expectations and planning. Most of the limitations can be dealt with
or eliminated satisfactorily. Here is a brief outline:

Subjective Feelings

Some people make decisions based on emotion rather than sound preparation,
knowledge, and objective assessment, particularly when buying their first
home. After you read this book, that problem should not affect you.

Lack of Liquidity

This means that you can’t convert your real estate investments into cash quickly, as
far as a sale is concerned, because many factors have to be taken into account. You
could have the option of borrowing on your property, though.

Extended Holding Period

Most real estate investments are held for long periods, for example, 5 to 10
years. You will have to wait some time, therefore, to get your return on your
investment. However, there are alternative investment options in terms of time.
Some of these are discussed in later chapters.

Time Expenditure

The investment could take up a considerable amount of your time, but with
advance planning, this should not happen unexpectedly. If it does, you have
other options, as explained in Chapter 10: Managing Your Property.
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Potential High Risk

The potential for high risk, of course, exists, but with prudent and cautious
decision making and following the tips and strategies outlined in this book, the
risk should be minimal or non-existent, in practical terms.

Lack of Accurate Comparisons

The very nature of real estate makes comparing two or more properties dif-
ficult because each property is unique. On the other hand, there are rules of
thumb and other formulas that are effective, especially in combination. These
are explained in detail later in this book.

Exposure to Government Control

Governments at all levels have an impact on real estate. There are government
laws and regulations covering a wide range of areas, including planning, zon-
ing bylaws, use of property, building codes and licences, rent controls, property
transfer taxes, and environmental regulations. In addition, governments can
expropriate and require rights of way. All these factors could certainly affect
your investment. The best way to eliminate a potential problem is to avoid it
to begin with. That is why you have to do your research thoroughly and obtain
expert legal advice, especially in the case of income real estate investment.

Understanding the Real Estate Market

In order to have a better appreciation of how the real estate market operates,
and how to operate prudently within that market, you need to understand
the cycles and factors that influence prices. The market is a fluid, dynamic
entity, and no buying or selling decisions should be made without an accurate
market assessment.

The Real Estate Cycle

Real estate is a cyclical industry. As in any such industry, the cycle historically
creates shortage and excess, which is related to supply and demand in the mar-
ketplace. Too much supply creates a reduction in value. Too little supply creates
an increase in value. It is essential to know where you are in the cycle relative to
the property you are considering to purchase. It is also important to appreciate
that different provinces, regions, and communities are in different parts of the
economic cycle. Timing in the cycle is important when making buying and
selling decisions.
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One of the reasons for the cycle is that many developers are entrepre-
neurial by nature and operate primarily by short-term planning. If financing
and credit are available, developers tend to build without regard for the overall
supply and demand. If a consequent glut occurs and the demand is not there,
prices come down as houses and condominiums go unsold. The phases of the real
estate cycle will be discussed later in the chapter.

External Factors that Can Affect the Real Estate Market

General Business Economic Cycles

The economy historically goes through periods of increased economic growth
followed by periods of recessions. The economic impact is greater, of course,
in certain parts of the country than in others in any given cycle. In a reces-
sion, people lose their jobs and have to put their houses on the market. Real
estate prices become depressed as potential purchasers decide to wait until the
economy is more secure.

It is difficult to know for certain when the economy will turn around, but
various indicators should give you some insight. (See the section on obtaining
information in Chapter 3: Finding and Evaluating the Right Property.) Later in
this chapter other indicators to look for will be discussed. If the economy has
been in a recession for a sustained period, there could be opportunities to buy.
Once the economy comes out of a recession, prices tend to climb. Conversely,
if the economy has been on a buoyant growth trend for an extended period, be
very cautious in purchasing because a change in the cycle, and therefore a drop
in real estate prices, could be imminent.

Local Business Cycle

Each local economy has its own cycles and factors that affect real estate prices.
These factors may not be greatly influenced by the general (provincial or
national) business cycles just discussed.

Community Cycle

Certain geographic locations within a community can have their own economic
cycles as well as supply and demand, all of which affect real estate prices. In
addition, a community has its own life cycle from growth to decline to stagna-
tion to rehabilitation. Look for areas of future growth.

As you can see, being aware of economic, business, and community cycles
is critical to prudent decision making. Before buying or selling real estate in a
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certain area, determine what external factors are prevalent and how they affect
the cycle of the real estate market. Different types of real estate—for example,
condominiums, new houses, resale houses, and small apartment buildings—
can be at different points of a cycle.

There are four distinct segments to a real estate cycle. Each of these segments
has certain identifiable characteristics and therefore helpful clues for assessing the
state of the real estate cycle. (Refer to Chart 1 in the Appendix.)

Three Types of Real Estate Markets

You undoubtedly are familiar with the common terms used to describe the
three types of real estate markets. As a brief review, they are:

Seller's Market

In a seller’s market the number of buyers wanting homes, for example, exceeds
the supply or number of homes on the market. This type of market is character-
ized by homes that sell quickly, an increase in prices, a large number of buyers,
and a minimal number of available homes. These characteristics have implica-
tions for the buyer, who has to make decisions quickly, must pay more, and
frequently has his or her conditional offers rejected.

Buyer's Market

In a buyer’s market the supply of homes on the market exceeds the demand
or number of buyers. Characteristics of this type of market include a longer
selling period for homes on the market, fewer buyers compared to the num-
ber of available homes, more homes for sale, and a reduction in prices. The
implications for buyers in this type of market are more favourable negotiating
leverage, more time to search for a home, and better prices.

Balanced Market

In a balanced market, the number of homes on the market is equal to the
demand or the number of buyers. The characteristics of this type of market
include a reasonable selling period for houses on the market, demand that equals
supply, sellers who accept reasonable offers, and stable prices. For the buyer in
this type of market, the atmosphere is more relaxed and there are more homes
to choose from.
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Factors that Affect Real Estate Prices

There are many factors that influence the price of real estate. Whether you are a
buyer or seller, you need to understand which factors are affecting the market
so you can make the right decisions at the right time and in the right location.
Many of these factors are interrelated.

Position in the Real Estate Cycle

As described in the previous section, the position of the particular real estate
market in the cycle will have a bearing on prices.

Interest Rates

There is a direct connection between interest rates and prices. The higher
the rates, the lower the prices. The lower the rates, the higher the prices. When the
rates are low, more people can afford to buy their first home or an investment
property. This puts pressure or greater demand on the market.

Taxes

An area of high municipal property taxes can be a disincentive to a purchaser.
A rise in taxes could cause real estate prices to drop. Provincial taxes, such as
a property purchase tax or speculators’ tax, will limit the number of buyers.
Federal tax legislation on real estate, such as a downward change in capital gains
tax, could have a negative influence on investors. All these factors would affect the
overall amount of real estate activity, as well as prices.

Rent Controls

Naturally, provincial rent controls and related restrictions could have a limiting
effect on investor real estate activity, thereby resulting in fewer buyers in the
market for certain types of homes. Rent controls are set and governed by
provincial legislation. Not all provinces have rent control, but any province
can introduce them or modify their existing legislation at any time. To find out
whether there are caps on rent increases, check out the landlord/tenant legis-
lation in your province. Go to www.google.ca and then type in the key words
“landlord tenant law” and the name of your province. If your province has rent
controls, you will see the criteria for increasing rents, including any special
permitted circumstances for additional rent increases.
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Economy

Confidence in the economy is important to stimulate homebuyer and inves-
tor activity. If the economy is buoyant and the mood is positive, more market
activity will occur, generally resulting in an increase in prices. Conversely, if the
economy is stagnant, the opposite will occur, resulting in decreased homebuyer
and investor activity and lower prices. If real estate purchasers are concerned
about the same problem, a predictable loss of confidence occurs in the market.

Population Shifts

A geographic location with attractive business, employment, tourism, and retire-
ment opportunities will attract immigrants from outside the country and
emigrants from other provinces. The increased demand will increase property
prices. Conversely, if there is net migration out of the area due to closure or
potential closure of industry, environmental problems, or other factors, prices
will go down.

Vacancy Levels

High vacancy levels could reduce investor confidence due to the potential risk,
and real estate sales could go down. On the other hand, low vacancy levels
could stimulate investor activity as well as first homebuyers. Renters who can’t
find a place to rent may borrow from relatives or find other creative ways to
enable them to purchase a home.

Location

This is an important factor. Highly desirable locations will generally go up in
price more quickly and consistently.

Availability of Land

A natural shortage of land, municipal zoning restrictions, limits on develop-
ment, or provincial land-use laws that restrict the utilization of existing land
for housing purposes will generally increase prices. Again, it relates back to the
principle of supply and demand.

Public Image

Public perception of a certain geographic location or type of residential prop-
erty or builder will affect demand and therefore prices. Some areas or types of
properties are “hot” or trendy, and some are not at any given time.
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Political Factors

The policy of a provincial or municipal government in terms of supporting real
estate development will naturally have a positive or negative effect on supply and
demand and therefore prices.

Seasonal Factors

Certain times of year are traditionally slow months for residential real estate
sales, so prices decline. The same seasonal factor affects recreational property.
There are ideal seasons for purchase and sale.

Establishing Your Investment Strategies

To attain the maximum financial benefit from real estate investment with a
minimum of risk, you need to have clearly defined goals and objectives, and
a plan for achieving them. There are various steps in the process of determining
your plan. Completing a self-assessment is step 1. Determining your current
financial need is step 2. Assessing your future personal and financial needs is
step 3. And step 4 is planning your investment strategies.

Step 1: Personal Self-Assessment of Skills and Attributes

Your success in real estate investment has a lot to do with the qualities that you
bring to the process. It is important to know your strengths and weaknesses so
that you can capitalize on your strengths and compensate for your weaknesses.
This self-assessment is particularly important if you are considering group
investments or owning several properties. Your self-assessment will identify
your areas of interest as well as skills, attributes, and talents that are relevant to
the business of real estate investing.

Step 2: Determine Your Current Financial Status and Needs

To obtain this review, complete Form 1: Personal Cost of Living Budget
(Monthly) and Form 2: Personal Net Worth Statement (see Appendix). Then
complete forms 3 and 4, in which you will calculate your gross debt-service
ratio and total debt-service ratio, respectively. Forms 3 and 4 will give you
some guidelines in terms of mortgage eligibility. Keep in mind that these are
only guidelines. There are exceptions, and there are other creative ways of
achieving your financial objectives. This is explained in more detail in Chapter 5:
Understanding the Financing Aspects.
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Step 3: Determine Your Future Personal and Financial Needs

This is an essential step, as it gives you an idea of the degree of risk you are
prepared to take. It will also clarify your time commitment, financial involve-
ment, and realistic short-, medium-, and long-term goals and objectives. For
example, maybe you want to be financially independent, primarily through
real estate investment, in 10 or 15 years.

Step 4: Plan Your Investment Strategies

Take the time to develop your investment program thoroughly. Like any plan,
you will need to monitor and possibly modify it regularly due to changing cir-
cumstances. The safest way to make money in real estate is through prudent
and cautious investment.

Don’t look on real estate as a “get-rich-quick” scheme. There are many
who have adopted that attitude, to their misfortune. Avoid the prophets of
profit—that is, the self-styled gurus and pitchmen touting U.S.-oriented real
estate investment programs. In many cases these real estate investment programs
are not directly applicable to the Canadian context (due to differences in legal
and tax matters). Some programs are barely ethical or unrealistic. Some real
estate seminars and books promote the concept of becoming rich through
property tax sales, foreclosure sales, quick flips of property, or the selling
(assigning) of the agreement of purchase and sale before closing. In most cases
in the Canadian context these options are not applicable or applicable only
with considerable difficulty, risk, and skill, so considerable caution is advised.

Key Investment Strategies to Consider
Here are some the key real estate investment strategies to consider:

V' Thoroughly research the market before making any decision. Consider
at least three potential investment opportunities, if possible.

V' Give yourself a realistic time frame to achieve your investment objectives.
For example, normal real estate cycles are 5 to 8 years and in some cases
10 to 12 years.

V' Buy specific types of revenue property that are in demand and are
easy to maintain and/or manage; for example, a single-family house
(ideally with a basement suite for separate revenue), a condominium,
duplex, triplex, or fourplex. Don’t buy an apartment building until you
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have experience as a landlord with several smaller properties, or unless
you are going in with experienced investors.

Attempt to make a low down payment (for example, 5% to 10%)
unless, of course, you can only obtain a maximum of 75% financing.
If you can make a purchase with a low down payment, this frees up
your available cash for the purchase of additional properties. Offset
a low down payment with a vendor-take-back mortgage, high-ratio
financing, or a second mortgage.

Strive to have a break-even cash flow. In other words, try to avoid debt
servicing the property because of a shortfall of rental income over
expenses. Make sure you cover all expenses from cash flow such as
mortgage payments, taxes, property management, condominium fees,
insurance, repairs and maintenance, and allowance for vacancies.

Ensure that you have competent property management, whether you
do it yourself or hire an expert.

Rely on professionals—including a lawyer, accountant, financial
planner, building inspector, appraiser, contractor, realtor, property
manager—at all times for peace of mind, enhanced revenue potential,
reduced risk, and realistic budgetary projections.

Never pay more than fair market value unless there are other
collateral benefits to you that you have identified. These types
of potential benefits are discussed in more detail in Chapter 9:
Negotiating Strategies.

Use all the tax-planning strategies available to you after receiving expert
tax advice. These options are explained in Chapter 7: Understanding
the Tax Aspects.

Keep rents at market maximums and manage expenses to keep at
market minimum.

Buy when no one else is buying and sell when everyone else is buying.
This is the so-called contrarian view of investment, which is the
opposite of conventional wisdom.

Always view and inspect property before you buy. Verify all financial
information. Obtain your advisers’ guidance.

Have a minimum three-month contingency reserve fund for unexpected
expenses (repairs) or a reduction in cash flow (vacancies).
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V' As a general rule of thumb, buy investment properties within four
hours’ driving distance of where you live, so you can easily monitor your
investment. There are exceptions to this general principle, of course.

V' Consider applying the principle of pyramiding—that is, purchasing
selected real estate on a systematic basis. For example, you may
purchase one or two or more properties a year—when the cycle is in
your favour, of course.

For additional guidance, refer to Checklist 6: Real Estate Assessment
Checklist, in the Appendix.

Buying with Partners

Investing with others is not for everyone. Most people prefer to invest on their
own, if possible. Occasionally, people may choose to buy in a group. On the
one hand, some people prefer to start out investing with a group as it may
provide mutual support; shared (and therefore reduced) risk; pooled skills and
expertise; greater investment opportunities; shared responsibility and time;
and collective energy, synergy, and momentum. On the other hand, if you do
not select your group investment wisely, it could be a financial and emotional
nightmare. The key is to know the benefits and limitations of the various group
investment options and the pitfalls to avoid. Never go into a real estate purchase
with others without obtaining prior professional advice from your lawyer and
accountant. Always make sure that you have a written agreement in advance.

Factors to Consider When Buying Real Estate with Others

It is important to remember that approximately 80% of business partnership
don’t work out. The statistical odds, therefore, are very high that any real estate
group relationship in which you are involved may not survive. By cautiously
assessing the individuals who will make up a potential group, you can mini-
mize the risk immensely. Here are some key factors to consider.

Goals and Objectives

Ensure that your goals and objectives are consistent with those of the rest of the
group. For example, some members may want a long-term investment (e.g.,
five years) with positive cash flow from rents; others may want a medium-term
investment (e.g., three years) and be prepared to subsidize the negative cash
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flow in the hope that the property value will appreciate due to rezoning or
subdivision potential; still others may want to flip the property within a few
months of purchase because of its desirability or a because of a rapid increase
in property values in a hot market.

Expertise

You know what skills you can bring to an investment partnership, and if your
partners are friends and relatives, you probably have a clear idea as to what
skills they bring to the table. But if you are joining an investment group of
strangers or people you know only casually, it is important to clarify exactly
what, if any, skills they will bring to the group investment. It may not matter, if
they are silent investors—that is, if the investors are just putting their money
in and are not actively involved. Sometimes these types of investors are also
referred to as passive investors.

If they are active investors and it is a small group, you need to determine
what skills they will contribute and in what form. If you are buying into an
investment group that will be totally managed by one of the group members,
make sure you know the person’s credentials and track record, and get it in
writing. If you are going to rely on the person to protect your investment, it
would be prudent for you to be careful and cautious.

Liquidity

Basically, this means how easily and quickly you can get your money out of the
investment. Your financial resources and needs will determine your liquidity
needs. For example, if you need to get your investment capital back quickly,
then you probably won’t want a long-term investment. In addition, you should
reconsider the investment if you would suffer if your money was tied up or
put at risk. You should not invest money you cannot afford to lose. You therefore
should be cautious about investing retirement money or contingency reserve
funds if you need immediate liquidity.

In practical terms, most investments are tied up for the duration of the
deal. That relates back to the investment group’s goals and objectives. If you are
buying shares in a real estate investment on the public stock exchange, you may
have liquidity, but not necessarily at an attractive price. Also, consider having
a buy-out clause in the investment group agreement. This means the group
would buy you out within a fixed period, although normally at a discount
price, to discourage investors from leaving the group early.
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Liability

This issue is, of course, a critical one to consider. Make sure, if at all possible,
that your risk is limited to the amount of your investment. You want to avoid
personal liability for any financial problems that occur, either to mortgage
companies, other investors, or the investment group as such. For example, if
you are investing in a corporation that is holding the property for the group and
the corporation has taken out a mortgage with a lender, the lender may require
personal guarantees from the shareholders of the corporation. Another example
of risk would be a partnership. If you went into a general partnership with two
other investors whose actions resulted in financial problems, you would still be
liable for the full amount of the debt if the other two couldn’t pay.

A third example of risk would be if you signed an investment group agree-
ment and it stated that any shortfall of funds would have to be paid by the
investors on a basis proportional to the percentage interest. A last example of
risk would be in a limited partnership. If you stopped being an inactive partner
and started to actively manage the investment, you could be liable. Also, some
limited partners are asked to sign personal guarantees up to a certain limit.
Avoid this scenario. You can see why you need a lawyer to look at the agreement
and advise you of the implications and ways of limiting or eliminating personal
liability risk.

Legal Structure

There are several types of legal structures—a general partnership, limited part-
nership, corporation, or joint venture agreement. Group investments fall into
these categories or variations of them. Some legal structures allow more flex-
ibility than others. The degree of personal liability exposure varies depending
on the structure and the group investment agreement. Some of these were dis-
cussed in the previous point. Obtain advice from your lawyer. Also, refer to the
sections on legal structures in Chapter 6: Understanding the Legal Aspects.

Control Issues

Certain types of investment groups allow for more investor control than others.
Control relates to the degree of influence that you have on the management of
the investment and related decision making. Obviously smaller groups tend to
allow more individual control than others. For example, in some cases, unani-
mous consent is required for major decisions; in other cases, 75% consent
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is required; and in still other cases, a simple 51% majority vote of investors
is required. In some instances you do not have any vote at all. You put your
money in and hope for the best. If you are buying into a limited partnership or
other form of investment that is being touted to you, make sure you thoroughly
check out the promoter’s previous history, experience, and reputation. You can
see why management and quality of management are so important.

Tax Considerations

One of the main reasons for investing in real estate would be for the tax benefits
in your given situation. Certain types of investments are more attractive than
others from a tax perspective. Be very wary of salespeople or financial advis-
ers who attempt to induce you into buying a tax shelter. That area is fraught
with pitfalls and risks. You can see why you need objective and impartial advice
in advance from your lawyer and professional tax accountant before making
your investment decision. The property should be inherently viable from an
investment viewpoint first, with tax benefits then taken into account. Refer to
Chapter 7: Understanding the Tax Aspects for a more detailed discussion.

Compatibility

Look at the other people in your investment group. Are there similarities in per-
sonality, age, financial position, and investment objectives? What do the other
group members think about issues such as control, management, and liability?
What contributions, if any, are the other people making to the success of the
investment? If the people in the group have diversified skills, this could save
the group money and make the investment more secure. In general, people you
know are safer than people you don’t know. Ego, power, greed, arrogance, and
unrealistic expectations are common causes of group stress or disintegration.
You can’t afford the risk, so be selective with your investment partners.

Risk Assessment

As discussed throughout this section, you need to look objectively at the poten-
tial risks—the nature of the investment, the potential for profit, the degree of
potential personal liability, the type of legal structure, the nature and degree of
control, the quality of management, and the compatibility of other investment
group members.
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Contribution

Find out what contribution is expected of you in terms of money, time, exper-
tise, management, personal guarantee, and contingency backup capital. Do you
feel comfortable with others’ expectations of you?

Percentage of Investment

Do you feel comfortable with the percentage of investment that you are get-
ting, relative to the contribution you noted in the above point? For example,
let’s say that there are four people in an investment who incorporate a holding
company. One is an active partner and finds and manages the property, and the
other three are silent investors. The active partner has 55% of the investment,
did not invest any money, and did not sign any personal guarantees. The three
silent partners invested all the money equally, signed personal guarantees to
the bank for the mortgage, and hold 15% of the investment each. Would you
feel comfortable with that investment percentage if you were a silent partner?
What if you were the active partner?

Getting Out or Buying Others Out

One of the important things to consider when investing with a group is getting
out. What if you want to leave for any number of reasons? Is there a procedure
to follow? What penalty do you pay, how is it calculated, and how long will
it take to get your money? Conversely, what if you want to buy out the other
investors because of a personality conflict or some other reasons? Can you do
so? If there is nothing in the agreement outlining how an investor can leave the
group before the property is sold, you could have a problem.

Management

How will the group investment be managed? Will it be managed by a profes-
sional management company, a resident manager, a group of investors, one of
the investors, or the original promoter? How confident do you feel about the
issue of management? What are the management fees? Are they reasonable
under the circumstances?

Profits and Losses

Determine how these aspects are to be dealt with. For example, what about
excess revenue from the income property? Will that be kept in a contingency
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fund, or will a portion of it be paid to the investors? What about decisions such
as selling the shares of a corporation holding the property or the property itself?
How will those decisions be made and who will make them? These decisions
have tax implications that will affect you. What about losses? Will the shortfall
be covered by a bank loan, or by remortgaging the property, or by the group
investors? In practical terms, how will that be done?

Now that some of the key factors have been discussed, you can see why
you have to be careful and selective before going into a group investment.

Types of Group Investments

There are many options available in terms of group investing. The most common
options are co-tenancy, general partnership, limited partnership, joint venture,
syndication, and equity sharing. (See also Chapter 6: Understanding the Legal
Aspects and Chapter 7: Understanding the Tax Aspects.) The following discus-
sion will explain how these types of group investments operate.

Co-tenancy

Each co-tenant has a proportional interest reflected in the title to the prop-
erty filed in the land title office. For example, if three people decide to invest
together on an equal basis, the title to the property would show that each party
has “an undivided one-third interest each, tenants in common,” or other such
variation. In law, co-tenants or tenants in common can generally deal with
the property without the consent of the other co-tenant(s). In addition, if a
co-tenant dies, his or her interest in the title to the property goes to the estate;
it does not go to the surviving co-tenants, as it does in a joint tenancy type of
legal ownership.

When people buy for investment purposes or buy a property together to
live in, but are not living together in a common-law or legal marriage, tenancy
in common is often the way they hold the property.

The ownership of the land through tenancy in common reflects percentage
ownership on title; it does not involve partnership-type obligations to third
parties. To make sure that there will be no misunderstanding on the issue of
partnership in case of a co-tenant dispute or creditor problems, a co-tenancy
agreement should be prepared and signed. Again, make sure you have your
lawyer prepare it or review it carefully if another lawyer prepares it.
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Co-tenancy Cautions

In addition to the types of issues discussed in a group investment agreement,
which is explained later in this chapter, you would also want to consider includ-
ing the following points in an agreement:

v That the co-tenants are not partners of each other, as set out in the
provincial partnership act.

V' That the co-tenants do not have the power to act for each other, except
as outlined in the co-tenant agreement.

<

That the co-tenants are not agents of each other.

V' That the co-tenants can compete with each other in other real estate
investments.

V' That each co-tenant is responsible for any tax or other financial
liability relating to his or her percentage interest in the property.

v That there are no fiduciary duties; in other words, a co-tenant can make
money from the co-tenancy without it being considered a conflict of
interest.

In addition, the co-tenant agreement should set out the living accommo-
dation rights, duties, and responsibilities if the parties are living in the same
dwelling. A sketch map showing the living area should be attached.

It is common for friends or relatives to invest in real estate through a co-
tenant arrangement. It is also common for people who cannot afford to buy
a principal residence with their own income or down payment to buy with
someone else, either a parent, relative, or friend.

One of the key advantages of a co-tenancy is that it is a reasonably simple
structure and relatively easy to get out of.

General Partnership

You should be very cautious about going into a general partnership. There are
many potential liability risks involved, as well as investment limitations. Never
go into one without competent legal and tax advice. A general partnership is
governed by the partnership act of each province. The disadvantages of this
type of relationship are covered in Chapter 6: Understanding the Legal Aspects.
In brief, the risks involve individual liability for all the debts or liability of the
partnership, regardless of how many other partners there are. For example,
if the partnership owes $50,000 and the other two investors do not have any
money or assets and you do, creditors will go after you for the full amount.
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Many people don’t realize that, and assume that if there are three partners, the
liability will be split three ways.

In addition, there are other aspects governed by the provincial partner-
ship act. There are automatic rights that each partner has in law, tax, control,
and ownership implications; non-competitive provisions; fiduciary duties
(explained in an earlier point); dissolution rights; automatic breakup of the
partnership on death of a partner; and inability to pledge the partnership
interest as security to a lender. Lack of control and limited management and
investor options make the general partnership option an inflexible one, and the
implications can be onerous for most investors. Although a partnership agree-
ment can mitigate some of the limitations of a general partnership, it does not
eliminate them. General partnerships normally only involve a few people.

Limited Partnership

This is a variation of a general partnership and a corporation. It has fewer of
the legal disadvantages of a general partnership, but maintains the tax advan-
tages. For example, the rights and liabilities of the partners are set out in the
limited partnership agreement. The liability of each partner is limited to the
amount of his or her investment, which is why the partner is referred to as a
limited partner. The limited partner is an inactive partner, and has no control
over management of the limited partnership, other than voting on the issue
of who should be the manager. The general partner is normally a corporation
and is responsible for the active management of the limited partnership invest-
ment. The general partner can be sued, but usually is operated by a corporation
without assets.

It is important that a limited partner not be involved in any fashion with
the management and decision making of the limited partnership. To do so
could expose the limited partner to unlimited liability as a general partner.

The operation of a limited partnership is governed by various regulations,
including a limited partnership agreement, the provincial limited partnership
legislation, and possibly the provincial securities legislation. Limited partners
hold their interest in the partnership in the form of “units” issued by the
limited partnership. These units are similar to shares in a corporation and
represent the proportionate share in the limited partnership held by the inves-
tor. Units can be sold to other group investors or outsiders, subject to the
policies and restrictions set out in the limited partnership document. Many
limited partnerships have a large number of investors, as the financial cost of
the project can be considerable.
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There can be many risks to limited partnerships. Keep in mind that the
promoter is out to make a personal profit. This may or may not be consistent
with making money for you from the investment. There can be many representa-
tions by the promoter (general partner) and agents of the promoter. Minimize
the risk by requesting cash flow guarantees from the promoter, secured against
assets of the promoter.

Attempt to get a written commitment from the promoter to purchase your
unit, if you so wish, after a period of time. Make sure that long-term financing
is in place, so that you don’t have to come up with more money in a short time.
Finally, make sure that your lawyer and tax accountant review the project and
documentation, and advise you in advance as to the legitimate tax benefits,
degree of risk, and reliability of the financial and operating projections.

Corporation

You may wish to hold real estate by owning shares with others in a corporation.
A corporation is usually governed by the provincial company legislation for
most real estate investments, rather than a federally incorporated company. A
corporation is a separate legal entity and can sue and be sued, but its liability is
limited to the assets of the corporation. Individual shareholders are not person-
ally liable for corporate liability, unless personal guarantees of the corporation
were signed by the shareholders. Refer to Chapter 6: Understanding the Legal
Aspects for a more detailed description of corporations.

It is important to make sure that you sign a shareholders” agreement with the
other investors. This agreement contains various provisions, as discussed later.

A corporation can be a convenient vehicle for real estate group investments.
It is structured in such a way as to make it easy to sell or transfer shares, subject
to the articles of incorporation and shareholders’ agreement. If a shareholder
dies, the corporation and its investment continues. The shares would go to the
estate of the deceased or be purchased by the corporation, depending on
the terms of the shareholders’ agreement. Generally speaking, there is a limit
on the number of shareholders in a corporation, beyond which the corpo-
ration could be governed by provincial securities legislation. This would
involve stringent public reporting requirements and accountability, as well as
limitations in the management of the corporation. For this reason, you have
to be cautious and obtain legal advice to ensure that you are not covered by
securities legislation. Many holding corporation investments are comprised of
a small number of people, generally not more than ten.
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Corporations are a popular means of holding revenue property such as
apartment buildings. Income from the corporation is tabulated and taxed in
the corporation. Investors pay taxes on income only if they receive money by
means of dividends or salaries from the corporation. Otherwise, investors have
to wait until the property is sold. If the shares of the company are sold to a new
owner, the investor could therefore have a taxable gain on those shares. Refer to
Chapter 7: Understanding the Tax Aspects for a further discussion.

Joint Venture

A joint venture may involve individuals or corporations who want to pool
money, resources, skills, expertise, land, or other assets to make a profit by
means of development or investment. Generally it is one specific project. Joint
ventures can be formed in different ways, such as a co-tenancy, general partner-
ship, limited partnership, or holding corporation, in which the shareholders
are the joint venturers. It is also possible for a corporation to be formed to hold
the property in trust for the joint venturers.

The nature and form of joint venture structure depends on various con-
siderations, such as legal, tax, and financial issues, as well as the purpose of the
joint venture. Most joint venture groups are small. It is essential to have a joint
venture agreement drawn up and signed. Make sure that the agreement makes
it clear that the relationship is not one of a general partnership, due to the tax
and legal implications. Get advice from your lawyer and tax accountant before
committing yourself.

Syndication

This is usually in the form of a limited partnership and is designed to provide
silent investors with limited liability, capital appreciation, and tax deferral. The
promoter of the syndicate or the company contracted by the syndicate undertakes
management of the project. The syndicate makes money from the investors as well
as from the investment itself. Generally, the cost to the investor is directly related
to the degree of risk and the degree of financial and performance guarantees
by the syndicate promoter. As with any investment, there is risk. Have your lawyer
and tax accountant give you their unbiased professional opinions before signing
any documentation or paying any money. Many syndicates have a large number
of investors and are therefore governed by provincial security legislation.
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Equity Sharing

There are many variations to this method of investment. In a way;, it is a com-
bination of a partnership and co-tenancy. For example, one approach is for
an investor to look for a tenant who wants to buy a house but doesn’t have the
down payment. The investor buys the house and the tenant moves in and pays
slightly more than fair market rent. The rent is sufficient to cover all mortgage
debt-servicing costs, property taxes, utilities, insurance, and maintenance.
Therefore, there is no negative cash flow. The tenants have a place to live and a
house to maintain with pride.

The above parties sign an agreement setting out the arrangement. Gener-
ally speaking, the investor has title to the property with a stipulation that if the
tenant remains for, say three years, the tenant has the option of purchasing the
house for the appraised value minus the normal real estate commission that
would otherwise be paid, minus an agreed-upon percentage for the equity
increase over the three-year period (e.g., 10% to 25%). This could bring the
house price down sufficiently that the tenant would be able to get financing
and buy it. If the tenant can’t or doesn’t want to purchase at the end of the term,
the tenant loses the option and all equity sharing and purchase rights.

The secret of a successful equity-sharing plan is the selection of the right
property at the right price and terms, the right match of investor/tenant, and
a well-written agreement that is fair to both parties. The agreement should be
drawn up by your lawyer and cover important potential problems such as the
following: the tenant stops paying, breaches other terms of the agreement, or
dies; the investor declares personal bankruptcy; a disagreement occurs over the
appraised value of the property; or the investor does not want to sell after three
years because the market is depressed.

Equity sharing can also mean including the tenant on the title for an
agreed percentage interest at the outset. This approach is not recommended
as it would be difficult for the investor to get the full title back without paying
considerable legal fees if a falling-out occurs with the tenant.

From an investor’s viewpoint, the equity-sharing concept has some advan-
tages as well as disadvantages. The advantages include the benefits of ideally
assured positive cash flow, a committed tenant, and no management problems.
From the tenant’s viewpoint, the arrangement allows the tenant to choose a
house of his or her own and provides a financial backer to get into the market,
as well as a share of the equity buildup with an option to buy at a discounted
price (net after real estate commission savings are deducted). One of the main
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disadvantages to an investor, though, is sharing the equity buildup. This has to
be weighed against the advantages. You can do equity-sharing arrangements
yourself, or invest in companies that offer the service. The problem is that you
lose control in these companies, as groups of eight to ten investors are put
together. In addition, you will have to pay the equity-sharing management
company an administrative fee.

You now have a better idea of real estate group investment options. The
smaller the group, the more control and involvement; the larger the group,
the less control or no control, and lack of individual identity or involvement
with the investment. In some large groups, investors are detached from any
involvement or input. Consult your legal and tax advisers before venturing into
these waters.

Putting the Arrangement in Writing

After you have considered all the factors outlined above and decided which
type of group investment you prefer, the next step is to set out a written agree-
ment. As mentioned earlier, make sure that your lawyer prepares the agreement
or reviews an agreement prepared by someone else. Each type of group invest-
ment group necesitates a different form of agreement. The agreement you
sign should be customized for the specific type of investment in which you’re
involved, and it should take into account the factors discussed earlier.

The main points and procedures that are common to, although not neces-
sarily all included in, group investment agreements, consist of the following:

<

type of legal structure

name and location of investment group

goals and objectives of group

duration of agreement

names and categories of investors (e.g., general, limited, active, silent)
financial contribution by investors

procedure for obtaining additional capital

role of individual investors in the investment management

authority of any investor in the conduct of the investment group

A S T

nature and degree of each investor’s contribution to the investment group
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v how operating expenses will be handled
how operating income will be handled

debts of investment group separate from individual investor
separate bank account

signing of cheques

division of profits and losses

books, records, and method of accounting
draws or salaries

absence and disability of investor

death of an investor

bringing in other investors

rights of the investors

withdrawal of an investor

buying out other investors

management of employees

sale of investor interest

D N T N S

restrictions on the transfer, assignment, or pledging of the investor’s
interest

release of debts
settlement of investor disputes and arbitration procedures.

additions, alterations, or modifications to investment group agreement

< L <<

non-competition with the investment group in the event of an
investor’s departure.

Pitfalls to Avoid

It is probably timely, at this early point in the book, to outline some of the classic
pitfalls to avoid in buying real estate. In most cases, investors who have problems
have succumbed to a combination of the following traps. Being aware of these
problems at the outset will help you place the discussion and cautions in the
rest of the book in context. All these issues are dealt with throughout the book.

V' not having an understanding of how the real estate market works

V' not having a clear understanding of personal and financial needs
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not having a clear focus or a realistic real estate investment plan, with
strategies and priorities

not doing thorough market research and comparison shopping before
making the purchase

not selecting the right property, considering the potential risks, money
involved, and specific personal needs

not verifying representations or assumptions beforehand
not doing financial calculations beforehand

not buying at a fair market price

not buying real estate at the right time in the market

not buying within financial debt-servicing capacity, comfort zone, and
skills

not understanding the financing game thoroughly, and therefore not
comparison shopping and not getting the best rates, terms, and right
type of mortgage

not making a decision based on an objective assessment but on an
emotional one

not determining the real reason why the vendor is selling.

not having the property inspected by a building inspector before deciding
to purchase

not selecting an experienced real estate lawyer and obtaining advice
beforehand

not selecting an experienced professional tax accountant when selecting
real estate property, and obtaining advice beforehand.

not selecting an experienced realtor with expertise in the type of real
estate and geographic location you are considering

not negotiating effectively
not putting the appropriate conditions or “subject clauses” in the offer

not buying for the right reasons—in other words, buying for tax shelter
reasons rather than for the inherent value, potential, and viability of
the investment property

not independently verifying financial information beforehand

not obtaining and reviewing all the necessary documentation appropriate
for a given property before making a final decision to buy
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<

not selecting real estate investment partners carefully

V' not having a written agreement with real estate investment partners
prepared by a lawyer

<

not detailing exactly what chattels are included in the purchase price

V' not seeing the property before buying it, but relying on pictures and/or
the representations of others

V' not managing the property well, or not selecting the right property
management company

V' not selling the property at the right time in the market or for the
right reasons.

Summary

This chapter has provided a general introduction to the benefits of real estate
investment, how the real estate market works, determining your investment
strategies, buying with others, and avoiding the classic pitfalls. Now it’s time to
look at specific types of residential real estate.



Finding and Evaluating
the Right Property

Whether you are buying a principal residence or investment property, you
want to make money on resale and avoid problems and expenses during the
interim. Ideally, you want to buy low and sell high. You also want to minimize
stress and inconvenience, and maximize tax-free or after-tax profit. There is a
good prospect of doing so if you follow the guidelines outlined in this chapter
and the rest of the book.

This chapter will explain the main factors to consider when selecting a
property, where to find a property for sale, and how to determine its value.
Helpful Web sites will also be included.

Factors to Consider When Selecting a Property

There are many factors to consider when selecting real estate for use as a
principal residence or for investment purposes. In general, a combination of
factors will determine your decision to buy in a particular area. It is important
to make a final assessment based on an objective review of the realistic invest-
ment potential, taking into account the various factors. This section discusses
where to get general and specific real estate information, and the types of issues
to consider. Refer to Checklist 1 in the Appendix for an outline of many of the
factors you should consider and compare in properties that interest you.

Where to Get General Information

Part of your research to enhance the quality of your decision making is to have
a general overview of trends and economic factors that might affect your choice
and/or location of investment. There are many sources of information, depend-
ing on your available time, personal priorities, and the amount of effort you are
willing to expend. The saying that “knowledge is power” is an accurate one. The
more general and specific information you have, the better the chance you will
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have of making the right decision and being aware of opportunities. Here are
some sources of general economic and real estate information you may wish to
consider. Remember, as discussed in Chapter 1, each market is unique, so general
trends may or may not have a direct bearing, but they will give indications. Other
factors in your specific geographic area will influence demand and prices.

National Newspapers

There are two main publications—The Globe and Mail and The National
Post—that deal with financial and economic issues and trends, as well as regular
features and reports on real estate. Consider subscribing to them. Remember,
the subscription fee is a 100% tax-deductible expense against any income from
your business or investment.

Regional and Local Business or Real Estate Newspapers

Check with your local newsstand or public library to find out which publications
are relevant to your needs. Some publications are free.

Courses and Seminars

These provide another way to increase your awareness and enhance your
decision making. There are real estate as well as general business management
courses offered from time to time by the school board and college adult-
education programs. Also, practical courses for the general public are offered
on home buying, home building and renovating, by homebuilder industry
associations and the Canadian Mortgage and Housing Corporation. Check out
the CMHC site at www.cmhc-schl.gc.ca. Check out the Web site for the Canadian
Homebuilders’ Association at www.chba.ca to find out contact information for
provincial or local homebuilder association seminars or courses.

Books

Check out your local library and bookstore for books on real estate investing,
responsibilities of a landlord, and related topics. Also check the Web sites of
Chapters/Indigo at www.chapters.ca, and Amazon Books at www.amazon.ca.

Trade Shows

Local home shows or renovation shows, where you can pick up ideas and
contacts and attend seminars, are excellent sources of information.
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Where to Get Specific Information

The following sources of information will provide helpful assistance or more
specific research steps. (Refer to Chapter 1: Understanding Real Estate Invest-
ment for further information.)

Internet

The Internet is a valuable research tool. You can find out almost anything you
want to know about real estate by using effective search techniques. Google is
one of the best search engines currently available (www.google.cw). Other rel-
evant Web sites of interest are mentioned throughout this chapter.

Statistics Canada

This federal government department can provide you with invaluable infor-
mation relating to population movements, general trends, census data,
socio-economic profiles, and other demographic data. Contact your local
library for Statistics Canada research data and analysis, or contact Statistics
Canada directly. Look in the Blue Pages of your telephone directory under “Gov-
ernment of Canada,” or reach them through their Web site at www.statcan.ca.

Canada Mortgage and Housing Corporation (CMHC)

This federal Crown corporation compiles invaluable historical data, analysis
of information, and housing trends and projections, among other things. It
has superb sources of information, and can provide personalized research
consulting services for a fee if you want to know specialized information about
a specific area. Many of the publications are free and available upon request
or found on their Web site. Other publications are available at market cost.
You may want to contact CMHC and ask them to put you on their mailing or
e-mail list. To contact the CMHC branch office nearest you, look in the Blue
Pages of your phone book, or check out their Web site at www.cmhc-schl.gc.ca.
Some of the many CMHC publications available include the following analyses
and reports. Obtain a current list of publications:

V' The Housing Market Outlook (semi-annual) covers projections of mar-
ket activity in communities with a population of 100,000 or more

V' Rental Market Reports (annual) for all areas with a population of 100,000
or more. Also stats available for communities of 10,000 or more
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V' Local Housing Now (monthly) covers new and resale home stats for the
same type of community populations as noted above.

V' National Housing Observer (annual) for new and re-sale homes.

Real Estate Survey of House Prices

Royal LePage publishes a quarterly Survey of Canadian House Prices. It is free
of charge and can be picked up at a local Royal LePage office, or is available
through their Web site at www.royallepage.ca. This survey is invaluable and
provides information on current (as of survey) estimated “fair market value”
house prices, prices three months earlier and one year earlier, and percent
change year-over-year. Estimated average taxes and average monthly rentals are
also indicated. Four different categories of single-family housing are surveyed,
together with a standard and luxury condominium high-rise apartment. Each
housing type and its amenities are specifically described, permitting com-
parisons of value across the country. This includes many regional construction
variances for which adjustments have been applied. Naturally, the quality of
location has a major influence on real estate values. The properties surveyed
are deemed to be within average commuting distance to the city centre and are
typical of other housing in the neighbourhood. The survey will also give you an
idea of price and rental trends in a particular location.

National Real Estate Firms

All of the major national real estate firms have Web sites with valuable research
information available on properties. Check in the Yellow Pages of your phone
book for real estate company names and Web sites, or check on the Internet for
the Web site address by doing a www.google.ca search.

Real Estate Boards

Most boards keep statistics on historical prices in their geographic area. A real
estate agent can provide you with helpful data. If the real estate board oper-
ates on a Multiple Listing Service (MLS), there will be even more data available
through a member realtor or on the MLS Web site (www.mls.ca).

Real Estate Agents

Agents are a vital source of information about housing in the geographic area
of interest that you are considering. (How to select and effectively use an agent
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is covered in Chapter 4: Selecting Your Advisory Team.) A real estate agent can
locate a great deal of information for you through the MLS system, such as
price comparisons, historical data and trends, listing profile of property, and
more. You can also do your research on the www. mls.ca site.

Municipal Planning Department

This department should be able to advise you if there is a development planned
in the community of interest to you. This could include apartment buildings,
condominium complexes, shopping centres, or highway expansions, for exam-
ple. You could also enquire if there is any potential rezoning that might affect
the property you are considering. Check to see if there have been any natural
disasters such as flooding or mudslides that could affect your property. Also,
find out how many building permits have been issued. Which areas have the
greatest new construction and renovation activities? If you are interested in
applying for rezoning, building a new house, or renovating an old house, ask
for the following material as your circumstances dictate: zoning maps, zoning
regulations, building codes, building permit application forms and instruc-
tions, municipal codes, and regional master plans.

Economic Development Department

This department is normally associated with the municipality or regional
district. Its function is to stimulate economic activity and employment in
the area. The department should have information about long-term growth
plans that will have a positive economic impact on the community. This would
include the locations of the growth. Purchasing a residential property near a
future growth area could enhance your financial return, e.g., near locations of
rapid transport, subways, major shopping mall or office development.

Municipal Tax Department

Find out the basis on which property taxes are calculated. Your municipality
mighthaveahigh commercial taxbase, which effectively subsidizes the residential
tax base, thereby keeping residential taxes down. Maybe your municipality is
growing rapidly and is becoming, in effect, a bedroom community with
lots of families. If the supply of schools and teachers in the municipality is low
and the demand is increasing, property taxes could go up to finance the construc-
tion of schools and the hiring of teachers.



74 Chapter 3

If you are buying for retirement purposes, you may not want to pay prop-
erty taxes for services you will not use immediately. Check to see if there are any
major property tax increases planned in general and why, and specifically for the
property you are considering. In the latter case, a new drainage system or lane
paving could be passed on directly to the property owners affected.

Municipal Police Department

Check with the local police department for statistics related to crime in the
neighbourhood you are considering. Compare the crime rate with other
communities. Determine if it is increasing or decreasing.

Municipal Fire Department

Ask the fire department about the frequency of fires in the neighbourhood you
are considering, relative to other areas in the general community. If there are a
high number of fires, the neighbourhood could be a risk area, especially if arson
is suspected. Also ask about the incidence of false alarms in the neighbourhood
you are considering. This also gives an indication of potential problems.

Local Newspapers

These can be an excellent source of information on issues affecting the com-
munity in general or a specific location in particular. You can pick up back
issues over the past few months from the newspaper office or check with the
local library.

Local Homebuilders' Association

The community you are considering may have a Homebuilders’ Association.
Look in the Yellow Pages or check out the Web site for the Canadian Home-
builders’ Association at www.chba.ca. You can obtain contact information about
provincial or local Homebuilders” Associations through the site. The association
members could tell you which areas of the community have high growth and
the trends that indicate future high growth.

Remodelling Contractors

Look in the phone book for contractors who specialize in remodelling. Contact
at least three contractors and ask which areas of the community appear to have
a high percentage of remodelled homes, which can add value to the property you
purchase because they improve the overall attractiveness of the neighbourhood.
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Building or Home Inspector

Check with local private building or home inspectors. You can find them in
the Yellow Pages or contact the Canadian Association of Home and Property
Inspectors through their Web site www.cahpi.ca. Ask them which areas of the
community are expanding; which areas have had a lot of remodelling done;
which areas have problems such as drainage, insects, etc.; and which areas have
resale homes in excellent condition.

Neighbours

Don’t forget to ask the people in the area you are considering how they enjoy
the neighbourhood. Would they buy there again? Which specific features
about the neighbourhood do they like or dislike? What is the ratio of owners
vs. renters? Ask for feedback that gives you some feeling for the quality and
stability of the community. Whether you are thinking of buying a principal
residence or an investment property, these issues are important for peace of
mind as well as resale potential.

Important Factors to Consider

Some of the general features and factors are discussed below. Certain factors
might be more important if you are buying for personal use (principal resi-
dence) rather than as a revenue real estate investment. Remember to refer to
Checklist 1 in the Appendix when you are making your selection.

Location

One of the prime considerations is the location. How close is the property to
schools, cultural attractions, shopping centres, recreational facilities, work,
and transportation? How attractive is the present and future development
of the area surrounding the property? You could invest in a property and six
months later a high-rise complex could be built across from you, blocking your
view and therefore decreasing the resale value of your property. The location
should have ample access to parking and other attractive features. Check on
the amount of traffic on the streets in your area. Heavy traffic can be a noise
nuisance as well as a hazard for young children.

Noise

Thoroughly assess the level of noise. Consider such factors as the location of
highways, driveways, parking lots, playgrounds, and businesses relative to the
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property you are considering. If you are buying a condominium, also consider
the location of the garage doors, elevators, garbage chutes, and the heating and
air conditioning plant or equipment.

Privacy

Privacy is an important consideration and has to be thoroughly assessed. For
example, ensure that the sound insulation between the walls, floors, and ceilings
of your property is sufficient to enable you to live comfortably without annoying
your neighbours or having your neighbours annoy you. If you have a condo-
minium or townhouse unit, such factors as the distance between your unit and
other common areas, including walkways, roads, and fences, are important.

Price

The price of the property you are considering should be competitive with that
of other, similar offerings. On the other hand, if you are purchasing a condo-
minium unit, it is sometimes difficult to compare prices accurately without
taking into account the different amenities—such as tennis courts, swimming
pool, recreation centre, etc.—that may be available in one condominium but
not available in another. You may decide that you do not want these extra
facilities in view of your lifestyle needs, in which case paying an extra price for
the unit because of these features would not be attractive. On the other hand,
you have to look at the resale potential, so check with your realtor. He or she
can obtain accurate information on comparative pricing and cost per square
foot for similar properties.

Common Elements and Facilities

If you are buying a condominium unit, review all the common elements that
make up the condominium development. Are they relevant to your needs?
What are the maintenance or operating costs that might be required to service
these features?

Parking Facilities

Is the parking outdoors or underground? Is there sufficient lighting for security
protection? Is it a long distance from the parking spot to your home? Is there
parking space available for a boat, trailer, or second car, and is there ample
visitor parking?
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Storage Facilities

Check out the type of storage space available, including its location and size.
Is there sufficient storage space for your needs, or will you have to rent a mini-
locker to store excess items?

Quality of Construction Materials

Look thoroughly at your building and the surrounding development to assess
the overall quality of the development. If you are buying a condominium, keep
in mind that you are responsible for paying a portion of the maintenance costs
for the common elements. You may wish to hire a contractor or building inspec-
tor whom you trust to give you an opinion on the quality and condition of the
construction before committing yourself. An older building will obviously cost
money to repair, possibly a considerable amount of money and in a short time.

Design and Layout

When looking at a building, consider your present and future needs. For example,
if you are buying a condominium, although you are entitled to use the interior
of your unit as you wish, there are restrictions relating to the exterior of your
unit or any structural changes that you may make to the unit. If you intend to
add a separate room for an expanded family, in-laws, or an office, if that is pos-
sible, you should consider the implications beforehand.

For example, you may find that the balcony is very windy and you
would like to build a solarium to enclose the balcony for that reason.
There is a very good chance that you would not be able to do so without
the consent of the condominium council because it would affect the exterior
appearance of the development.

Neighbours

Look at the surrounding neighbourhood and determine whether the value of
the residences in the neighbourhood will affect the value of your property. For
example, are the homes in the area well maintained? Are there children in the
same age group as your own children? What sort of people live in the neigh-
bourhood? Are they single adults, young couples (with or without children), or
older retired people?
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Owner-Occupiers vs. Tenants

If you are buying a condominium, ask how many tenants as opposed to owners
there are or will be in the condominium complex, and the maximum number
of tenants allowed. The higher the percentage of owner-occupiers, the better
the chance that there will be more pride of ownership and therefore more
responsible treatment of common elements and amenities. If you are purchasing
a house, the same principle applies. Generally you should be concerned if the
tenant percentage in the condominium complex or residential area is 25% or
more and is increasing.

Management

If you are buying a condominium unit or apartment building, find out
whether the building is being operated by a professional management com-
pany, a resident manager, or if it is self-managed. (This is discussed in more
detail in Chapter 10: Managing Your Property.) Ideally, you should check out
the condominium unit or property that you are interested in at three different
times before you decide to purchase: during the day, in the evening, and on the
weekend. That should give you a better idea of noise level, children, or parties,
and the effectiveness of the management control.

Property Taxes

Compare the costs of taxes in the area that you are considering with those of
other areas equally attractive to you. Different municipalities have different tax
rates and there could be a considerable cost saving or expense. Also, find out if
there is any anticipated tax increase and why.

Rental Situation in the Area

If you are thinking of purchasing a revenue property, look for an area that
enjoys a high rental demand. You want to minimize the risk of having a
vacancy. Check Royal LePage’s Survey of Canadian House Prices, referred to ear-
lier, to obtain average house rentals in the area. Their site is www.royallepage.ca.
On the other hand, you don’t want too many rental houses, as that will increase
competition and possibly reduce the overall desirability of the neighbourhood.
Also, check the CMHC rental stats in the area that interests you. Their Web site
is www.cmhc-schl.gc.ca.
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Local Restrictions and Opportunities

Check if there are restrictions on use and other matters. For example, is there
a community plan? What type of bylaw zoning is there, and is it changing? Is
there a rezoning potential for higher or different use? Is there a land-use con-
tract? What about non-conforming use of older or revenue buildings?

Perception of the Area

What perception does the media or the public in general have about a certain
area? Is it positive or negative, and why? People’s perception of the area may
influence rental or purchase decisions.

Stage of Development

A geographic area will typically go through a series of stages, phases,
and plateaus over time. For example, the normal stages are development
(growth), stabilization (maturing, plateauing), conversions (from apartments
to condos), improvements of existing properties, decline of improvements
(deterioration), and redevelopment (tearing down of older buildings and new
construction, with more efficient use of space).

Economic Climate

This is a major factor to consider. What is stimulating the economy, not only
in terms of renters but actual homebuyers? Is there new development such as
shopping centres, house and condo construction, office buildings, franchise
outlets, and other commercial activity? Will the provincial or federal govern-
ment construct or move offices to the community? Is a major single-industry
employer the main source of economic activity in the area? In the latter case,
you can appreciate the risk involved if the industry or main employer has
financial problems or decides to close down or move away.

Conversely, in many major cities of Canada, the commercial rent in down-
town areas is high and the commuting time and/or downtown residential
rents or house prices inhibit employee retention. For this reason, many compa-
nies are moving their operations to the suburbs, where commuting, rent, and
land costs are cheaper, and employee retention is higher.
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Employment

This factor is, of course, related to the economic climate. The closer the tenants
live to their workplace, the lower the turnover will be. The closer the workplace
to the employee, the higher the demand will be if you sell your property.

Population Trends

Look for the trends in the community you are considering. Are people moving
in or out, and why? What is the average age? Type of employment? Income level?
Family size? Ethnic origins? Marital status? Many of these demographic statistics
can be obtained from Statistics Canada or from your provincial or municipal
government. If the population is increasing, it will generally create more demand
for rental and resale housing. Conversely, if it is decreasing, the opposite will
occur. If the population is older, people may prefer downsizing to condomini-
ums rather than buying smaller houses. There are many variables to consider.

Size and Shape of Lot

This factor has to do with subdivision or rezoning potential, resale marketability,
and general enjoyment.

Transportation

A prospective tenant or homebuyer will want to have convenient transportation
routes. Whether it’s a bus, subway, rapid transit, freeway, ferry, or other mode
of transportation, the quality of transportation will have a bearing on your
rental or resale price.

Topography

The layout of the land is an important consideration. If the property is low-
lying (i.e., adjacent to a rise or hill), water drainage problems could result.
Water could collect under the foundation of the house, thereby causing settling,
assuming there is only soil under the foundation. Maintaining the property in
terms of cutting the grass could be more difficult if the ground is uneven rather
than level. These are just some of the issues to consider.

Appearance

Look at the appearance of the property you are interested in. Would it be
attractive to someone else if it is resold? Is it well maintained, or does it need
repair? What do the other buildings in the neighbourhood look like? Are they
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new, renovated, or attractive? Or are they poorly maintained with peeling
paint, uncut grass, broken windows, and trash lying about?

Crime Rate

Naturally, this is an important issue for purchase or sale. How to obtain this
information was covered in an earlier part of this chapter.

Services in the Community

Different services available in the community—for example, shopping, churches,
community and recreational facilities, playgrounds or parks, and schools—will
attract different types of tenants or purchasers, depending on their needs.

Climate

If you are buying for personal use and eventual resale or buying as an invest-
ment, climate is an important consideration. Certain areas of the city or
community may have more rain, snow, and wind than others, depending on
historical climate patterns.

Unattractive Features

Look for factors that will have a negative influence on a prospective tenant or
purchaser: unpleasant odours from an industrial plant, a lack of natural light for
the home because of overgrown trees, lack of street lighting that impairs safety,
inadequate municipal services such as septic tanks rather than sewer facilities,
unrepaired roads, or open drainage ditches. Awareness of these negative factors
will also assist you in your decision making and negotiating approach. (This is
covered in more detail in Chapter 9: Negotiating Strategies.)

Convenient Proximity

If you are buying real estate as an investment, it is prudent to purchase within
a four-hour drive of your principal residence so you can conveniently monitor
and/or maintain your property. This is just a general guideline, of course.

Reasons for Sale

One of the important factors to determine is why the property is for sale.
Maybe the vendor knows something you don’t, which will have a bearing on
your further interest. On the other hand, maybe the vendor wants to move
to a larger home or downsize to a smaller home or condo, plans to separate or
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divorce and move out, has lost employment, needs to relocate for a job, or is
seriously ill or incapacitated. (A more detailed discussion of a vendor’s motives
is covered in Chapter 9: Negotiating Strategies.)

Where to Find a Property for Sale

There are some preliminary considerations you need to work through before
starting your search. First of all, have a strategic plan:

V' Be clear about what type of real estate you want and which area you
are interested in; this will save time and stress. (Chapter 1 dealt with
determining your real estate strategies.)

V' Target specific geographic area or areas. This makes your selection
process much simpler and gives you an opportunity to get to know
specific areas thoroughly. Obtain street maps of the area as well as a
zoning map from City Hall.

V' Know the price range that you want to buy in, based on your available
financing and real estate needs.

V' Determine the type of ideal purchase package that you want (e.g., price
and terms) as well as your bottom-line fallback position. What is the
maximum you are willing to pay and the most restrictive terms that you
can live with? Make sure that you don’t compromise your own position.

V' Do comparisons and shortlist choices. That way you can ensure you
get the best deal, in comparative terms.

V' Be realistic in terms of your purchase conditions in accord with the
current market situation. Many people fantasize about buying invest-
ment real estate for 20% or more below the fair market value and keep
searching for this elusive purchase. The reality is, such a purchase
could be very difficult to find.

V' Don’t wait for mortgage rates to go down before looking. Higher
mortgage rates generally mean less demand in the market and there-
fore lower prices and more negotiating leverage for the purchaser.
Conversely, lower mortgage rates generally mean more demand in
the market and therefore higher prices and less negotiating leverage
for the purchaser. These are guidelines only. The key factor is to buy
at the right price, taking all the factors outlined in this book into con-
sideration. If mortgage rates come down, you can renegotiate a lower
mortgage rate with or without a penalty, depending on the mortgage
you originally negotiated.
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V' Remember, the location of a property is very important, especially for a
principal residence. Location is, of course, also important for investment
property, but it has to be balanced against overall investment goals
such as tax benefits, appreciation, resale potential, and net revenue.

V' Consider the issue of distance between your prospective investment
property and where you reside. It really depends on several factors,
such as type of investment, size of investment, and amount of manage-
ment required. If it is a smaller investment, you may want to be close to
the property so that you can visit it, manage it, attend to any problems,
and show vacant suites. If it is a larger investment, you may consider
hiring a resident manager or professional management company. In
this latter situation, you could live a considerable distance away, even
in a different province.

There are various methods of finding out about real estate for sale. Here
are some of the most common approaches.

Real Estate Agent

An experienced real estate agent is an invaluable asset. A realtor can save you
time, expense, and frustration, and provide advice and expertise. Remember
that the vendor pays the real estate commission whether the agent is a listing
or selling broker. (Refer to Chapter 6: Understanding the Legal Aspects for a
discussion of real estate listing agreements. Refer to Chapter 4: Selecting Your
Advisory Team for a discussion on selecting realtors.)

There are many advantages to using realtors. You can use their services to
source properties listed on multiple or exclusive listings, or for property being
“sold by owner.” You can also use them to contact owners of property who wish
to sell a property, but who haven't listed it yet. The advantage of using realtors
to source unlisted properties is that they might be able to negotiate a better deal
for you than you could get yourself.

There are strategic benefits to having an agent present the offer and
negotiate on your behalf. Frequently, the owner will agree to pay a com-
mission to the realtor if you buy, although the commission in an un-listed
sale would generally be less. This is because the realtor has not had the
expense of time or advertising in actively promoting the listing. Alternatively,
you could arrange to pay the realtor a negotiated fee if he or she arranges a
sale at a price attractive to you.

If you use a realtor to assist your search, be loyal to him or her if you pur-
chase the property. On the other hand, if the realtor is disinterested, then find
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another. Give your agent a list of your requirements so the agent can refine the
search for you. For example, if you want to buy a house, give the agent informa-
tion such as:

price

location

style of house

age of house

number of bedrooms
square footage
basement/non-basement
self-contained suite/no self-contained suite
lot size

exposure of lot

fireplace

en suite

LUk <

zoning.

Multiple Listing Service

The Multiple Listing Service (MLS) is an excellent source of information.
You can research most of the information on the MLS Web site at www.mls.ca.
However, a realtor would be able to assist you in your historical or comparative
research by accessing the MLS database, which is not accessible to the general
public. If you are looking at an MLS book or Web site, look for specific factors
that will give you clues as to vendor motivation or the appropriateness of the
property. This could assist you in negotiating a lower price. For example, look
for the exact area, when the property was listed (how long ago), if it has been
relisted, whether the property is vacant, if any price reductions have occurred
(for how much and when), and whether there has been a previous collapsed
sale. Also look in the remarks/comments section in the MLS listing book. For
example, it could say why the property is for sale, such as foreclosure action,
order for sale, relocation, the vendor bought another house, etc. All this
information is important.

Newspaper Ads

Look in the classified section of your daily or community newspaper under
“Houses for Sale,” “Homes for Sale,” “Condominiums for Sale,” “Revenue Property
for Sale,” or “Apartments for Sale.” The weekend section tends to have the most
listings. The Monday classified section has the least number of listings. Because
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fewer people read the Monday section, that could mean more opportunity for
you. Ignore the harmless sales puffery. Many ads are designed to entice you with
the impression the owner is anxious and therefore imply that you may be able
to get a better price. This may or may not be the case. Watch for ads that may
imply that the owner has a time pressure, such as “estate sale,” “owner trans-
ferred,” or “foreclosure sale.” Also, look in the special real estate newspapers
that are available free and come out weekly in many major Canadian cities.

Develop an organized system when reviewing ads. For example, you could
circle with a coloured pen those ads that interest you, clip them out, and staple
them to an 8'/2"X 11" sheet of paper, and store them in a binder. Date the ads
and write the information in summary form when you speak with the owner.
Your checklist of questions will keep you on track so that you have informa-
tion for comparative purposes. Keep the ads for interesting properties for six
months (if you are still looking), so that you can track the property to see if it
has gone down in price (if it is still on the market). The types of ads described
could be listed by a realtor or “for sale by owner.” Clearly, the suggestions relate
more to a “for sale by owner” research approach. If it is listed, you will go
through a realtor.

Putting Ads in Newspapers

You may wish to locate property owners who have not yet put up their
property for sale, or who are selling it themselves. One way is to insert an
ad in the “Real Estate Wanted” or “Property Wanted” section of the daily or
community newspaper in the area that you are considering. Be precise about
your needs in the ad, or many people may waste your time phoning you for
clarification. Develop a standard checklist of questions you will ask the callers.
That will save you time and frustration. Get right to the point to obtain the
information you need.

Drive through the Neighbourhood

As mentioned earlier, it is important to become familiar with the area you are
interested in. Drive through the area regularly and look for “For Sale” signs,
both properties listed with a realtor and “For Sale by Owner.” Note addresses,
names, and telephone numbers, and other contact information.

Direct Offer to Owner

In the process of becoming familiar with a particular neighbourhood, you
might see a property that is not currently for sale but whose owner might be
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interested in selling. Look for clues that the property is vacant—uncut lawns,
peeling paint, broken windows or fence, etc. Also look for signs that say “For
Rent,” because that owner might be interested in selling.

Once you have determined which properties might seriously interest you,
you can find out who the owner is by doing a search in the local land titles
office. The documents are on public record. You could do the search yourself
or through a lawyer or realtor. You would also be able to discover other infor-
mation in your search, such as when the existing owner bought it and for how
much, the nature and amount of mortgage financing, and if there are any legal
problems relating to the property such as liens, judgements, foreclosures, or
power of sale. If you want to pursue it further, you could contact the owner
yourself, or preferably have your lawyer or realtor contact the owner.

Word of Mouth

Tell your friends, neighbours, relatives, or business associates that you want to
buy property, the type of property you are looking for, and the area you are
interested in. They might hear of someone who is thinking of selling or see a
property for sale in their neighbourhood that might interest you.

Determining the Value of the Property

One of the most important steps is determining the value of the property you
are considering. In other words, how much should you pay for it? In theory,
a property is worth whatever a buyer is prepared to pay for it. There are
various appraisal techniques that you can use, and that are used by professionally
qualified appraisers. In addition, there are rules of thumb that real estate inves-
tors often use with revenue property. These rules of thumb are guidelines only.
There are limitations to some of them, in terms of their accuracy or acceptance.

Appraising a property value is more an art than a science. Two pieces of
property are seldom identical. When a professional appraiser writes a report,
the estimate of value is given as an opinion, not a scientific fact. This is helpful
to you as a basis for negotiation with the owner. Anyone can have an opinion as
to value. The appraisal, though, is only as reliable as the competence, integrity,
experience, and objectivity of the appraiser and the accuracy of information
obtained. Real estate appraisal is only as reliable as the assumptions that are
made. There are distinct benefits to having a professional appraisal. The main
reasons for an appraisal would be to determine the following:
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V' areasonable offering price for purchase purposes

V allocation of the purchase price to the land and building (revenue
property)

V' the value of a property for financing purposes (your lender will
require this)

<

the value of a property at death for estate purposes

V' the value of a property when converting the use from principal residence
to investment (rental) use, or vice versa, which would be for Revenue
Canada (CRA) capital gains determination purposes, unless you are
exempt from this provision (more detail is covered in Chapter 7:
Understanding the Tax Aspects)

a reasonable asking price for sale purposes
the amount of insurance to carry
undertaking a feasibility study of a purchase
preparation for a property assessment appeal
preparation for litigation

preparation for expropriation negotiations

D S S N

preparation for taxation records or appeal.

There are several professional designations for property appraisers in
Canada. They subscribe to uniform academic, professional, and ethical
standards, and are regulated by their professional associations. The most
common national designations are Accredited Appraiser Canadian Institute
(AACI) and Canadian Residential Appraiser (CRA). There are other national
and provincial appraisal designations as well as specialty appraisal areas, e.g.,
industrial and commercial. Check out the Web site for the Appraisal Institute
of Canada at www.aicanada.ca.

Here are some of the basic methods or rules of thumb that professional
appraisers, real estate investment lenders, or homebuyers use. Even if you just
use the market-comparison approach initially, you should be familiar with the
other methods and their limitations, especially if you intend to invest in
revenue real estate.

Market-Comparison Approach

This approach is probably the most easily understood concept for a first-time
homebuyer or investor. It is also the most common approach that real estate
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agents use for single-family dwellings. In effect, it is comparison shopping—
comparing properties that are similar to the one you are considering.

Because no two properties are exactly the same due to age, location, lay-
out, size, features, and quality differences, you need close comparables to work
with. Compare properties whose sale dates are as current as possible so that
they reflect the same market conditions. To make more realistic comparisons
when you determine prices of comparable properties, you may have to take
into consideration such matters as the circumstances of the sale (e.g., forced
sale due to financial problems, order for sale, foreclosure, etc.), special features
of the property (e.g., flower garden, shrubs, arboretum, etc.), and location of
property (view, privacy, etc.).

The market-comparison approach lends itself to situations where the
properties are more numerous; there are more frequent sales, so they are easier
to compare. Condominiums, single-family houses, and raw land are the most
common types of properties for which to use the market-comparison method.
At least it gives you a general sense of the appropriate value.

Refer to Checklist 1 and Form 9 in the Appendix as guides for comparing
properties. Generally, when an appraiser is doing a market comparison, he or
she compares recent sales of similar properties, similar properties currently
listed for sale on the market, and properties that did not sell (listings expired).
The limitation of the market-comparison approach is that similar properties
may not be available for comparison in a particular situation. Also, it is difficult
to know the motivations of the vendors of the comparable properties, so in
some cases the sale price might not reflect the fair market price.

For example, if you are comparing a condominium for sale against two
other identical condos in the same complex that have sold very recently, the
data will give you a fairly close comparison. You could calculate the cost per
square foot of the two recent condo sales and compare these costs against the
cost per square foot of the one you are considering.

If that latter price is higher, you need to know why. Perhaps it has a
better view, is on a higher floor, or maybe the previous owner made many
interior decorating changes to improve the condo. The point is that the
market-comparison approach does have its limitations and provides general
guidelines only.

If you are buying an apartment revenue property, some appraisers use
various market-comparison approaches to determine value.
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V' One approach is to calculate the average price per unit for compari-
son. For example, if the “average” price of comparables were $50,000
per apartment and the property you were considering had 10 apart-
ments, the purchase price in theory would be $500,000. The problem
with this price-per-unit rule of thumb is that it is probably the least
reliable in determining the value of a revenue property. When the
appraiser researches the area and prepares a list of comparable revenue
properties, the following types of factors are, ideally, similar amenities,
appearance, size, location, rent structure, condition, and dates of sale.
The problem is that it is difficult to find similar comparables in apart-
ment buildings that are reliable. There can be so many variables. The
result in terms of estimated market value can therefore be artificial and
unreliable. There are more reliable methods for estimating value that
will be discussed later.

V' Another approach to determining the value of an income property
involves calculating the income per square foot of the building, and
comparing this figure with comparable properties. To do this, you
calculate the amount of income-generating square footage in the build-
ing (excluding square footage of common areas, hallways, and lobbies).
Once you have this figure, you can divide it by the gross revenue from
rents to end up with the income per square foot. This approach also has
some of the limitations mentioned in the point above.

Cost Approach

This approach involves calculating the cost to buy the land and construct an
equivalent type of building on the property you are considering with appro-
priate adjustments, and then comparing the end prices. If you calculate that the
replacement cost is below market value, you might want to seriously consider
the benefits of buying a lot and building on it, in terms of cost savings. This
approach comes, of course, with its own advantages and disadvantages. There
are various steps involved in arriving at a figure using the cost approach.

Step 1

Estimate the land value, using the market-comparison approach discussed
earlier. The sale price of similar vacant residential lots in the area should be
determined, with adjustments made for such factors as use (zoning), size,
location, and features (e.g., view).
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Step 2

Estimate the cost to construct a new building that is comparable in square
footage, features, and quality to the one you are considering. For example, a
modest-quality construction could be $100 per square foot to replace, whereas
a luxury-quality construction could be $200 per square foot to replace.

Step 3

If the house you are considering is not new, you will have to calculate a depre-
ciation factor, e.g., reduced value of the building, because it is wearing out over
time. Calculating the depreciation adjustment factor depends on the building’s
condition, age, and estimated useful life. Estimated useful life means the point
beyond which the building is not economical to repair or maintain. In effect, it
would have no market value. If that is the case, you might be buying primarily
for lot value and intend to tear down the building or substantially renovate it.

A professional appraiser is usually required to calculate this depre-
ciation factor.

Step 4

To determine estimated property value, add the depreciated cost of the building
(Steps 2 and 3) to the cost of the land (Step 1).

For single-family houses and condominiums, the appraiser normally
arrives at an estimate of value as of a certain date by adding the market and cost
approach values, and dividing by two. An example of this will be shown below.

Example of Estimate of Market Value

This estimate uses market and cost approaches, which is the usual formula for
evaluating properties such as houses and condominiums. If you were buying a
revenue property (e.g., apartments), you would normally add on the income
approach and then take an average of all three approaches.

1. Market-Comparison Approach

Comparison of four similar properties whose prices were $150,000,
$155,000, $160,000 and $157,500. Average price is therefore $155,625.

Market Approach Estimate: $155,625
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2. Cost Approach Land

30-foot x 150-foot lot =
4,500 square feet @ $10 per square foot $ 45,000.00

Value of improvements on land, such as shrubs,
trees, fence, garden, tool shed $ 7,500.00

Construction of building is 1,000 square feet at $100
per square foot construction cost (new) was $100,000

Less 5% depreciation per year because building
being purchased is two years old:

$100,000 —5% = $ 95,000 (Year 1), and
$95,000-5% = $90,250 (Year2)

Therefore, depreciated value of building $ 90,250.00
Cost Approach Estimate: $142,750.00
FINAL ESTIMATE OF MARKET VALUE: $149,187.50

(MARKET VALUE IS DETERMINED BY THE FOLLOWING FORMULA: Market
approach estimate of $155,625 plus cost estimate of $142,750 divided by
two equals $149,187.50.)

The limitation of the cost approach is that depreciation might be dif-
ficult to correctly estimate. In addition, construction costs vary, depending
on location, supply and demand, and inflation. Again, the cost approach
value is only an estimate.

Income Approach

This approach is the most common one used when estimating the value of
income property. In practical terms, though, you will probably use a combina-
tion of all three approaches to determine the value of a revenue property. In
addition, there are other rules of thumb for revenue investment property that
will be discussed later.
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Basically, the income approach assumes that the value of the property is the
present worth of the future cash flow that the property is expected to generate.
For example, the property is worth X times its annual net operating income.

As mentioned, the income approach cannot be viewed in isolation. It is
important to use it in conjunction with the previous two approaches so you
can consider factors affecting the overall investment climate, such as interest
rates, taxes (municipal, provincial, and federal), rent controls, inflation, cost of
land, cost of construction and materials, comparative property prices, and
supply and demand (of tenants and competitive rental buildings). When you
calculate the value of income property for your own investment purposes, be
on the conservative and cautious side and use the lowest evaluation. Depend-
ing on the nature of the property, however, your investment goals, and the
objective of the appraisal, one approach may be better than another.

The most common income approach used by lenders and appraisers to de-
termine a fair market value is the capitalization method. The purpose is to
project the value of a property based on the amount, certainty, and length of
time of future flow of income (income stream), and then placing a dollar value
on that future income stream by applying a capitalization rate. The capitaliza-
tion (or CAP rate, as it is commonly known) is a rate of return used to derive
the capital value (total value) of an income stream.

For example, the net operating income (also referred to as NOI), which
is the amount remaining after all expenses of the property have been met but
before taxes, is “capitalized” at a certain percentage (say, 10%) to determine a
value of a property. If a building is producing an NOI of $30,000 and that is
capitalized at 10% (or sometimes referred to as “CAP rate of 10”), then the fair
market value would be $300,000. In other words, to achieve a CAP rate of 10%,
you would have to attain an NOI of $30,000 in order to justify paying $300,000
for the income property.

The formula just used is a common one and every investor should under-
stand it. It is commonly known as the IRV formula, where the letters represent
the following:

| = Income or, more specifically, net operating income (NOI)
R = Rate or, more specifically, capitalization (or CAP) rate
V =Value or, more specifically, fair market value (FMV)

The basic formula is as follows: | = R xV
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As long as you know at least two of the three items in the formula, you can
determine the third item by removing it from the formula and calculating out
the remaining item; in other words, rearranging the components of the for-
mula. For example, the values of [, R, and V can be obtained as follows:

Net operating income (I) = CAP rate x market value, or =R xV

Example: If you are prepared to pay $245,000 for an income property and
you want a 9.5% return on your investment, what net operating income
would be required?

Answer: Separate out the unknown factor and fill in the other two letters
(factors) with the known information:

=R xV=.095(9.5%) x $245,000 = $23,275

Therefore, you would need a net operating income of $23,275.

Capitalization rate (R) =Net operating income divided by market
value,orR=1+V

Example: A property generating a net operating revenue of $25,000 a year
is priced at $220,000. What is the CAP rate on the investment?

Answer: Separate out the unknown factor as you have done previously.
R=1+V=2%$25,000+ $220,000 = 11.3%

Therefore, the CAP rate is 11.3%. In other words, as an investor, you will
earn 11.3% return on your $220,000 investment (ROI).

Market value (V) = Net operating income divided by CAP rate,
orV=I+R

Example: A property is to be capitalized at 11.5%. It has a net operating
income of $16,000. How much can you justify paying for it if you want to
obtain an 11.5% return on your investment (ROI)?

Answer: Separate out the unknown factor, as you have done previously.
V=1+R=%$16,000+.115(11.5%) = $139,130.43

The most you could justify paying will therefore be $139,130.43.
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You can see the benefit of the IRV formula in terms of a quick analysis
of the key factors. It is important to remember that the formula does not take
financing or mortgages into account. All the results obtained are based on the
assumption that the property is clear of all financing.

The IRV formula is also helpful when comparing similar properties. When
deciding what CAP rate to use for your investment purposes, remember your
investment objectives and the degree of risk you are prepared to take. Ideally you
will want at least a CAP rate of 10% (higher than that is better) in terms of your
return on your investment. Different investors have different CAP rate criteria.

The types of factors taken into account include the type of property (e.g.,
small or large apartment building); age (e.g., the older the building, the less
future income can be derived from it in its present state); location (e.g., the
closer the building to the tenant base, the better); and quality of tenancies (e.g.,
leases are preferable to month-to-month). As a rough rule of thumb, a low-
risk investment or area (or anticipated low inflation in the area) should have
a minimum 8% CAP rate, a medium-risk investment or area (or anticipated
medium inflation in the area) should have a minimum 10% CAP rate, and a
high-risk investment or area (or anticipated high inflation in the area) should
have a minimum 12% CAP rate. The greater the risk, the greater the premium
you will want in terms of a higher CAP rate.

Another method of estimating the approximate CAP rate value for
a building you are interested in is taking the average of the CAP rates of
comparable properties in the same geographic area. You can also contact a
professional appraiser familiar with the area and type of income property, and
request approximate CAP rates.

Remember, if you can get a totally risk-free investment return from
Canada Savings Bonds, Treasury bills, or term deposits of 6% (or whatever
the prevailing rate would be at any given time), for example, you will want to
buffer your risk by ensuring the overall income property package is attractive.
(Refer to Form 8, which is an income approach worksheet, as well as Form 9 in
the Appendix, which is an investment property analysis worksheet.)

Percentage of Operating Expenses

Once you start comparing various revenue properties in your area, you will see
an average overall pattern in terms of the proportion of the various operating
expenses relative to the gross income. In Canada, apartment-building expenses
tend to be between 35% and 45% of the gross income. That can vary, of course,
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depending on the circumstances. If you see that the percentage reflected by the
vendor’s information supplied to you is less than 35% or more than 45%, for
example, you should thoroughly verify the data independently.

You should also confirm the accuracy of the information. Some vendors
can be less than forthright, in order to make the investment picture appear
more attractive. If you rely solely on the vendor’s information and it turns out
you were misled because it was inaccurate or incomplete, you could lose a lot
of money.

Look for individual expense variances from the norm. For example, if the
insurance cost is 2% when the norm should be 5%, then the building might be
underinsured, and you will have to pay more in insurance premiums to protect
your investment. If the property management fee percentage is lower than nor-
mal, the management company may not be providing adequate management,
or is new and inexperienced and gave a low quote to get the contract.

If the resident manager’s costs are too low compared to the normal per-
centage, possibly the reason is that the costs are artificial. The real costs to hire
someone if you buy the building could cost more because the owner’s family is
performing all the on-site management and not taking a fair market payment
for the services provided.

Again, refer to Form 8, which is an income approach worksheet show-
ing the various categories of expenses, and Form 9, which is an investment
property analysis worksheet. Before you make any final decision to purchase
a particular revenue property, do a projected cash flow statement (Form 5 in
Appendix), a projected income and expense statement (Form 6), and a pro-
jected balance sheet (Form 7). In other words, you need an accurate idea of
what you can make from the property based on realistic projections. The initial
analysis you did of the property just dealt with the current situation. Realistic
projections will tell you if the current financial analysis will improve or worsen
over time. Of course, your professional accountant should thoroughly review
all the financial statements of the revenue property for inaccuracies, inconsis-
tencies, shortcomings, and false or unrealistic assumptions.

Gross Income Multiplier

You may hear of real estate investors who use the gross income multiplier
(GIM) formula. You should understand how it works. It is an inaccurate
method of determining a property value, not only in absolute terms, but in
relative terms to other properties. You may wish to use it, but only in combina-
tion with the other more realistic rules of thumb described.
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Investors use different GIM multipliers, depending on their investment
objectives and other factors. For example, if an investor uses a GIM of 6, that
would mean that the annual gross income (say $40,000) would be multiplied
by 6 to determine the maximum value of the property. In this example, it
would be $240,000. The problem is that the GIM method does not take into
account such critical factors as mortgage payments or operating expenses, so
the formula is rather artificial. Say the average range of operating expenses for
the type of income property in the geographic area you are considering is 35%
to 45%, as discussed in the previous section. The GIM formula does not take
into account that the property you are looking at could have costly operat-
ing expenses, at 70% for example. Therefore, the GIM of 6 would arrive at a
greater value than the property is really worth. Also, you could be locked into a
long-term, high-interest closed mortgage with a six-month interest penalty or
cancellation. Current mortgage rates could be 4% lower, for example. The GIM
does not reflect these factors. On the other hand, the property could be very
efficiently operated and have operating expenses of 30% and a long-term low-
interest mortgage. The property could therefore be worth more than six times
the gross income. Remember, from an income property purchase viewpoint,
the lower the GIM, the better.

The GIM basic formula is:

Gross income multiplier = Market value + Effective gross income
or GIM =MV = EGI
or MV = GIM x EGI
or EGl = GIM x MV

Effective gross income means the actual current income, not a projected
or potential income.

Another application of the GIM usage is to determine the amount of time
it would take to pay back the investment. The GIM calculated tells the investor
how many years it would take to recover the total investment costs (purchase
price) if all the gross income were allocated to pay off the purchase price.
Again, this formula has limitations, of course, because it is rather artificial in
that you would, in reality, be paying operating costs from the gross income. It
is just another yardstick to use. For example, if an investor is considering an
investment with an asking price of $700,000, and the effective gross income in
the first year is $100,000, the GIM would be 7:

GIM = $700,000 + $100,000 = 7
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Therefore, in theory, if all the gross income were used to pay for the origi-
nal total property cost, it would take seven years to recover the total cost of the
investment.

Net Income Multiplier

The net income multiplier (NIM) is a more reliable way to determine the num-
ber of years it will take to recover the initial investment outlay from the future
net income from operating the revenue property. Conversely, the formula will
help you determine the maximum price an investor would be prepared to pay
for the property.

Net operating income (NOI) is a frequently used term in investment
real estate. It is basically income produced by the property after all operat-
ing expenses and allowances for vacancies have been removed, but before
mortgage payments.

For example, if you apply an NIM of 10 as your investment formula, and
the NOI of a property is $30,000, you would place a maximum value that you
would pay of $300,000 for the property. The formula is:

MV = NIM x NOI
MV =10 x $30,000 = $300,000

The NOI formula is more accurate because all the variables in the building
operation, such as rental income, vacancies, and operating expenses, have been
accounted for. The only variable that has not been accounted for—because it
varies, of course—is the cost of mortgage financing. This is the one factor that
can affect the accuracy of the NIM rule of thumb, in terms of the bottom-line
income. For example, what may appear to be a good investment because of
the NOI would not be so attractive if there is a high-interest long-term closed
mortgage with a large penalty clause. That is why you have to consider the limi-
tations of the NOI multiplier formula and make allowances for it.

The basic formula for determining the NIM is as follows:

Net income multiplier = Market value + Net operating income or NIM =
MV + NOI

For example, if an investment property has a purchase price of $600,000
and the net operating income is $60,000, the NIM multiplier would be 10. This
number is also used for payback calculation purposes; for example, it would take
10 years to recover the total investment cost if all the net operating income was
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applied for that purpose. Conversely, the overall capitalization rate is the recipro-
cal of the NIM (10)—that is, 10%. In other words, you would be receiving a
return of 10% on your initial purchase price outlay relative to the NOL

Internal Rate of Return

The internal rate of return, sometimes referred to as the IRR, is a calculation
that some investors use to determine how much they will make annually on
their investment. There are many factors that have to be taken into account to
increase the accuracy of the results; e.g., mortgage principal reduction, antici-
pated property appreciation, anticipated inflation, and after-tax cash flow.

Realistically, when you are projecting your final return on your investment
upon sale, that is your true net profit. You also have to take into account such
additional factors as the amount of capital gains tax on sale of the property,
closing costs on sale, legal fees, real estate commissions, and mortgage penalty
if there is a closed mortgage at the time of the sale. In addition, you have to
calculate any projected interest you might be able to earn on the excess cash
flow, if it is a positive cash flow. Such factors as your projected personal income
tax rate also have to be estimated. This can vary, of course, but for projection
purposes you have to make certain assumptions, such as percentage of appre-
ciation and inflation.

Most IRR calculations are done on a computer spreadsheet program. At
the bottom of the printout you will see the IRR percentage. For example, the
IRR might show an annual return of 25%. You might intend to keep the invest-
ment for five years and sell it, assuming the market conditions are favourable.
Normally, the IRR figure would initially exclude the inflation factor. You will
also want a calculation with inflation projected to make sure that your intended
investment, in real value of money terms over time, exceeded inflation as much
as possible. It does have some limitations as well, in terms of assumptions. As
the IRR calculation is initially based on estimates, the IRR itself is only an esti-
mate of the expected return on your investment capital. Your professional tax
adviser can tell you more.

This section has covered some of the most common types of techniques for
establishing the value of a property purchase. There are many others that expe-
rienced or sophisticated investors may use in addition to the ones noted. Some
of the techniques described are easier to calculate than others. Some are more
accurate and reliable than others. Some require computer spreadsheet analysis.
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The important point is to understand the basic concepts and to know when to
apply them, to know their limitations, and to use several different formulas to
provide some balance when comparing other properties as well as the prop-
erty itself. The key benefit of these methods is that they can often be quickly
calculated to determine if the owner is asking too much, if a property meets
your personal investment criteria, or to determine if the property is a bargain.
Remember, the rules of thumb are guidelines only. The calculations could also
provide you with negotiating leverage to have the purchase price reduced. You
will, of course, want to consider other factors before making your final decision.
Also keep in mind that the values are estimates only. You may not be pre-
pared to pay the estimated price for various reasons, including the following:

V' the price is more than you can afford

V' the price is higher than your comfort level in terms of risk
V' the market is starting to decline

V' there is an economic turndown

V' you are waiting for more attractive property to invest in.

Conversely, you might be prepared to pay more than the estimates sug-
gest. Here are some of the factors that might lead you to pay more than the
estimates indicate:

Confidential Information

You might be aware of a possible zoning change, subdivision potential, or
proposed development nearby.

Financing

You might be able to obtain favourable financial terms, e.g., a low-interest,
vendor-take-back mortgage or high-ratio financing.

Potential for Income

The property could have a basement suite.

Attractive Closing Date

You could get a long closing date, enabling you to get funds that you
are expecting from various sources, or to get access to higher mortgage
financing by closing, or to sell the agreement of purchase and sale to
someone else (almost like having an option).
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Your Income Tax Bracket

Depending on your personal situation, you may be able to offset a negative
cash flow against your other income and thus buy the property at a dis-
count price because of the negative cash flow. You would then be relying
on the factor of appreciation and a capital gain over time. You might also
have a lower return on investment benchmark.

Web Sites of Interest

Here are some Web sites to assist you in researching information and contacts.
Most of the professional associations provide names of accredited members in
your geographic area.

Appraisal Institute of Canada: www.aicanada.ca

Canadian Association of Home and Property Inspectors: ~ www.cahpi.ca

Canadian Home Builders’ Association: www.chbi.ca
Canadian Mortgage and Housing Corporation: www.cmhe-schl.gc.ca
Canadian Real Estate Association: WWw.crea.ca

The Royal Architectural Institute of Canada: WWW.raic.org

Royal LePage Survey of Canadian Houses Prices: www.royallepage.ca
Statistics Canada: www.statcan.ca
Summary

This chapter discussed the many factors to consider when selecting a property,
as well as where to find a property for sale. The various methods and formulas
for determining the value of a property were explained. Finally, helpful Web
sites were given, along with where to find other key research information. Now
that you know the type of property that interests you and how to evaluate it, it’s
time to introduce you to the team of professionals you will need.



Selecting Your
Advisory Team

When starting out in real estate investment, whether you are purchasing a
principal residence or an investment property, it is important to have a team of
experts and professionals to assist you in achieving your goals. The team should
consist of a realtor, lawyer, accountant, lender, financial planner, mortgage
broker, building inspector, and insurance broker. Common selection criteria
for each will be covered first, followed by specific selection criteria. At the end
of this chapter is a list of various Web sites of interest.

Common Selection Criteria

You should be very selective in your screening process. The right selection
will enhance your prospects for profit and growth; the wrong selection will be
costly in terms of time, money, and stress.

There are many factors you should consider when selecting advisers. For
example, the person’s professional qualifications, experience in real estate
investment, and the fee for services are factors you will want to consider. It is
helpful to prepare a list of such questions, plus others relating to your specific
needs, and pose these to each of the prospective advisers. Some people may
feel awkward discussing fees and qualifications with a lawyer, for instance,
but it is important to establish these matters at the outset before you make
a decision to use that person’s services. The most common selection criteria
include qualifications, experience, compatible personality, confidence and
competence in the area concerned, and fees. Having a comparison of at least
three interviews or conversations is the ideal approach before you select the
one suitable for your needs.

Qualifications

Before you entrust an adviser with your work, you will want to know that he or
she has the appropriate qualifications. These may include a professional degree
in the case of a lawyer or accountant, or some other professional training or
qualifications relative to the area of work.
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Experience

It is very important to assess the adviser’s experience in the area where you
need assistance. Such factors as the degree of expertise, the number of years of
experience, and the percentage of time spent offering a service in that area are
critically important. The amount of reliance you will place on a lawyer’s advice
and insights, for example, is obviously related to the degree of experience the
lawyer has in the area. For example, the fact that a lawyer might have been
practising law for 10 years does not necessarily mean that the lawyer has a high
degree of expertise in the area of real estate. Perhaps only 10% of the practice
has been spent in that specific area. An accountant who has had 15 years of
experience in small-business accounting and tax advice will certainly provide
you with a depth of expertise about small business in general. If that accountant
has experience in the real estate investment area, this is an important factor.
Inquire about the adviser's degree of expertise and length of experience in in
real estate deals. If you don’t ask the question, you won’t be given the answer,
which may make the difference between mediocre and in-depth advice.

Compatible Personality

When selecting an adviser, make certain that you feel comfortable with the
individual’s personality. If you are going to have an ongoing relationship with
the adviser, it is important that you feel comfortable with the person’s degree
of communication, attitude, approach, candour, and commitment to your real
estate investment. A healthy respect and rapport will put you more at ease when
discussing business matters and thereby enhance your further understanding.

Confidence

You must have confidence in your adviser if you are going to rely on his or her
advice to enhance the quality of your decision making and minimize your risk.
After considering the person’s qualifications, experience, and personality style,
you may have considerable confidence in the individual. If you do not, don’t
use the person as an adviser because there is a very good chance that you will
not use him or her as extensively as you should or when you need to. This in
itself could have a serious negative impact on your decision making.
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Good Communication Skills

You want an adviser who is a good listener, who elicits your responses, and
provides feedback in understandable layperson’s terms. Any issues and options
should be fully disclosed, with pros, cons, and recommendations.

Your adviser should return your phone calls promptly and keep you reg-
ularly informed in writing. Some people and situations require more frequent
communication than others do.

Accessibility

If your adviser becomes too busy for you, reconsider the relationship. Your
needs should be a priority. If you are shunted to a junior adviser against
your wishes, your original adviser may be culling clientele to concentrate
on more lucrative clients.

Objectivity

If advice is tainted in any way by bias or personal financial benefit, obviously
it is unreliable and self-serving. Get a minimum of three opinions on your
particular situation before carefully deciding which professionals to select.

Trust

Whether the person is a lawyer, accountant, financial planner, or other adviser,
if you don’t intuitively trust the advice as being solely in your best interests,
never use that person again. You have far too much to lose, in terms of your
financial security and peace of mind, to have any doubts whatsoever. You
cannot risk the chance that advice is governed primarily by the adviser’s
financial self-interest, with your interests as a secondary consideration.

Integrity

Your adviser should have a high standard of personal and professional integ-
rity. The adviser’s reputation with other professional colleagues is one reference
point. Maintaining the confidentiality of information is another.
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Depending on the nature of the advisory relationship, you may disclose
your personal needs, wants, hopes, and dreams, as well as concerns. This puts
you in a potentially vulnerable position.

References

References and word-of-mouth referrals are particularly important when
selecting any adviser who will be taking an overall holistic approach to your
financial affairs. Ask for professional references and then contact those profes-
sionals and ask about the adviser’s strong attributes and any professional weak
points. Also, ask how long they have been dealing with each other. Don’t feel
embarrassed to ask the tough questions—candid feedback can provide you
with a revealing reality check.

Don’t ask for or expect an adviser to provide you with a list of clients as
this would normally breach confidentiality.

Fees

It is important to feel comfortable with the fee being charged and the payment
terms. Are they fair, competitive, and affordable? Do they match the person’s
qualifications and experience? For instance, if you need a good tax accountant
to advise you on minimizing taxes, you may have to pay a higher hourly rate for
the quality of advice that will save you several thousands of dollars. On the other
hand, if what you require is the preparation of annual financial statements,
perhaps a junior accountant can do the job competently at a more affordable
rate. You may want to hire a bookkeeper to do your books, or do them yourself.
There are some excellent accounting software programs to manage your real
estate investments. (This is covered in Chapter 10: Managing Your Property.)
Be certain the rate is within your budget, or you may not fully use the adviser
effectively because of the expense. Not using available professional advice when
you need it is poor management. Ask about the estimated fee at the outset.

Comparison

It is a good rule of thumb to see at least three advisers before deciding which
one is right for you. The more exacting you are in your selection criteria, the
more likely it will be that you will find a good match and the more beneficial
that adviser will be to your real estate investment goals. It is a competitive
market in the advisory business, and you can afford to be extremely selective
when choosing advisers to complement your real estate team.
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Selecting a Realtor

There are distinct advantages to having a realtor act on your behalf when buy-
ing or selling a property. As in any profession, there is a range of competence
among the many real estate salespeople throughout Canada, but with careful
due diligence you can minimize the risk and benefit greatly from the skills of a
knowledgeable and sincere realtor.

When buying or selling real estate relating to your business, the right realtor
will make all the difference in ensuring a positive purchase or sale experience.

Over the past several years, a new relationship structure, sometimes
referred to as agency disclosure, has replaced the old system. Many people
assumed that if they found a realtor and the house was listed on the Multiple
Listing Service (MLS), for example, the realtor would represent their interests
exclusively when an offer was presented and through negotiation.

The new system spells out the respective roles and responsibilities of each
realtor involved. The seller still pays the real estate commission, which is shared
with any other realtor involved. All disclosure of who is acting for whom is
spelled out in the agreement of purchase and sale. Some agents working with
the buyer may also enter into a buyer agency contract. In other words, each
realtor is acting exclusively for the benefit of the buyer or seller. However, if
the listing realtor is also the selling realtor (double-end deal), the agent has to
enter into a limited dual agency agreement. This is agreed upon and signed by
both the buyer and seller. The agent modifies his or her exclusive obligations
to both the buyer and the seller by limiting it primarily to confidentiality as to
each party’s motivation and personal information.

You can get more information from any real estate agent, real estate
company, or your local real estate board.

Qualifications

Real estate agents are regulated by provincial government real estate legislation.
Agents have to successfully complete an approved real estate agent licensing
course and renew their licence annually.

How to Select a Realtor
There are a number of approaches to finding a good real estate agent:

V' Ask friends, neighbours, and relatives for the names of agents they have
dealt with, and why they would recommend them.
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<

Go to open houses for an opportunity to meet realtors.

V' Check newspaper ads that list the names and phone numbers of agents
who are active in your area.

<

Check “For Sale” signs for agents’ names and phone numbers.

<

Check the Internet.

V' Contact real estate firms in your area; speak to an agent who special-
izes or deals with the type of property you want and is an experienced
salesperson.

After you have met several agents who could potentially meet your needs,
there are a number of guidelines to assist you with your selection:

V' Favour an agent who is familiar with the neighbourhood you are inter-
ested in. Such an agent will be on top of the available listings, will know
comparable market prices, and can target the types of property that
meet your needs as you have explained them.

V' Favour an agent who is particularly familiar with the buying and selling
of residential and revenue properties.

V' Favour an agent who is experienced and knowledgeable in the real
estate industry.

V' Look for an agent who is prepared to prescreen properties so that
you are informed only of those that conform to your guidelines for
viewing purposes.

V' Look for an agent who is familiar with the various conventional and
creative methods of financing, including the effective use of mortgage
brokers.

V' Look for an agent to be thorough on properties you are interested in, in
terms of background information such as length of time on the market,
reason for sale, and price comparisons among similar properties. An
agent who is familiar with the MLS can find out a great amount of
information in a short time, assuming the property is listed on the MLS.

V' Look for an agent who will be candid with you in suggesting a real
estate offer price and explain the reasons for the recommendation.

V' Look for an agent who has effective negotiating skills to ensure that
your wishes are presented as clearly and persuasively as possible.
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V' Favour an agent who is working on a full-time basis, not dabbling
part-time.

V' Look for an agent who attempts to upgrade professional skills and
expertise.

v Look for an agent who is good with numbers; in other words, one who
is familiar with the use of financial calculations and can therefore assist
in clarifying the revenue property analysis aspects.

V' Look for an agent who uses the Internet highly effectively when acting
for a vendor or purchaser.

You should give the agent your exclusive business if you have confidence
in him or her because the agent will devote considerable time and energy to
your needs. Keep the agent informed of any open houses in which you are
interested. Advise any other agents that you have one working for you. Review
the section called “the listing agreement” in Chapter 6: Understanding the
Legal Aspects. Focus clearly on your needs and provide the agent with a written
outline of your specific criteria to assist in shortlisting potential prospects. If
for any reason you are dissatisfied with the agent who is assisting you, find
another agent as quickly as possible.

Benefits of a Realtor to the Purchaser

There are obvious benefits to the buyer of using a realtor as outlined in the
previous points. One of the key benefits is that the realtor can act as an inter-
mediary between you and the listing broker. That way, the listing broker may
never have an opportunity to meet you and therefore cannot exert any influence
on you with aggressive salesmanship, or otherwise make an assessment of you
that could compromise your negotiating position. The agent who has the listing
agreement with the vendor would know you only through discussions with the
realtor you are dealing with and through any offer that you might present. This
arm’s-length negotiating position is an important strategic tactic that will
benefit you. This is discussed further in Chapter 9: Negotiating Strategies.

Another advantage to a buyer is the opportunity for the realtor to access
a multiple listing service, which can provide instant, thorough, and accurate
information on properties that might interest you. Without an agent searching
for you, you seriously minimize your range of selection and the prospect of
concluding the deal at a price that is attractive to you.
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Benefits of a Realtor to the Vendor

There are extensive benefits to listing your property with a realtor rather than
attempting to sell it on your own. Some of the key benefits include the following:

\/

\/

\/

Realtors can list your property on the multiple listing service as well
as the Internet, which provides extensive exposure throughout and
beyond your market area.

Realtors can prequalify and prescreen potential homebuyers so that
only serious buyers who have the interest and financial resources present
an offer.

Realtors can provide information to the purchaser on matters such as
financing and other assistance programs that could facilitate the sale of
your property.

Realtors can suggest methods of improving the appearance of your
property in order to maximize the positive impression and therefore
the potential buyer’s interest and sale price.

Realtors can explain the real estate market in your area, and can pro-
vide you with MLS computer printouts of comparable listings or sales
patterns in your area; they can also supply other facts and figures to
assist you in realistically establishing a market price.

Realtors free up your own time, using all their contacts and marketing
techniques in order to effect the sale of your property.

As is the case for purchasers, realtors negotiate an agreement on
your behalf and according to your instructions, and you remain at
arm’s length from the one-on-one negotiating. This improves your
negotiating position.

How Realtors Are Compensated

Traditionally the vendor pays the realtor a commission, which is negotiable.
Some are fixed percentages and some are variable, depending on the price involved.
Some commissions are a negotiated flat rate, regardless of the sale price. There
are different commission structures for residential and commercial properties.

If there is more than one realtor involved, for example, a listing broker

and a selling broker, then the commission is normally split based on an agreed
formula, e.g., 55% to the listing broker because he or she incurs more expenses
to sell the property, and 45% to the selling broker.
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Resolving Disputes

If you have a dispute with a realtor, keep a record of all your correspondence
outlining the complaint. Speak to the realtor first, followed by his or her man-
ager, then the regional, provincial, and national managers. If the complaint is
more serious, complain to the local real estate board or provincial agency that
licenses realtors.

Selecting a Lawyer

Whether you are the buyer or the seller of real estate, it is essential that you
obtain a lawyer to represent your interests—a standard precaution with any
real estate transaction. As you will realize by the time you have finished reading
this book, there are many potential legal pitfalls for the unwary when buying
real estate. The agreement for purchase and sale and related documents are
complex. For most people, the purchase of a home or other investment property
is the largest investment of their life, and the agreement for purchase and sale is
the most important legal contract they will ever sign.

The Selection Process
There are a number of ways to select the right lawyer for your needs:

V' Ask friends who have purchased real estate which lawyer they used,
whether they were satisfied with the lawyer, and why.

V' Contact the lawyer referral service in your community. Under this ser-
vice, sponsored by the provincial law society or a provincial division of
the Canadian Bar Association, you can have a half-hour consultation
with a lawyer for a nominal fee (usually $10), which lawyers generally
waive to facilitate bookkeeping and PR. To obtain contact information
for the lawyer referral service in your province, look in your phone
book or check the Internet. Go to www.google.ca and then type in the
key words “lawyer referral service” and then the name of your province.
Make sure you specify that you want a lawyer who specializes in real
estate. Contact the law society in your province for further information.

V' Look in the Yellow Pages under “Lawyers” and check the box ads, which
outline the areas of expertise.

V' Check the Internet for specialty lawyers in your area. For example, do a
google.ca search.
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V' If you are obtaining a mortgage, speak to the lawyer who is prepar-
ing the mortgage documents on behalf of the lender. If the lawyer you
choose is also preparing the mortgage documents, you could save on
some duplicated disbursement costs and negotiate a package price. Be
cautious, though, to avoid conflict; ensure that the lawyer provides
you with a full explanation of the mortgage terms and conditions that
might affect your interests. Keep in mind that the mortgage is being
prepared on behalf of the bank, but at your expense. If you have any
concerns in this area, retain a separate lawyer to do the non-mortgage
legal work and explain the contents of the mortgage to you. Alterna-
tively, ask the lender to let you see a lawyer of your choice from the
lender’s list of approved lawyers.

You may have heard the term “notary public” and assumed that it means
the same as “lawyers.” This is not necessarily so. In most provinces a lawyer
is also automatically a notary public, but a notary public is not necessarily a
lawyer. Make sure you know the difference. A notary public is not formally
trained, qualified, or permitted by law to provide a legal opinion on any
subject. He or she can only prepare the required transfer of title documen-
tation, necessary affidavit material, and other related documentary material,
and file the documents in the land registry office. In other words, the services
provided are primarily technical and procedural. Thus, the buyer or seller of a
property is advised to consult a lawyer. In matters relating to properties, you
need a lawyer to avoid the potential risk and pitfalls involved, and to deal with
the matter for you if a legal problem occurs.

In the province of Quebec, lawyers are referred to as “notaries” (non-
courtroom lawyers) or “advocates” (courtroom lawyers). Therefore, in Quebec
you would use a “notary” for your property purchase or sale transaction.

Once you have contacted the lawyer over the phone, ask about the areas of
his or her real estate interest and expertise. Tell the lawyer that you are looking
for a person with expert knowledge in property law. If the lawyer cannot offer
this, ask for a recommendation.

If you did not obtain the referral through the lawyer referral service, ask
the lawyer over the phone what a half-hour initial consultation would cost. (In
many cases it is free.)

Have all your questions and concerns prepared in writing so that you
won'’t forget any. If you wish to make an offer to purchase, bring your offer-to-
purchase document with you, and the details about the new, resale, or revenue
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project you are considering. Ask about anticipated fee and disbursement costs.
If you are not pleased with the outcome of the interview for any reason, move
on to another lawyer.

Legal Fee Arrangements

Here are the most common fee arrangements and the types of costs you might
encounter.

Hourly Fee

A lawyer bills a fixed rate per hour for all work done. The fee could range
between $100 and $300 or more per hour, depending on specialty expertise,
experience, and so on.

Fixed Fee

If you hire a lawyer to provide a routine service such as a conveyance (transfer
of property to your name) or a will, the lawyer may be able to quote a flat fee,
regardless of how much work might be involved. For example, a simple will
may cost from $200 to $300. A straightforward conveyance could start at $500.
Fees can vary based on geographic location, size of community, and so on.

Percentage Fee

Sometimes fees are calculated as a percentage of the value of the subject mat-
ter. This approach is often used when probating an estate. Most provinces have
legislation that limits the maximum percentage that can be charged, regardless
of the time spent.

Contingency Fee

Many provinces allow lawyers to charge on a contingency fee basis, that is, for
a percentage of the total amount awarded if the case is won. This is negotiable,
but can vary from 25% to 50% depending on the nature of what is being done.
For example, let’s say that you have a strong case, but do not have the funds to
pay your lawyer at the outset. Your lawyer may agree to act for you and charge a
percentage of the amount that you eventually receive, either at trial or settlement.
If you lose or the matter is not settled, the lawyer gets nothing for the time spent.
You would be responsible for paying the lawyer’s disbursements, however.
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Factors that Affect Legal Fees

Some of the factors that a lawyer considers when setting fees are as follows:

<

the lawyer’s degree of specialization in the specific area

the number of years that the lawyer has been practising law
the amount of time the lawyer spends on your behalf

the legal complexity of the matter dealt with

the monetary value of the matter at issue

the lawyer’s degree of responsibility

the importance of the matter to the client

the degree of difficulty in dealing with the issue

the lawyer’s degree of skill and competence

<L L L

the results the lawyer obtains on the client’s behalf

<

the client’s ability to pay.

In many cases the legal fee structure is based on what other lawyers are
charging. Although competition in the legal profession is obviously a factor in
keeping fees competitive, there are many circumstances when two lawyers will
charge a different fee for performing the same routine or specialized service.
Always clarify the fee arrangement in writing in advance.

As in any other business relationship, in order to maintain an effective
rapport with your legal adviser, good communication is essential. Be certain
that you and your lawyer keep each other informed of matters of importance, so
neither is operating without complete information. If you are in doubt about the
particular advice you are being given, you may prefer to get a second opinion.
This is reassurance that you are following the best advice for your business.

Resolving Disputes

Misunderstandings on fees or other matters should be immediately clarified to
prevent them from becoming serious problems. You may decide at any time
to have the working file transferred to a new lawyer. If you have serious doubts
about a lawyer’s invoice, you can have it “taxed” or reviewed by a court registrar.
This is an informal procedure and results in the fee being upheld or reduced.
Your local court office will be able to provide further information.
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If you feel that the lawyer acted improperly or incompetently, you have
other forms of recourse. All provincial law societies require that their members
have a certain minimum coverage for professional liability insurance to cover
negligence suits. Individual law firms could have additional coverage. If trust
funds go missing, the Law Society allocates funds to cover that situation. Suing
your lawyer is an option, but certainly the last resort.

If you have complaints such as possible conflict of interest, poor advice, or
other forms of professional misconduct or incompetence, you can file a formal
complaint with the provincial law society. The complaints committee has many
forms of discipline.

In summary, make sure that you select a lawyer, and consult with that
lawyer before you commit yourself to any final agreement for purchase and sale.

Selecting an Accountant

An accountant’s chief role is to monitor the financial health of your invest-
ment and reduce the subsequent risks and tax payable. Along with your lawyer,
your accountant will complement your real estate team to ensure that your
real estate investment decisions are based on sound advice and good planning.
Some accountants have also obtained their CFP (certified financial planner)
certification, in order to offer their clients a more comprehensive consulting
advice. Refer to the section on “Selecting a Financial Planner.”

An accountant can help you right from the pre-real estate investment phase.
The services that can be provided are wide ranging and include the following:

V' setting up a manual or computerized bookkeeping system that both
the investor and accountant can work with efficiently

<

setting up a customized software program for real estate investment
and management of the properties

setting up systems for the control of cash and the handling of funds
preparing or evaluating budgets, forecasts, and investment plans
assessing your break-even point and improving your profitability
preparing and interpreting financial statements

providing tax- and financial-planning advice

N

preparing corporate and individual tax returns.



114 Chapter 4

Qualifications

In Canada, anyone can call himself or herself an accountant. One can also adopt
the title “public accountant” without any qualifications, experience, regulations,
or accountability to a professional association. That is why you have to be very
careful when selecting the appropriate accountant for your needs. There are
three main designations of qualified professional accountants in Canada:
chartered accountant (CA), certified general accountant (CGA), and certified
management accountant (CMA). Accountants with the above designations are
governed by provincial statutes. The conduct, professional standards, training,
qualifications, professional development, and discipline of these professionals
are regulated by their respective institutes or associations. Rely on the advice
of an accountant, therefore, only after you have satisfied yourself that the
accountant meets the professional qualifications that you require for your real
estate investment needs.

There are differences in the educational requirements, training,
experience, and nature of practice of the accounting designations mentioned
above. Some accountants, such as CAs and CGAs, pursue careers in public
practice, e.g., serving the needs of the real estate investor. Other accoun-
tants work in industry, education, or government, or specialize in the areas
of management, cost, financial, or tax accounting. For further information,
contact the professional institution or association for the specific accounting
designation and request an explanatory brochure. You can obtain the contact
phone number from the Yellow Pages under “Accountants,” from the Internet,
or from your local library. The professional governing bodies are the Institute
of Chartered Accountants, the Certified General Accountants’ Association, and
the Society of Management Accountants.

How to Find an Accountant

v Referrals: Often a banker, lawyer, or other business associate will be
pleased to recommend an accountant who has expertise in real estate
investment. Such referrals are valuable since these individuals are
probably aware of your area of interest and would recommend an
accountant only if they felt he or she was well qualified and had a good
track record in assisting real estate investors.

V' Professional Associations: The professional institute that governs CAs,
CGAs, and CMAs may be a source of leads. You can telephone or
write the institute or association with a request for the names of three
accountants who provide public accounting services to real estate
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investors within your geographic area. Also, check out the provincial
association Web sites. Often an initial consultation is free of charge.
Always find out before you confirm the appointment.

V' The Yellow Pages: In the Yellow Pages, under the heading “Accountants,”
you will find listings under the categories “Chartered,” “Registered,”
“Certified General,” and “Management.”

V' Searching the Internet: Do a google.ca search, for example.

Preparing for the Meeting

Prior to a meeting with your accountant, make a written list of your questions
and concerns in order of priority. As noted earlier, you will want to know the
person’s qualifications, areas of expertise, and method of record keeping, e.g.,
what type of computerized system is used. Ask the accountant what his or her
range of experience is in your type of investment: tax, business management
advice, accessing financing, and so on. Ask about fees, how they are determined,
how accounts are rendered, and what retainer may be required. Ask who will
be working on your file—the accountant, a junior accountant, or a bookkeeper.
It is common for accountants to delegate routine work to junior staff and keep
more complex matters for their own review.

Understanding Fees and Costs

Accountants’ fees vary according to experience, specialty, type of service pro-
vided, size of firm, and other considerations. They can range from $40 to $150
or more per hour. A highly skilled tax accountant could charge considerably
more. It is common for an accountant to have different charge-out rates for the
various activities performed: bookkeeping, preparation of financial statements,
tax consultation, and advice. For example, if an accountant is doing bookkeep-
ing, it will be at a lower rate scale; complex tax advice is charged at the high end
of the range. Accountants generally charge for their time plus additional costs
for a bookkeeper, secretary, etc. The bill-out rates for these staff members vary
and you should ask in advance exactly what you will be charged.

As with your lawyer, a good level of rapport and communication with your
accountant will enhance the quality of advice and the effectiveness of your use of
that advice. Openly discuss your concerns and questions with your accountant.
You may from time to time wish to seek a second opinion on advice you have
been given. If you are not satisfied with your accountant for any reason, you
should promptly find another accountant who could better meet your needs.
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Resolving Disputes

If you have complaints about fees, service, or conduct, attempt to resolve the
dispute directly with the accountant concerned. If that doesn’t work, complain to
the manager of the firm. Depending on the issues, you can also complain to the
provincial professional accounting association. The association can investigate
and discipline members. In addition, these provincial professional associations
will have a basic insurance package to cover professional liability for negligence
or incompetence, as well as missing trust funds. Individual accounting firms
may have supplemental professional liability insurance coverage.

Selecting a Lender

When deciding which bank, credit union, or trust company to deal with for
your real estate investment affairs, it is advisable to shop around, especially if
you need bank financing. Services and rates vary among branches of the same
bank. It is helpful to have a lender who has had experience in the area of real
estate investment. As a lender’s loan-approval limit will vary from branch to
branch, you will ideally want a lender who has a loan-approval level greater
than the amount of money that you need to borrow. (More information on deal-
ing with lenders is given in Chapter 5: Understanding the Financing Aspects. )

Selecting a Financial Planner

Everyone’s financial planning needs are different. The process should take into
account all the psychological and financial factors that affect your financial
goals and objectives and provide a short-term and long-term strategy. Some
financial planners liaise with other professionals—for example, with lawyers,
accountants, and insurance brokers—to make sure that the overall plan is inte-
grated. (Refer to Chapter 12: Understanding Financial and Estate Planning.)

Qualifications

Anyone can call himself or herself a financial planner; there are no federal,
provincial (except in Quebec), or local laws that require certain qualifications,
such as those imposed upon lawyers. However, several associations grant
credentials that signify a planner’s level of education, although criteria can
change from time to time, so check with the association. These are some of the
most commonly recognized designations:
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Certified Financial Planner (CFP)

CFP is an internationally recognized designation first introduced into Canada
by the Financial Planners Standards Council of Canada (FPSCC). Their Web
site is www.cfp-ca.org.

Chartered Life Underwriter (CLU)

A Chartered Life Underwriter is a financial advisor with advanced knowledge
in life and health insurance and estate planning. An advisor with a CLU special-
izes in advice on insurance and related tax and estate planning integration. The
CLU designation is awarded by the Financial Advisors Association of Canada.
For more information, refer to their website: www.advoicis.ca.

How to Find a Financial Planner

Referral by Friend, Accountant, or Lawyer

If using word-of-mouth referral, ask why your contact recommends a particular
person. Does the person making the referral currently use the planner’s ser-
vices? How long has he or she known the person professionally? What are the
planner’s strengths and weaknesses?

Financial Planning Standards Council of Canada

The Financial Planners Standards Council of Canada’s (FPSCC) Web site at
www.cfp-ca.org has the names of those having a CFP designation in your area.

Advocis

This is the name of the Financial Advisors Association of Canada. This asso-
ciation is a merger of the Canadian Association of Financial Planners and the
Canadian Association of Insurance and Financial Advisors. Their Web site is
www.advocis.ca from which you can obtain names of Advocis members in your area.

How to Select a Financial Planner

Once you've made the decision to seek the services of a financial planner, you
may have many more questions: Which professional is right for me? How do
I identify a competent financial planner who can coordinate all aspects of my
financial life?
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Just as when you select a lawyer or accountant, base your decision on a
number of factors—education, qualifications, experience, and reputation.

When selecting your financial planner, choose one you can work with confi-
dently. It is your responsibility and right to fully inquire about the practitioner’s
background, number of years in practice, credentials, client references, and
other relevant information. Meet with the practitioner to determine compat-
ibility and financial-planning style. Meet with at least three planners before you
make your final selection. To work together effectively, it’s important to find
someone with whom you feel completely comfortable.

How a Financial Planner Is Compensated

It is important to understand, and be comfortable with, the way your financial
planner gets paid. Financial advisers are compensated in one of four ways:
solely by fees, a combination of fees and commissions, solely by commissions,
or through a salary paid by an organization that receives fees. In some cases,
financial advisers may offer more than one payment option. Here’s how these
different methods work.

Fee Only

Many lawyers, accountants, and fee-only financial planners charge an hourly
rate, including time spent in research, reviewing the plan with you, and dis-
cussing implementation options. Others charge a flat amount, but usually offer
a no-cost, no-obligation initial consultation. Some will do a computerized
profile and assessment of your situation for a fee that can range from $200 to
$500 or more.

Fee-only financial advisers typically advise you on investments, insurance,
and other financial vehicles, but do not benefit from commissions. The planner
has no vested interest in having you buy one financial services product over
another. Some fee-only financial planners will help you follow through on their
recommendations using mutual funds and other investments. Otherwise, you
will have to take your own initiative.

Commission Only

Some financial advisers are compensated solely through commissions earned
by selling investments and insurance, including life insurance, annuities, or
mutual funds. A commission-only adviser will develop recommendations
for your situation and goals, review the recommendations with you, and
discuss implementation.
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In some cases, commissions are clearly disclosed, for example, a percentage
front-end load commission on a mutual fund. In other cases, the fees are lumped
into the general expenses of the product, as with life insurance, so you won’t
know how much your planner makes unless you ask. When you interview
potential candidates, ask about the relative percentages of commission revenues
from annuities, insurance products, mutual funds, stocks and bonds, and other
products. The candidates answers will give you a sense of the kind of advice the
firm usually gives.

You could also pay ongoing charges that apply as long as you hold an
investment. Some insurance companies pay planners trailer fees for each year
a client pays premiums. In other situations, you must pay a fee if you sell a
product before a set period of time has elapsed. These surrender charges, a
percentage of your investment, reimburse the insurer for the commissions it
has paid your planner. Some mutual funds require a back-end load fee on early
sale. These are usually applied on a sliding scale. After the set time period, you
will not be charged. Some companies entice commission-motivated planners
with free travel, merchandise, or investment research if their sales of a particular
product reach a target level. Your planner might not like your questioning of
his or her cash payment and perks. However, it is your right to know whether
the products you buy generate direct fees and indirect benefits for the planner
in order to decide whether the advice is self-serving or objective.

Fee Plus Commission

Some planners charge a fee for assessing your financial situation and making
recommendations, and also earn a commission on the sale of some of those
products.

Some planners are “captives” of one company, so they recommend only its
product line. Others are independent and can recommend the mutual funds or
insurance policies of any company with which they affiliate.

Another form of compensation, called fee offset, involves a reduction in
fees for every product purchased. If you buy so many products that your entire
fee is covered, request a refund of the fee you paid for your basic plan.

Salary

In most instances, the staff financial advisers at many banks, trust companies,
and credit unions are paid by salary, and earn neither fees nor commissions.
Of course, there could be other monetary incentives based on the volume
and value of the business done or quotas. Career advancement could also be
tied to sales performance.
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If an adviser helps you select and monitor the purchase of investments or
insurance, there will be some cost to you and/or payment to the adviser. This
could be in the form of a commission, redemption fees, trailer fees, or asset
management fees.

Also, many investments charge annual management and transaction
fees. For example, if you open an RRSP, the company that serves as trustee
may charge an annual custodial fee for the service. Weekly comparisons of
the management-expense ratios of various funds are available in newspapers.
These costs will be in addition to the fee for advice.

What to Know about a Financial Planner

Compensation is just one important element that you should consider when
hiring a financial adviser. Be sure that the planner you choose has a defined
financial-planning process, that addresses your current situation, sets goals,
identifies alternatives, selects and implements a course of action, and calls for
periodical reviews. It should be a client-centred process. Education, credentials,
references, trust, and rapport are also important.

Choose the compensation method that best meets your needs. As a smart
consumer, you want to know what you’re buying and how much you’re paying
for it and you’re entitled to that information. Do not consider hiring a financial
planner who is reluctant to disclose how he or she is compensated.

Research shows that consumers rate “trust” and “ethics” as the most
important elements in their relationship with financial advisers. In fact, survey
respondents gave this response twice as often as they mentioned good advice
and expertise.

Resolving Disputes

If you have any complaints about fees, service, or conduct, first attempt to deal
directly with the person concerned. If that does not resolve the matter, you can
complain to management, the professional association that the adviser may
belong to, the national industry association, the provincial regulatory associa-
tion, and the provincial securities commission with which the adviser may be
registered. Avoid potential advisory problems by pre-empting them through
careful selection.

Selecting a Mortgage Broker

Mortgage lending has become very complex, with constantly changing rates,
terms, and conditions. Each lending institution has its own criteria that apply
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to potential borrowers. Some insist on a particular type of property as secu-
rity, while others require a certain type of applicant. In this latter case, factors
such as type of employment, job stability, income, and credit background are
weighed. Lending institutions have a broad range of philosophies and policies
on the issue of security and applicant qualifications in order for a lender to
advance mortgage funds. (For further information, refer to Chapter 5: Under-
standing the Financing Aspects.)

Other factors also affect mortgage approval. Availability or shortage of
funds, past experience in a specific area, perceived resale market for a particular
property, and the attitude of the lending committee (e.g., if it is a credit union)
are all factors that could affect approval of a mortgage.

Mortgage brokers make it their business to know all the various plans
and lending policies, as well as the lender’s attitude on various aspects of
mortgage security and covenants. A mortgage broker is in effect a matchmaker,
attempting to introduce the appropriate lender to the purchaser.

Mortgage brokers have access to numerous sources of funds, including the
following:

V' conventional lenders such as banks and trust companies
credit unions

Canada Mortgage and Housing Corporation (CMHC)
GE Mortgage Insurance

private pension funds

union pension funds
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real estate syndication funds
V' foreign bank subsidiaries
V' insurance companies

V' private lenders.

The broker knows all the lenders’ objectives; the broker is therefore
capable of matching the applicant and his or her property with the appropriate
plan and lender. Alternatively, the broker can provide a series of mortgage plans
from which the borrower may select the one that best suits his or her needs.

Mortgage brokers basically offer two types of services:

V' They arrange a simple mortgage that will get automatic approval in
your particular circumstance, which saves you a lot of time searching.
The broker generally receives a commission directly from the lender
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as a “finder” or “referral” fee. You don’t pay any extra money or higher
interest. Lenders do this because the mortgage market is so competitive.

V' They arrange a more complex mortgage that would not be automati-
cally approved. This takes more time, skill, and persuasion on the part
of the broker to source out a lender or number of lenders who will
provide the funds you need. For example, if you did not have the normal
amount of down payment required, had a negative credit rating, were
highly leveraged already, or did not have the normal income required,
you would probably be turned down by a conventional lender such as a
bank, credit union, or trust company.

If a mortgage broker succeeds in arranging your complex mortgage
financing, given the above types of factors, you would pay a commission. The
commission could be from 1% to 5% or more of the amount of the mortgage
arranged, depending on the degree of difficulty, the urgency of the need for
funds, etc.

To find a mortgage broker, look in the Yellow Pages of your telephone
directory, check the Internet, or ask your real estate lawyer or your realtor. You
can also obtain names of mortgage brokers from their provincial association,
the Canadian Institute of Mortgage Brokers and Lenders (www.cimbl.ca).

Selecting a Building or Home Inspector

Qualifications

One of the most important aspects of purchasing your principal residence or
investment property is to know the condition of the property in advance. It is
a small expense for peace of mind. You don’t want to have problems after you
buy that will cost you money to repair. You could lose all your potential profit
and put your investment at risk otherwise.

Make sure when you obtain an inspection that the person doing it is
qualified and independent. Ask what association he or she belongs to, if any,
and, if not, why not. One of the main associations in Canada is the Canadian
Association of Home and Property Inspectors (CAHPI), with various
provincial chapters. To become a member of CAHPI, an inspector must meet
various professional and educational requirements, successfully complete a
training course and write exams, and practise professionally for a trial period
before being considered by the association. In addition, there are annual
continuing education requirements to ensure that their industry knowledge
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is kept current. You can check out the CAHPI Web site (www.cahpi.ca) to get
names of members in your area.

The terms “home inspector” and “building inspector” are frequently
used interchangeably in terms of independent fee-for-service inspections.
These services are different from municipal building inspectors, who approve
various stages of a new home construction or renovation as staft of the local
government.

Services Provided by a Building Inspector

A home inspector is an objective expert who examines the home and gives
you a written opinion of its condition and, ideally, the approximate range of
costs to repair the problems. Home inspectors look at all the key parts of the
building, such as condition of the roof, siding, foundation, basement, flooring,
walls, windows, doors, garage, drainage, electrical, heating, cooling, ventilation,
plumbing, insulation, and so on. They should also look for signs of wood rot,
mould, and insects.

The older the building, the more potential problems, but new buildings
can have serious problems as well. If the new building is covered by a New
Home Warranty Program, then you have some protection. However, that
program does have some exclusions, and you don’t need the hassle of rectifying
a problem. If a new home is not covered by the New Home Warranty Program,
or is not a new property, you definitely want a home inspection; otherwise, you
might have to pay to repair the problem if the builder refuses to do so or goes
out of business. You can have an inspection done of a house, townhouse, or
apartment condominium, or any type of residential type of building.

Older homes present a more challenging inspection process, for example,
to check for aluminum wiring, asbestos, urea formaldehyde foam insulation
(UFFI), lead paint, and termites or carpenter ants.

Quite apart from avoiding expensive surprises, using a home inspector
has another potential benefit. If the report shows problems with a quantifiable
cost to rectify it, you could use that information to negotiate a reduction in
the property’s price to reflect the estimated cost of repair. You may not want to
buy the home, even if problems can be rectified. At least the report gives some
objective professional’s opinion on the condition of the home to discuss with
the vendor.

Make sure that you put a condition in your offer that says “subject to
purchaser obtaining a home inspection satisfactory to the purchaser within X
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days of acceptance of the offer.” This way it will be your discretion as to whether
you want to complete the deal or not. In addition to the need for a home
inspection, you might also be able to obtain a “vendor’s disclosure statement.”
Real estate boards in some provinces have prepared such a form for vendors
to sign, disclosing any known problems with the home. As this is a voluntary
program in many cases, ask for the reasons if a vendor refuses to complete the
form. Have a professional home inspection done anyway, for obvious reasons.
The owner may honestly not be aware of serious problems with the home if
they are not visible or obvious.

How to Select a Building or Home Inspector

It is important to obtain a qualified and independent inspector. (See section
on “Qualifications.”) Avoid someone who has a contractor business on the
side and may hope to get the repair business from you. Their advice could
be self-serving and biased. Apply the same selection criteria discussed earlier
in this chapter. Look in the Yellow pages of your telephone directory under
“Building Inspection Services.” You can also ask friends, relatives, neighbours,
or your real estate agent for names of inspection companies they know and
recommend. Call several inspectors in your area and interview them. Check
with your local Better Business Bureau to see if there have been any complaints
against the company that you are considering. Ask for references and check out
the references.

Home inspection fees range from approximately $200 to $400 or more
depending on the expertise required and the nature of the inspection, the size of
the home, its age and condition, your geographic area, the nature of inspection
services requested, and other variables. It normally takes a minimum of three
hours to do a thorough inspection.

Here are the questions that you should ask when deciding which
inspection company to select:

V' What does the inspection include? Inspections should include the
areas previously discussed under “Services Provided by a Building
Inspector.” Always make sure that you get a written report and ask for a
sample of a report and what will be covered.

V' How much will it cost? Determine the fees up front.

V' How long will the inspection take?
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V' Does the inspector encourage the client to attend the inspection? This
is a valuable educational opportunity. You will have a chance to see the
problems first-hand. You will also learn various helpful maintenance
tips. If an inspector refuses to have you attend the inspection, this
should raise a red flag.

V' How long has the inspector been in the business as a home-inspection
firm and what type of work was the inspector doing before inspecting
homes?

V' Is the inspector specifically experienced in residential construction?

V' What and where was the inspector’s training? Does the inspector par-
ticipate in continuing education programs to keep his or her expertise
up to date?

V' Does the company offer to do any repairs or improvements based on
its inspection? This might cause a conflict of interest.

V' Does the inspector carry errors and omission insurance? This means
that if the inspector makes a mistake in the inspection and you have
to pay to rectify the problem, the insurance will cover it. How much
insurance does the inspector have and are there any restrictions or
exceptions? Will the inspector confirm all that in writing before you
make a decision to have the inspection done?

V' Does the inspector belong to an association that will investigate any
consumer complaint? This is an important point and was covered earlier
under “Qualifications.”

Selecting an Insurance Broker

A insurance broker is not committed to any particular company and therefore
can compare and contrast the different policies, coverage, and premiums from
a wide range of companies that relate to the type of insurance coverage that
you are looking for. Also, insurance brokers can obtain a premium quotation
for you and coverage availability from insurance company underwriters if the
particular investment you have is unique or difficult to cover by other existing
policies. Insurance brokers generally have a wide range of types of insurance
available. Ensure that the broker is affiliated with a reputable firm.

When selecting an insurance broker, you should ask about the person’s
professional credentials, expertise, and experience. It is important to have
confidence in the broker’s background and skills.
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Every real estate investment building needs insurance. Creditors such as
banks often require insurance. Ask the insurance broker for brochures describing
the main type of insurance and an explanation of each. (The main categories
and types of insurance that you should consider and discuss with your insurance
broker are discussed in Chapter 8: Understanding the Insurance Aspects.)

Qualifications

Insurance agents are licensed and regulated by the provincial governments.
Some agents are tied to a particular insurance company, and will sell only the
insurance products offered by that company. However, it has become far more
common for property or life insurance agents to operate as brokers and to deal
with any number of insurance companies, although officially licensed by one
company. If you want a broker for property insurance, make sure they are a
member of the Insurance Brokers Association of Canada. If you want life or
health insurance, make sure they are members of the Financial Advisors Asso-
ciation of Canada.

How to Find an Insurance Broker
There are several ways to find an insurance broker:

V' Look in the Yellow Pages under “insurance brokers.”

vV Ask your accountant, lawyer, business associates, and friends for a
recommendation.

vV Ask your business, trade, or professional association whom they would
recommend.

V' Search the Internet.

V' Check with the Insurance Brokers Association of Canada (www.ibac.ca)
for names of members in your area.

V' Check with the Financial Advisors Association of Canada (www.advocis.ca)
for names of members in your area.

How to Select an Insurance Broker

Choose an agent you can trust, one who will take the time to listen to you and
understand your needs. Ask the agent how long he or she has been in the busi-
ness, and consider asking for references or a recommendation from one of the
agent’s other clients.
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Your insurance agent should be willing to work with your accountant,
lawyer, investment adviser, and tax adviser to develop the optimum estate-
planning strategy. Check with your business association, local Chamber of
Commerce, and provincial retail merchants association for special rates.

How Insurance Brokers Are Compensated

Insurance agents earn their income in commissions on the insurance policies
they sell. Commission rates vary from company to company, and from one life
insurance product to another, and recommendations should be evaluated as
objectively as possible.

However, despite this apparent built-in lack of objectivity, most life
insurance agents are people of integrity who will not recommend the purchase
of life insurance unless it is clearly warranted under particular circumstances.
They know that their recommendations must be able to withstand scrutiny by
the client’s accountant or financial adviser, and their reputations are at stake.

Resolving Disputes

If you have a problem with an insurance broker, deal with it directly, assert-
ively, and candidly. Put your concerns in writing so that there is a record. If this
approach does not work, talk to the manager, the regional or provincial man-
ager, and even the national head office if necessary. Always keep copies of your
correspondence.

Web Sites of Interest

Here are some Web sites of professional and other organizations that will
provide helpful information. Also, most the professional associations provide
names of accredited professionals in your area. The names of the associations
are self-explanatory, unless otherwise described.

Appraisal Institute of Canada: www.aicanada.ca
Canadian Association of Home and Property Inspectors: ~ www.cahpi.ca
Canadian Bar Association: www.cba.org
Canadian Institute of Chartered Accountants: www.cica.ca

Canadian Institute of Mortgage Brokers and Lenders: www.cimbl.ca
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Canadian Real Estate Association: Www.crea.ca

The Association represents all real estate agents

in Canada.

Certified General Accountants Association of Canada: Www.cga-canada.org
Certified Management Accountants of Canada: Www.cma-canada.org
Financial Advisors Association of Canada: www.advocis.ca

The membership of this organization is the result of
a merger of the Canadian Association of Financial
Planners and the Canadian Association of Insurance
and Financial Advisors.

Financial Planners Standards Council of Canada: www.cfp-ca.org
This organization licenses financial planners with
the certified financial planner (CFP) designation.

Insurance Brokers Association of Canada: www.ibac.ca

Summary

You need to have a minimum benchmark comparison of three advisers in each
area of your interest before you can make a reasonable decision in selecting
one (if any) of them. As expert advice is critical to your personal, investment,
and financial well-being, the selection process has to be thorough. This process
will also greatly accelerate your learning curve, and raise your confidence level,
and quality of decision making.

Now that you know how to select your team, it's time to learn about the
ins and outs of financing a purchase.



Understanding the
Financing Aspects

If you have been considering the purchase of a house, condominium, or real
estate investment for some time, you probably have some savings already set
aside for a down payment. In order to be realistic in your search, it is important
to ascertain the size of a mortgage for which you qualify. You also want to
determine your personal financial needs. (See also Chapter 1: Understanding
Real Estate Investment.) This information, along with knowing how much
money you can raise personally and the demands of your investment strategy,
will provide you with an affordable range for your new property.

This chapter covers many issues that you need to consider when obtaining
property financing. It will help you understand the jargon and concepts to
assist your financing selection process.

Topics to be discussed include the types and sources of financing, how
to calculate the amount of your mortgage eligibility, applying for a mortgage,
costs of a mortgage, and what happens if you default on a mortgage. In
addition, this chapter explains creative financing and how to deal with negative
cash flow, and provides negotiating tips. Web sites of interest are provided for
your further research.

What Is a Mortgage?

A mortgage is a contract between one party who wants to borrow money and
another party who wants to lend money. The borrower is referred to as the
mortgagor, and the lender is referred to as the mortgagee. These terms can
sometimes be confusing. The terms “borrower” and “lender” are also used.
The mortgage agreement states that in exchange for the money that the lender
provides, the borrower will provide security to the lender in the form of a
mortgage document to be filed against the property. For the purposes of this
book, the term “property” will refer to the purchase you are considering,
whether it is a condominium, house, multi-unit dwelling (such as duplex,
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fourplex, apartment), or raw land. The mortgage document specifies the rights
that the lender has to the property in the event the borrower defaults on the
terms of the mortgage. The types of remedies that the mortgagee has against
the mortgagor are covered later in this chapter.

A mortgage document filed against the title of the property in the appro-
priate provincial land registry provides security to the mortgagee against other
creditors that the mortgagor may have. If a first mortgage is filed against the
property and there are no other encumbrances or charges against the property,
then the amount outstanding on the first mortgage takes priority over any
and all other creditors, e.g., it is paid off first from the sale of the property on
default. Additional loans could be obtained by the mortgagor that take the
form of second and third mortgages, which are also filed against the property.

Each more recent loan ranks lower in priority than the previous one, as
the date of registration is the criterion that determines priority. Because of the
increasing risk involved for subsequent mortgages, higher interest rates are
charged. For example, the first mortgage interest rate may be 6%, the second
8%, the third 12%, and the fourth 18%. The first mortgage would be paid out
in full from any proceeds of sale, followed by the second mortgage, and so on.
It is possible that the price that a home would sell for would cover only the
first and second mortgages, leaving no funds available to pay off the third and
fourth mortgages.

Mortgages are regulated by federal and provincial law. Although the laws
may differ from one province to another, the description of a mortgage outlined
in this book applies to most mortgages. The methods of mortgage registration
and the enforcement laws vary among provinces. Some of the common clauses
in a mortgage are discussed later in this chapter.

The difference between the amount the property could be sold for (less
all costs) and the amount owed on the property's mortgage is referred to as the
equity in the property.

Types of Mortgages

There are several varieties of mortgages available from banks, credit unions,
trust companies, mortgage companies, private lenders, government, and the
vendor. Although most residential property borrowers obtain financing through
a conventional mortgage, it is useful to be aware of other alternatives. The
following is a brief discussion of the main types of mortgages.
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Conventional Mortgage

The conventional mortgage is the most common type of financing for principal
residence or residential investment property. It is fairly standard in its terms
and conditions, although there can be variations. In this type of mortgage,
the loan generally cannot exceed 75% of the appraised value or purchase price
of the property, whichever is the lesser of the two. Under the Bank Act, the
federal government requires all first mortgages greater than 75% to be insured
against loss in the event of default. High-ratio insurance is designed to protect
the lender and encourage lenders to provide money when the potential risk
might otherwise be considered too great. As a matter of public policy, the
federal government wants to encourage people to buy homes and provides
incentives to lenders to provide the mortgage money. That is why the NHA
(National Housing Act) was established, with CMHC as the high-ratio financ-
ing insurance vehicle. The purchaser is responsible for raising the other 25% of
the funds necessary, either through a down payment or through other means
such as a second mortgage or vendor-back mortgage.

Conventional mortgages are available through most financial institu-
tions, including banks and credit unions. In most cases, these mortgages do not
have to be insured, but occasionally a lender may require it. For example, if the
property is older or is smaller than is normally required by the lender’s policy,
orifitislocated in a rural or rundown area, then the mortgage may be required
to be insured with the Canada Mortgage and Housing Corporation (CMHC)
or GE Mortgage Insurance Canada (GEM). CMHC is a federal Crown corpo-
ration; its Web site is (www.cmhc-schl.gc.ca). GEM is the largest private mortgage
insurer in Canada; its Web site is (www.gemortgage.ca).

High-Ratio/Insured Mortgage

If you are unable to raise the necessary 25% funding to complete the purchase
of the property, then a high-ratio mortgage may be available to you. These are
conventional mortgages that exceed the 75% referred to earlier. By law, these
mortgages must be insured, and they are available only through approved
lenders that are accepted by CMHC or GEM. Both these organizations have
specific guidelines for qualifying, but the administration is done through the
bank, trust company, or credit union.

High-ratio mortgages are available for up to 90% of the purchase price or
of the appraisal, whichever is lower, and in some cases 95%. In other cases, a
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homebuyer can get up to 100% high-ratio financing. The percentage for which
you would be eligible depends on various circumstances; for example, whether
the purchase is for a principal residence or real estate investment. There are also
restrictions on the purchase price of the home that may be involved. Obtain
further information from your realtor, banker, mortgage broker, or GEM or
CMHC directly.

Collateral Mortgage

In a collateral mortgage, the mortgage security is secondary, or collateral, to
some other main form of security taken by the lender. This main security may
take the form of a promissory note, personal guarantee, or assignment of some
other form of security that the lender may require. A collateral mortgage is
therefore a backup protection of the loan that is filed against the property.
The payment requirements on the loan are covered in the promissory note,
and once the promissory note has been paid off in full, the collateral mortgage
will automatically be paid off. You would then be entitled to have the collateral
mortgage discharged from the title of the property.

One of the main differences between a collateral mortgage and a conven-
tional mortgage is that a conventional mortgage may be assumed, whereas a
collateral mortgage, of course, cannot be, as it is subject to some other form of
security between the parties. Otherwise, the terms of the collateral mortgage
could be very similar to the terms of a conventional mortgage. The money
borrowed on a collateral mortgage could be used for the purchase of the
property itself, or for other purposes such as home improvements or other real
estate investments.

Government-Assisted Mortgage

National Housing Act (NHA) mortgages are loans granted under the provi-
sions of this federal act. The loans are administered through CMHC. You can
apply for an NHA loan at any chartered bank, trust company, or credit union.
Borrowers must pay an application fee to CMHC that usually includes the cost
of a property appraisal and an insurance fee. The latter is usually added to the
principal amount of the mortgage, though it may be paid at the time of closing.
Contact CMHC or your financial institution for the most current information
on borrowing requirements.

In addition, some provinces have second mortgage funding or funding
guarantees available for principal residence home purchases. Generally there
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is a limit on the amount of the purchase price of the home and a ceiling on
the amount of the mortgage. Obtain further information from your realtor or
lending institution.

Secondary Financing

Secondary financing generally consists of a second mortgage and possibly a
third. You may wish to take out a second mortgage because the existing first
mortgage (which you plan to assume) has an attractive interest rate or other
desirable features, and because there will be a shortfall between the amount
of your available down payment and the amount of the first mortgage. You
therefore need to obtain funds. Chartered banks will usually provide money
for second mortgages up to a limit of 75% of the lower of the purchase price
or appraised value. You can also obtain second mortgages through mortgage
brokers or other sources that could go as high as 90%, or sometimes higher, of
the lower of the purchase price or appraised value. If the second mortgage has
a term that is longer than that of the first mortgage you assume, make sure you
have a postponement clause put into the second mortgage. With this clause,
you would be able to automatically renew or replace the first mortgage when it
becomes due without having to obtain permission from the second mortgage
lender to do so. In other words, if you renewed the first mortgage or obtained a
replacement first mortgage, that mortgage would still be in first position, ahead
of the second mortgage. Your lawyer will advise you.

Assumed Mortgage

In the case of an assumed mortgage, the lender qualifies you to assume an exist-
ing mortgage on the property. In some instances mortgages can be assumed
without qualifications. If you assume the existing mortgage, it will save you the
cost of legal fees and disbursements for registering the mortgage, obtaining an
appraisal, and other expenses. Whenever you are assuming an existing mort-
gage, it is important that your lawyer obtain a mortgage assumption statement
showing the principal balance outstanding, the method of paying taxes, the
remaining term on the mortgage, and a copy of the mortgage that shows other
features such as prepayment privileges, and other details.

If you are a seller of the property, you should be very cautious about
someone assuming your mortgage unless you obtain a release in writing from
the lender that you will not be liable under the mortgage, in the event that the
person assuming it defaults on his or her obligations. In the event of default,
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the lender would be entitled to go after the original mortgagor, as well as the
person who assumed the mortgage, for the full amount of the debt outstanding
or any mortgage shortfall after sale of the property due to mortgage default.
Make sure that you obtain legal advice before permitting any buyer to assume
your mortgage.

Builder's Mortgage

If purchasing a new house or building, you may be able to assume the builder’s
mortgage. Make sure that you obtain legal advice before signing any such
mortgage to ensure that the provisions in the mortgage are acceptable to you.
If you are building the house, the lender may approve a mortgage for construc-
tion purposes, but will advance mortgage draws based on the various stages of
construction, e.g., foundation, framing, roofing. There could be three or more
stages. It depends on the nature of the construction and the policy of the lender.

Discounted Mortgage

Another possibility is that the vendor will offer you a discounted mortgage.
In other words, to make the house price attractive, the mortgage rate might
be reduced to 2%, for example, whereas the prevailing interest rate for a first
mortgage could be 5%. (The interest rates given in the examples throughout
this book will obviously vary depending on the marketplace at any given time.)
The builder is able to “buy down” a mortgage from a lender at an attractive
rate by paying a discount—the difference in financial terms between what the
lender would make on a 2% mortgage and what he would make on a 5% mort-
gage. However, vendors frequently add this discount onto the purchase price
of the home; you could be paying a lower interest rate because you are paying
a higher price for the property than you would otherwise pay. Another factor
to be aware of is that the discounted mortgage may last only for a short time,
e.g., six months or a year. After that period you will have to obtain your own
mortgage at the prevailing rate. Thus, although a discounted mortgage could
initially appear attractive, over the long term it could be a false economy.

Vendor Mortgage

A vendor mortgage is sometimes referred to as a vendor-back or vendor take-back
mortgage. Here, the vendor encourages the sale of the property by giving the
purchaser a loan on the purchase of the property. For example, if the purchaser
is able to get 75% conventional financing, but does not have sufficient funds for
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a down payment of 25%, the vendor may be prepared to give, in effect, a second
mortgage for 15% of the purchase price. That way, the purchaser would need
to come up with only a 10% down payment. The purchaser would then make
mortgage payments to the vendor as if a normal commercial lender held the
second mortgage. If you are the purchaser, it is fairly common for the vendor
not to conduct a credit check or any other financial assessment of you. On the
other hand, if you are the vendor, for obvious reasons you should make sure
that there is a provision in the offer to purchase, and that you can do a thorough
credit check of the purchaser before deciding on granting the second mortgage.
When doing a credit check, either of yourself or a prospective tenant if you are
alandlord, you can obtain that credit report information from Equifax over the
Internet. For more information, check out their site at www.equifax.ca.

Sometimes the vendor makes arrangements through a mortgage broker
for the second mortgage to be sold at a discount as soon as the transaction
is completed. This way, the vendor gets cash immediately, minus, of course,
the cost required to discount the mortgage and the broker’s fee. Generally
speaking the mortgage has to have a fixed and not a floating rate if it is to be
sold; the terms should be at least a year to be attractive to a purchaser of the
mortgage; and the mortgage is generally not assumable. If the vendor intends
to sell the vendor-back mortgage, there is usually a precondition in it that the
purchaser will cooperate with any credit checks and will agree to the mortgage
being assigned. Also, that acceptance of the offer to purchase is based on a
commitment from a mortgage broker that there is a purchaser for the second
mortgage as soon as the sale is completed.

If you are considering providing a vendor-take-back mortgage, again it
is important to be cautious and obtain legal advice in advance. There is a risk
that the purchaser will refuse to pay on the second mortgage if there appears
to be any problem with the condition of the property after the sale. Naturally
the vendor or the assignee of the vendor’s second mortgage could commence
foreclosure or order for sale proceedings, but in practical terms it is possible
that the purchaser could attempt to raise defences. Discussion in any detail of
these types of problems is outside the scope of this book. They are raised merely
to alert you to the need for competent legal advice in these unique situations.

Blanket Mortgage

A blanket mortgage is a type of mortgage registered over two or more proper-
ties. The purpose behind the mortgage is to provide the lender with additional
property as security. It is normally used where a borrower wants more money
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than the lender is prepared to provide on the basis of one property alone.
That property may not have sufficient equity and, for example, the amount
of money that is being requested could constitute 90% or 95% of the value of
the first property. If the second property has attractive equity, the lender may
be prepared to advance the funds to the borrower, but have one mortgage
filed against both properties. In the event of default, the lender could proceed
against one or both of the properties in order to get sufficient proceeds from
the sale to satisfy the outstanding debt.

Blanket mortgages are very common in cases when someone invests in or
owns several properties. They are also common in real estate development. The
developer normally has a blanket mortgage over all the properties. As soon as
a property is sold, the lender releases the portion of the blanket mortgage that
was filed on that property in order for the purchaser of the property to place his
own mortgage. The developer normally has a requirement with its lender that
all or a portion (for example, 50% or 75%) of the purchase price of the property
has to be paid to the lender to reduce the blanket mortgage as a condition for
the lender’s releasing the encumbrance on the individual property.

Leasehold Mortgage

A leasehold mortgage is a mortgage on a house, condominium, or other
property where the land is leased rather than owned. The mortgage must
be amortized over a period that is shorter than the length of the land lease.
Normally a lender will not grant a mortgage on leasehold property unless the
duration of the lease is of sufficient length that the risk is fairly minimal to
the lender. For example, if a condominium is on leasehold land with a 99-year
lease and there are 85 years left on the lease, then there is relatively little risk
to the lender. On the other hand, if the leasehold is for a 30-year period and
there are five years left on the lease, the lender will consider the risk too high,
because at the end of the five-year period, the lease will expire and therefore
there will be no right or entitlement to the leasehold interest. This would mean
that the condominium would have no value to a potential purchaser after five
years in the above example. The main lease would revert back to the lessor, e.g.,
the original owner of the land. (Refer to Chapter 6: Understanding the Legal
Aspects for a discussion on leasehold interest in property.)
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Condominium Mortgage

In many cases condominium mortgages are identical to any of the other mort-
gages discussed in terms of the provisions, except for a few special provisions
because of the unique nature of a condominium. Although a purchaser of a
condominium receives a legal title to one individual unit, the purchaser also
has an undivided interest in the common elements of the development.

Some of the special clauses contained in most condominium mortgages
that distinguish this type of mortgage from a conventional house mortgage are
as follows:

V' The lender has the right to use the unit owner’s vote or consent in the
condominium corporation. In other words, the lender has a proxy to
vote in place of the borrower. In practical terms, the lender does not
usually vote on any and all decisions in normal circumstances. The
lender, though, can require that the borrower provide notice of all con-
dominium corporation meetings, including special or extraordinary
meetings announced by the condominium corporation, and receive
copies of minutes and information.

V' The lender requires the borrower to comply with all the terms of the
bylaws, rules, and regulations of the condominium corporation. Any
default on the borrower’s part will constitute default under the mortgage.

V' The lender requires the borrower to pay the appropriate portion of
maintenance costs of the common elements. In the event the borrower
fails to do so, the lender is entitled to pay the costs on behalf of the
borrower and add these onto the principal amount outstanding
on the mortgage, with interest charged to this amount.

Agreement for Sale

An agreement for sale is not actually a mortgage, but another way of financing
a sale. It should not be confused with an agreement for purchase and sale. An
agreement for sale is normally used in a situation when the buyer of the property
does not have sufficient funds for a down payment and the vendor wishes to
dispose of the property. In an agreement for sale, the vendor finances the pur-
chase of the property in a fashion similar to that of a vendor-take-back mortgage.
The purchaser, though, does not become the legal owner of the property until
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the agreement for sale has been paid in full. At that time, the purchaser is legally
entitled to have the conveyance of the legal interest of the property transferred
over to the purchaser. In the meantime, the vendor remains the registered
owner on title of the property. The purchaser has the legal right of possession
and makes regular payments to the vendor under the terms of the agreement
between the vendor and the purchaser. The purchaser has a legal “right to
purchase” that is registered against the title of the property in the provincial
land registry office.

The terms of an agreement for sale are in many ways very similar to the
terms of a mortgage. The agreement for sale may have a five-year term, for
example, after which time the full amount is due and payable. At that time
either the purchaser has to arrange conventional mortgage financing or other
form of financing to pay off the vendor, or else make an agreement with the
vendor for an extension of the agreement for sale for another term. Agreements
for sale are frequently used where the purchaser cannot qualify to assume
the existing mortgage or to obtain a new mortgage; in effect, the purchaser
assumes a mortgage that would otherwise be unassumable. The purchaser pays
the vendor and the vendor maintains payments on the underlying mortgage.

Sources of Mortgages

It is important to keep in mind that the competition for mortgage lending is
extremely intense. There are numerous lenders of mortgage funds and they are
all attempting to attract the customer to use their services. You should therefore
do thorough research before deciding on which mortgage lender to use. Major
city newspapers tend to publish a comparison of the prevailing mortgage rates
by institution in the real estate section of the weekend newspaper. This will save
you a lot of research time.

You can also find prevailing mortgage rates on the Web sites of banks,
credit unions, on-line banks, mortgage companies, and mortgage brokers. Also
check with mortgage brokers in your community. They frequently publish a list
of current comparative rates and will generally send a copy to you free upon
request. A list of mortgage brokers can be found in the Yellow Pages of your
telephone directory, through the Internet search engines, or from the Canadian
Institute of Mortgage Brokers and Lenders at www.cimbl.ca. By doing a search
through www.google.ca under “mortgages Canada” (or your province or city)
or “mortgage brokers Canada” (or your province or city), you will see many
listings of interest. You can also obtain mortgage approvals directly over the
Internet through many lenders and mortgage brokers.
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You can also find mortgage calculators on the Internet, as will be discussed
in the next section.

These are the main sources of mortgage funds available for residential or
investment purchases that you may wish to consider:

V' banks
V' trust companies
V' credit unions

V' government (As mentioned earlier, the federal government, through
CMHC, provides mortgage funds if you qualify.)

V' avendor-take-back mortgage

<

assumption of an existing mortgage

<

obtaining funds from personal sources such as family, relatives, friends,
or business associates

<

mortgage companies

<

real estate companies

V' mortgage brokers (A discussion of the benefits of using a mortgage
broker and how to locate them is covered in Chapter 4: Selecting Your
Advisory Team.)

V' on-line banks, credit unions, mortgage companies, and mortgage brokers.

Key Factors to Consider
When Selecting a Mortgage

There are many factors you will have to consider before finalizing your mort-
gage decision. The key factors are amortization, term of the mortgage, open or
closed mortgage, interest rate, payment schedules, prepayment privilege, and
assumability. A brief explanation of each of these concepts follows, as well as
where to find mortgage calculators on the Internet.

Amortization

Amortization is the length of time over which the regular (usually monthly)
payments have been calculated, on the assumption that the mortgage will be
fully paid over that period. The usual amortization period is 25 years, although
there is a wide range of options available in 5-, 7-, 10-, 15-, and 20-year periods
as well. Naturally, the shorter the amortization period, the more money you
save on interest (see Chart 5 in the Appendix).
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Term of the Mortgage

The term of the mortgage is the length of time the mortgagee will lend you
the money for. Terms may vary from 6 months to 10 years. If the amortization
period was 25 years, that would mean that you would have several different
mortgages, possibly 10 to 20 separate terms, before you have completely paid
off the loan. In reality, many people sell their principal residence or investment
property after 5 to 10 years of ownership, depending on needs and circum-
stances; for example, illness, death, divorce, job loss or a new job, increasing or
decreasing size of family.

At the end of each term, the principal and unpaid interest of the mortgage
become due and payable. Unless you are able to repay the entire mortgage
at this time, you would normally either renew the mortgage with the same
lender on the same terms; renegotiate the mortgage; depending on the options
available to you at that time; or refinance the mortgage through a different
lending institution. If you renew with a different mortgage lender, there could
be extra administrative charges involved. As there is considerable competition
among lenders, often there is no administrative fee if you are transferring a
mortgage to another institution. In some cases the other institution will absorb
the legal fees and costs and still offer an inducement for you to take the business
away from a competitive lender and bring it to them.

Some people take out short-term mortgages (e.g., six months), antici-
pating that interest rates will go down and that at the end of that term there
will be a lower interest rate. The problem is that if rates have gone up instead
of down at the end of the six months, your monthly mortgage payment will
increase and you may not be able to afford, or want to pay, the higher rates. The
other option you have is to negotiate a long-term mortgage (e.g., five years) so
that you can budget for the future over a five-year period with certainty about
the interest rates. The lender is not obliged to renew the mortgage at the end of
a term, but in practical terms will do so as long as you have met your payment
terms. If the lender decides to renew, an administration fee of $100 to $250 is
often charged.

Interest Rate

There are various ways to calculate the interest: the fixed rate, which means the
interest rate remains fixed for the term of the mortgage (e.g., one year); and
the variable rate, which means that the interest rate varies every month according
to the premium interest rate set by the lender every month. In this latter case,
although the actual monthly payments that you would make would usually stay
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the same, the interest charge proportion of that monthly payment of principal
and interest will vary with that month’s rate.

How often interest is compounded—in other words, the interest charged on
interest—will determine the total amount of interest that you actually
pay on your mortgage. Obviously, the more frequent the compounding of
interest, the more interest you will pay. The lender can charge any rate of interest,
within the law, and compound that at any frequency desired. That is why it is
important for you to check on the nature of the compounding of interest.

By law, mortgages have to contain a statement showing the basis on
which the rate of interest is calculated. Mortgage interest has traditionally been
compounded on a half-yearly basis. If a mortgage is calculated on the basis of
straight interest, there is no compounding, but just the running total of the
interest outstanding at any point in time. Some mortgages, such as variable-
rate mortgages, may be compounded monthly. The initial rate quoted for a
mortgage is called a nominal rate, whereas the real interest rate for a mortgage
compounded semi-annually, for instance, is called the effective rate. As an
example, a mortgage that quotes a nominal rate of 10% has an effective rate of
interest of 10% when compounded yearly, 10.25% when compounded half-
yearly, and 10.47% when compounded monthly.

Interest Averaging

If you are considering assuming an existing first mortgage because the rate and
term are attractive, but concerned about the current interest rate of second
mortgage financing, do an interest averaging calculation. You might find the
average interest rate to be less than the prevailing first mortgage rate. Here is an
example of how you calculate it:

First mortgage: $60,000 x 5% = $3,000

Second mortgage: $30,000 x 8% = $2,400

$90,000 x X% = $5,400

Average interest rate X% = $5,400 + $90,000 = 6%

Open or Closed Mortgage

An open mortgage allows you to increase the payment of the amount of the
principal at any time. You could pay off the mortgage in full at any time before
the term is over without any penalty or extra charges. Because of this flexibility,
open mortgages cost more than standard closed mortgages.
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A closed mortgage locks you in for the term of the mortgage. There is a
penalty fee for any advance payment. A straight closed mortgage will normally
have a provision that if it is prepaid because the property is sold, a three-month
interest penalty will be applied, or the penalty will be waived entirely if the new
purchaser of the property takes out a new mortgage with the lending institution.
Most closed mortgages have a prepayment feature. This is discussed shortly.

Payment Schedules

As to payment schedules, there are many options available in the marketplace,
including weekly, biweekly (every two weeks), monthly, semi-annually, annually,
and other variations. Naturally, the more frequently you make payments, the
lower the amount of interest that you will pay (see Chart 5 in the Appendix).

Depending on your negotiations with the lender, you may make payments
on interest only or have a graduated payment schedule. This would mean that
at the beginning of the term of the mortgage, your payments are lower and
increase over time, so that at the end of the term the payments will be consid-
erably higher. The reason for this type of arrangement is that the borrower’s
ability to make the payment may increase over time, and the payment schedules
are graduated to accommodate that. This could be an advantage with revenue
real estate purchases.

Usually payments made on the mortgage are a blend of principal and
interest. These have traditionally been amortized assuming a monthly
payment basis.

Prepayment Privilege

This is a very important feature to have in your mortgage if it is a fixed mort-
gage. If it is an open mortgage, you can pay the balance outstanding on the
mortgage in part or in full at any time without penalty. If, on the other hand,
you have a closed mortgage that does not have any prepayment privileges, you
are locked in for the term of the mortgage (e.g., three years) without the privi-
lege of prepaying without penalty.

You may therefore wish to have a mortgage that, though called a closed
mortgage, is in fact partly open and partly closed, permitting prepayment at
certain stages and in a certain manner, but not at other times. For example, you
may be permitted to make a prepayment of between 10% and 20% annually on
the principal amount outstanding. This could be made once a year at the end
of each year of the mortgage, or at your choice any time within the year.
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Another variation would also give you the option of increasing the
amount of your monthly payment by 10% to 20% once a year. The results
are impressive in terms of saving interest costs and reducing the amortization
period. Every time a prepayment is made, or every time you increase your
monthly payments, the balance owing and thus the monthly cost of interest is
reduced. (For a graphic illustration, see Chart 5 in the Appendix.) The net effect
is that a larger portion of each payment is applied toward the principal, since
monthly (or other agreed-upon regular) payments usually remain the same.
Make sure you completely understand your prepayment options, as they could
save you a lot of money.

Assumability

Assumability means that the buyer takes over the obligation and payments
under the vendor’s mortgage. Most mortgage contracts deal with the issue
of assumability very clearly. The lender can agree to full assumability without
qualifications, assumability with qualifications, or no assumability. For example,
if a vendor reluctantly gave a vendor-back second mortgage for $50,000 for a
period of two years, the vendor (the lender) may not want to have that mortgage
assumed by anyone else because the vendor would prefer to be paid out in full
in the event that the property is sold, rather than carry the mortgage any longer.

The issue of assumability is an important one to consider. You would
have a wider range of potential purchasers interested in buying your property
if purchasers who may not otherwise qualify for your mortgage would be able
to assume it without qualifications. Most mortgages, though, generally have
a clause that says the mortgage is assumable with qualification by the lender.
While a negotiable item, lenders typically check out the creditworthiness and
debt-servicing capabilty of the new owner.

Also, there is a risk if someone assumes your mortgage and you are still
on the mortgage document. For example, what if the new owner defaults on
the mortgage and the lender has to foreclose? Your name would be added
onto the court documents. That is why you don’t want to have anyone assume
your mortgage unless you obtain a release of any liability from the lender at the
same time. It would be prudent to get your lawyer’s assistance to ensure that
your interests are properly protected.

Portability

Some lenders offer a feature called portability. This means that if you sell one
home and buy another during the term of your mortgage, you can transfer the
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mortgage from one property to the other. In practical terms, you could save
money if interest rates have gone up during the term of your present mortgage.
Thus you would not have to take out a new mortgage for your new home at
current, higher mortgage rates, thereby decreasing the amount of mortgage
money available to you. Remember, the higher the interest rate, the lower the
mortgage amount that you can qualify for. Conversely, if mortgage rates have
gone down since your current mortgage took effect, you would probably not
be at all interested in continuing your existing mortgage. You must take into
consideration the costs of early termination of a mortgage.

General Contents of a Mortgage

Most mortgage documents are in fine print and are fairly detailed. There are no
“standard” clauses in a mortgage. The only way you can fully understand your
mortgage is to have a competent and experienced real estate lawyer review it
and explain the key areas to you. In addition to differences in mortgage con-
tracts, the laws change constantly. Many people sign mortgages without having
any idea of what is in them. The purpose of this section is to outline some
terms that you should be familiar with, so that you will be better prepared
when discussing the matter with a lawyer.

In any mortgage, there are these basic provisions: the date of the mortgage,
the names of the parties who are signing, a legal description of the property, the
amount of the loan, the payment terms including interest and frequency,
the respective obligations of the lender and the borrower, and the signatures of
all the parties. Fifteen common clauses that you may find in the mortgage are
discussed below.

Personal Liability

Under a mortgage, the borrower is personally liable for the debt to the lender,
assuming the mortgage is in an individual’s name rather than a corporate
name. In the event of default, the lender can sue the borrower for the full
amount of the mortgage. While the lender is not obliged to commence foreclo-
sure or power of sale proceedings, and take over or sell the property, the lender
usually commences a form of foreclosure or power of sale action to protect
its interest, in addition to suing the borrower personally. If the property is
sold, then the borrower would be responsible for the shortfall, plus all the asso-
ciated legal and other costs that the lender has incurred.

If there is a co-covenantor on the mortgage—someone else who covenants
or promises that he or she will meet all the obligations of the mortgage—the
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lender can sue both the borrower and the co-covenantor for the debt under the
mortgage. (Sometimes the term “guarantor” is used instead of co-covenantor.
In practical terms, they are interchangeable.)

The lender may refuse to give funds covered by a mortgage without extra
security protection by means of an additional guarantor or co-covenantor. If
you are married and are purchasing the property under your personal name,
the lender will almost always insist that your spouse sign as a guarantor or co-
covenantor, regardless of your creditworthiness. This is to protect the lender
under the matrimonial or family relations legislation of the province in the
event that a separation or divorce occurs. The lender does not want its property
security to be compromised by a marital dispute.

If you have an incorporated company to purchase real estate and take
out a mortgage in that name, in most cases the lender will ask you for a
personal guarantee of the corporate mortgage. This makes you personally
liable, of course.

Insurance

This clause requires that the mortgagor insure the building against fire. The
insurance policy must show that the mortgagee is entitled to be paid first (if a
first mortgage) from the mortgage proceeds in the event of a claim on the policy.

There is also a provision in the mortgage that sets out the amount of
the insurance (replacement). It states that if you fail to pay the premium, the
mortgagee can do so, or if you fail to get sufficient insurance, the mortgagee can
do so. Also, all the additional premium costs can be added on to the principal
amount of debt of your mortgage.

Requirement to Pay Taxes

This clause states that you are obliged to pay all property taxes when they come
due, and that if you do not do so, the lender is entitled to pay the taxes. The
lender would then add the amount paid in taxes to the principal amount of the
mortgage. Some lenders attempt to avoid any problem with taxes by having a
separate tax account set up at the time you take out the mortgage. This means
that you pay an extra amount every month on your payment to the bank for
a tax portion that goes into that account, and once a year the lender pays the
property taxes directly. Attempt to negotiate your way out of this prepayment
provision and look after the taxes yourself. Some lenders require proof that
taxes are current and have been paid every year.
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Maintain Property

This clause in the mortgage states that you are required to keep the property
in good repair. The reason for this provision is that the lender obviously does
not want the property to deteriorate through neglect and therefore reduce its
property value, compromising the value of the security.

Requirement to Keep Any Subsequent Mortgages
in Good Standing

This provision states that you must maintain all your financial obligations on
the second and third mortgages so that they do not go into default. If they do go
into default, foreclosure proceedings could occur. If the property were sold, the
first mortgage would be paid off first, followed by the second and the third, etc.

No Urea Formaldehyde Foam Insulation (UFFI)

Many mortgages state that no UFFI is permitted in the premises at the time
the mortgage is granted or subsequently. Urea formaldehyde foam insulation
is considered hazardous to public health as it has been shown to cause breathing
problems and has potential cancer-causing properties. For these reasons,
lenders do not want to be sued, so they will refuse to provide financing if there
is any UFFI in the property.

Prohibition against Renting Out Premises

Some mortgage documents state very clearly that the premises cannot he
rented out, but can only be used as your principal residence. This can occur
with some residential mortgages that are granted for the benefit of the owner-
occupier and not for investment or rental purposes.

Having said this, almost all lenders permit “mortgage helper” rental suites
in your home. In fact, most lenders will include the revenue you receive from
your rental suite as part of your overall personal income for calculating the
maximum amount of mortgage that you are eligible for.

Due to the realities of the competitive mortgage marketplace and demand,
you can readily get mortgages for properties used for rental purposes.

Assignment of Rents

If you are purchasing a revenue house or building, the lender may request that
you sign a document entitled “Assignment of Rents.” In the event that you fail
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to make your monthly payments to the lender, the lender can formally notify
the tenants that you have assigned the rent payments directly to the lender.

Must Comply with All Laws

This provision would advise that all federal, provincial, and municipal laws con-
cerning the use and occupancy of the property must be fully complied with. This
is an important provision if you intend to rent out the property. Although there
may not be a strict prohibition against rentals, there could be one indirectly if
municipal zoning bylaws prohibit rental of residential premises. In practical
terms, most mortgage companies don’t care if you rent out part of your home
as a “mortgage helper,” even though it does not technically comply with existing
municipal bylaws. On the other hand, there is a trend in many municipalities to
permit “illegal” suites, as it is serving a community and social need.

Quiet Possession

This provision states that unless the mortgagor defaults, the mortgagee will
not interfere in any way with the peaceful enjoyment of the property by the
mortgagor. In practical terms, this means that the mortgagee cannot enter
the premises.

Prepayment Privileges

Itis important that the prepayment privileges are set out clearly in the agreement.
The various types of prepayment privileges have been previously discussed.

Assumption of Mortgage Privileges

Assumption of mortgage privileges should be set out clearly in the mortgage
document. This subject also has been discussed earlier.

Special Clauses Relating to a Condominium Purchase

These have been covered under the section on “Types of Mortgages.”

Acceleration Clause

This clause states that if the mortgagor defaults on any of the terms of the
mortgage agreement, then at the option of the mortgagee, the full amount out-
standing on the principal of the mortgage plus interest is immediately due and
payable. In some provinces, legislation restricts the mortgagee from exercising
the right of acceleration, even though it may be in the mortgage document.
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Default

This section of the mortgage deals with the type of matters that could place the
mortgage in default of the mortgage agreement, and sets out the rights of
the mortgagee in the event of default. This is discussed later.

Refer to Checklist 2 in the Appendix when negotiating with a lender. Again,
have your lawyer advise you on the contents of the mortgage before signing it.

Determining the Amount of Mortgage Available

Different lenders have different criteria for approving the amount of mortgage
funds available. There is considerable flexibility with many lenders and it is
important to compare or have a mortgage broker do so on your behalf in order
to get the maximum amount of mortgage funds possible in your situation.
Lenders use the gross debt-service ratio and total debt-service ratio as standard
formulas for determining mortgage qualification. There are other calculations
that you may want to utilize to determine the data relating to mortgages.

In calculating matters of principal and interest relating to mortgages
and other factors, such as different pay periods and options, there are various
sources of information. This will be covered at the end of this section.

Gross Debt-Service (GDS) Ratio

The GDS ratio is used to calculate the amount you can afford to spend for
mortgage principal (P) and interest (I) payments. Some lenders also include
property taxes (T) as part of this formula, and possibly heating costs (H) as
well. All these expenses are added together. Under the GDS ratio, payments
generally should not exceed 30% of your income. There is flexibility in lending
criteria, though, as some lenders will go up to 32% and in some cases 35% or
more of your income and only include P and I rather than PIT or PITH. Refer
to Form 3 in the Appendix to calculate your own mortgage eligibility.

Total Debt-Service (TDS) Ratio

Many people have monthly financial obligations other than mortgage and
taxes, which lenders want to know about in order to determine ability to debt
service the mortgage. Using the TDS ratio, the bank would want to know your
fixed monthly debts such as credit card payments, car payments, other loans,
and condominium maintenance fees. In general terms, no more than 40% of
your gross family income can be used when calculating the amount you can
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afford to pay for principal interest and taxes, plus your fixed monthly debts.
The lender is naturally concerned about minimizing the risk that you will be
unable to meet your financial obligations relating to the mortgage if the ratio is
too high. Refer to Form 4 in the Appendix.

It is important to consider all your monthly obligations (e.g., insurance
and electricity costs), some of which may not be taken into account by the
lender, so that you get a good sense of your financial standing. Complete your
personal cost-of-living budget (Form 1 in the Appendix). This should give
you some idea, net after tax, of what your monthly income is and what your
monthly debt-servicing charges will be on the mortgage, plus other expenses.

Obtaining Mortgage Amortization Tables

There are different ways that you can access information to obtain free amorti-
zation tables customized for your needs:

V' Contact any mortgage lender or mortgage broker and ask for a free
copy of a mortgage amortization schedule based on your needs. They
will e-mail it to you to print out, or you can pick it up, without any
obligation on your part.

<

Research the mortgage sites of lenders or mortgage brokers.

V' Check on-line mortgage calculators that you can personalize based
on various variables and options, and then print out the results to
review. Two sites in particular that have a range of different types
of mortgage and borrowing calculators are GE Mortgage Insurance
Canada site (www.gemortgage.ca) and the MoneySense Magazine site
(www.moneysense.ca).

V' Amortization or mortgage interest books, which you can buy at most
bookstores or obtain from your local library.

Refer to Chart 6 in the Appendix, which is a sample mortgage amorti-
zation schedule, and Chart 7, which shows monthly mortgage payments. These
examples illustrate the point. The information you get from the sources noted
above will give you more customized and accurate information.

Applying for a Mortgage

In applying for a mortgage there are various steps you should follow to make
sure you obtain the funds you need on the terms and conditions you want. If
you go through a mortgage broker, some of these steps may not be required.
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Preparing to Obtain a Mortgage at the Best Rate

Here is a summary of the steps that you should follow prior to an interview
with a lender:

V' Complete your comparison shopping of all the types of lending insti-
tutions from which you could obtain mortgages. Check competing
interest rates for different types of mortgages by contacting a mortgage
broker to obtain a current schedule. Refer to your local newspaper for
comparative mortgage rates. The mortgage market is highly competi-
tive, and there are often incentives—for example, free legal fees, free
appraisal, free home inspection, etc.—from lenders.

V' Understand the jargon. This book should help you to understand what
you want from a mortgage, and therefore negotiate the package that is
suited to your purposes.

V' Decide what you want to ask the lender and, using Checklist 2 in the
Appendix as a guide, think of other questions you may want to ask.

V' You may want to do a personal credit check, especially if you think your
past credit history might show any cause for concern for the lender.
Alternatively, you might just be curious, and want to know what others
know, or just see that the information is accurate, and nothing negative
exists on your record. Your are entitled to know this information, and
can generally obtain it from the Internet. Check with your local credit
bureau, if you have one. In addition, there is a credit-reporting com-
pany that lenders frequently use, called Equifax (www.equifax.ca).

V' Plan your strategy to be a tough negotiator. For example, you could
ask: “What incentives do you have to offer me to get my business?”
Also, “What is the best discount that you can give me on the ‘posted’
[printed out or displayed or on the Internet] rate for the mortgage I
want?” You should try to obtain at least a 1% discount off the posted
rate. In most cases you will get it just by asking for it! You can also say
that you are comparing various lenders and want the best rate. Another
option is to say that you have been a customer of the lender for many
years and have other products with them (e.g., personal loan, RRSPs).
That would give them the discretion to give you a better deal. Also,
check out mortgage brokers. As discussed in other sections, including
Chapter 4: Selecting Your Advisory Team, mortgage brokers frequently
get the best discounted rates from lenders on your behalf, due to their
volume leverage.
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V' Determine your financial needs. Complete the cost-of-living budget
(Form 1 in the Appendix) as well as the mortgage checKklist.

V' Calculate the maximum amount of mortgage available that you might
be able to expect from a lender (refer to the previous section that pro-
vides the necessary formulas). Remember, these are guides only.

V' Check out the Web sites that have mortgage calculators to get a sense
of the options available, the benefits, and the probable maximum
amount that might be available to you. This, however, can depend on
the lender. Some are more generous in their criteria and formulas than
others. The last part of this section discusses the sites that provide free
on-line mortgage calculators.

V' Obtain a letter of confirmation of employment from your employer (if
you are employed). This letter should confirm your salary, and posi-
tion, and the length of time you have been with that employer. If you
are self-employed, you will be required to produce copies of recent
financial statements and/or income tax returns (usually the last three
years). Because so many people are self-employed and because of the
competitive marketplace, lenders are generally more accommodating
and understanding of the variable income cycles of self-employment,
and therefore are more flexible than they have been in the past.

V' Prepare a statement of your assets and liabilities and net worth (refer
to Form 2 in the Appendix).

V' Complete the details on the amount of the down payment that you
will be providing and where the funds are coming from. This last step
could include savings accounts, term deposits, Canada Savings Bonds,
RRSPs, a family loan, an inheritance, a divorce settlement, proceeds
from the sale of a house, or other sources.

V' Obtain a copy of the agreement of purchase and sale.

The Mortgage Application Process

There are various ways of obtaining a mortgage, as mentioned earlier, for
example, the “traditional way” of speaking with your existing lender, com-
paring various lenders to get the best deal, applying on-line, or by using the
services of a mortgage broker. The following overview describes the usual
approval-process protocols.



152 Chapter 5

The steps to this process are as follows:

V' You could go to a lending institution, generally with your spouse or
partner, and any co-applicant or guarantor. The process from this
point on is basically the same as it would be if you apply for a mortgage
on-line or through a mortgage broker.

V' A formal mortgage application is completed. The application is typically
divided into three main sections: description of the property, finan-
cial details relating to the purchase of the property, and personal
financial information.

Processing the application normally takes between one and five business
days. During that time the lender will:

V' Check your credit references and credit rating.

V' Verify the financial information you have given.

V' Have the property appraised (at your cost or their cost).

V' Assess your application within the lender’s approval guidelines.

V' Issue a formal commitment of approval in writing.

Guidelines for Assessing Mortgage Applications

Different lenders have different guidelines when assessing mortgage applications,
but generally there are three main criteria: character, capacity, and collateral.

Character

The lender will assess your credit history, and other factors as well, to predict
how you will meet your obligations. For example, do you regularly pay your
bills on time? What is your credit rating in terms of your credit history in previ-
ous loans that you have had? (How to obtain a copy of your own credit report
was discussed in “Preparing to Obtain a Mortgage at the Best Rate.”) Do you
seem to be dependable in terms of the length of employment? Or have you had
a different job every three or four months?

Capacity

The lender is concerned about your ability to meet your financial obligation
and will be concerned about the following questions:

V' Does your GDS ratio come within their guidelines?

V' What are your other debts and obligations?
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V' Is your income sufficient to handle the mortgage payments?

V' Is your income stable and does it appear as though it will continue to
be so?

V' Is there a “mortgage helper” rental suite in the home?

V' Are you self-employed and for how long and in what type of industry?

Collateral

Lenders want to know that the security that has been provided for a loan is
sufficient to cover the loan if it is not repaid. That is why they use their own
appraisers to assess the value of a property; generally they want to have a con-
servative appraisal of the property as an extra precaution. The lender wants
to be satisfied that the property being offered as security could be readily sold
if necessary. When making an appraisal and therefore determining the value
of the security that is being pledged as collateral, the following factors are
considered: location, price, zoning, condition of the housing unit, quality of
neighbourhood, size, appearance, municipal services available, and comparative
sales in the same area.

Pre-approved Mortgage

The pre-approved mortgage is fairly popular with most conventional lending
institutions and with trust companies and credit unions. The purpose is to give
you a precise amount of money on which you can rely for mortgage purposes
when you are out searching to buy a property and negotiating a purchase.
You are given a fixed amount of mortgage for a period of time, for example,
$100,000 with an interest rate that would be guaranteed for 60 to 120 days,
depending on the relative stability of mortgage rates at the time. There is always
a condition, of course, that the lender must approve the actual property being
purchased before you can enact a final contractual offer to purchase. This pro-
vides the lender with an opportunity to make sure that the security is suitable.

Loan Approval

When the lender is in the process of approving the loan, the amount requested
is an important consideration. As discussed earlier, if the loan exceeds 75% of
the appraised value or the purchase price, whichever is lower, the mortgage
normally has to be insured as a high-ratio mortgage.

Once the lender has granted approval for the mortgage, the lender will
generally appoint its own lawyer to protect its interests by checking on the
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title of the property to make sure that it is clear, and to perform any necessary
duties, including filing the mortgage. Alternatively, the lender may allow the
borrower’s lawyer to perform the mortgage work. In either case, the borrower
customarily pays all the legal fees and disbursements. If you are required, or
prefer, to use the lender’s lawyer for preparing the mortgage documents, obtain
independent legal advice about the provisions of the mortgage to make sure
that the document sets out your intended deal. (Other legal aspects relating to
the transfer of title of the property and the filing of a mortgage are covered in
Chapter 6: Understanding the Legal Aspects.)

Cost of Obtaining a Mortgage

There are numerous direct and indirect expenses related to obtaining a mort-
gage. Not all the following expenses will be applicable in your case, but it is
helpful to be aware of them. There are also additional expenses that are not
covered in this chapter as they relate to purchasing a property and having the
title of the property transferred over to your name. Expenses in this category
include legal fees and disbursements, provincial land-transfer filing fees, and
property-purchase tax. (These will be discussed in Chapter 6: Understanding
the Legal Aspects.) Other expenses that may be involved include new home
warranty fee, condominium-maintenance fee adjustment, utility connection
charges, cost of repairs required prior to occupancy, and moving expenses (see
Checklist 3, Real Estate Purchase Expenses, in the Appendix).

Costs will vary considerably from one lender to another. The type of
financing that you obtain will be a factor. The following sections discuss some
of the most common expenses that you should consider and, if necessary,
budget for.

Appraisal Fee

The lender will obtain its own appraiser to determine the value of the secu-
rity for mortgage purposes. The necessary fee is either paid by the borrower
to the lender (generally in advance) at the time of application or is taken from
the mortgage proceeds by the lender. In any event, the borrower generally
pays the cost of the appraisal. Lenders usually will not give you a copy of the
appraisal, although you should attempt to get it by requesting it in advance. In
a competitive marketplace, ask the lender to assume the cost of the appraisal.
This is a fairly common request, as part of your negotiation. The lender will
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automatically assume the cost. If you use the services of a mortgage broker, the
broker will know which lenders are providing incentives, including assumption
of the appraisal fee.

You might save on the appraisal fee under certain circumstances. For
example, if a vendor or purchaser has already arranged for a professional
appraiser to evaluate the property, and the appraisal is not over 60 to 90 days
old, the lender may be prepared to accept the appraisal if it approves of the
appraiser, and if property values have remained the same or increased since
the appraisal was made.

Mortgage Application Fee

Some lenders charge a processing fee or set-up fee for their administrative
expenses to process your mortgage application. Avoid paying this type of fee
if at all possible. Due to the highly competitive nature of the mortgage indus-
try, many lenders do not charge any application fee for residential mortgage
purposes. If you are borrowing money for real estate investment, this type
of fee is fairly common because of the extra work required to assess the loan
application. Normally, though, when purchasing a single-family dwelling for
rental purposes, such as a house or condominium, the mortgage application
fee is waived.

Standby Fee

Some lenders charge a fee to the borrower for setting aside and reserving the
money that the borrower requires until the money is advanced. The rationale
behind this fee is that the mortgage company will lose revenue on this money in
the interim. This is not a common fee for principal residence mortgage purposes
and should be applied in this case. It is not, however, an uncommon fee on
money committed for real estate investment purposes or for new construction.

Credit Investigation Report Fee

The lender may charge this fee to the borrower for the expense the lender
incurs for doing credit investigation on the borrower. The fee may be either
a separate fee or included in the mortgage application fee. Many institutions
do not charge this fee and absorb it as a cost of doing business, as they hope to
make money from you on the interest that you pay on your mortgage.
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Survey Fee

You will generally be required to obtain a property survey before the mortgage
funds are paid out. A qualified professional surveyor will do the survey to make
sure that the lender knows the exact dimensions of the property that it is using
as security. The lender may also want to be satisfied that the building meets
the requirements for setbacks as required by the municipal bylaws, or that any
additions to the building have complied with the bylaws. The cost of the survey
would be deducted from the mortgage funds that have been advanced to you,
or you would pay for it directly. Your lawyer normally arranges for this survey
for you. Sometimes this expense is negotiable with the lender, who might
absorb that cost to obtain your business. If you don’t ask for concessions, you
don’t automatically get them. This negotiating attitude and style should be an
automatic part of your approach to business or real estate investment.

Mortgage Broker Fee

If you use a mortgage broker to obtain financing, you may have to pay a fee,
normally 1% to 2% or more of the amount of mortgage that was raised for you.
This is paid at the time of closing. Alternatively you may not have to pay any fee.
There is generally no fee charged for principal residence purposes, and a small
fee for investment real estate that is more complex or difficult to obtain. (This
was discussed in Chapter 4: Selecting Your Advisory Team.) Most mortgage
brokers will require an advance fee from you for appraisal costs and out-of-
pocket costs incurred in advance. This is not the same as an application fee or
administration fee, but could be included within such fees if they are charged.

Mortgage Insurance Fees (CMHC or GE Mortgage Insurance)

If you are obtaining a high-ratio mortgage or the lender requires you to obtain
mortgage insurance for other reasons, then you will pay a mortgage insurance
premium fee, which ranges between 0.5%—4.25% of the amount of the mortgage
that is being insured. The premium depends upon various risk factors and
whether the home is a new purchase or being re-financed. It is either added
onto the mortgage total or paid by you in a lump sum at the time of closing the
mortgage transaction. Mortgage insurance was discussed earlier under “High-
Ratio/Insured Mortgages.”
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Mortgage Life Insurance Premiums

Mortgage life insurance is not the same as mortgage insurance. Many lending
institutions provide an option for you to purchase insurance that will pay off
the mortgage in the event of your death, the premium for which is generally
loaded into your monthly payments. You should compare the cost with term
insurance from private insurance carriers to see if the rates are competitive.
Generally term insurance is cheaper.

As an option you may prefer to protect yourself by taking out your own
term insurance, which would be payable to your estate in the event of your
death. Your estate would then have sufficient proceeds to pay off the mortgage.
An additional benefit of this option is that the insurance policy is portable, e.g.,
you (not the lender) would have control over it. You can obtain competitive
term life insurance rates from an insurance broker. You can get names of
insurance brokers from a mortgage broker, your accountant or financial
planner, or from the Yellow Pages of the phone book. The Canadian Life and
Health Insurance Association has a Web site with excellent consumer infor-
mation and member brokers in your area (www.clhia.ca). (Refer to Chapter 4:
Selecting Your Advisory Team for the process of selecting an insurance broker.
Also, see Chapter 8: Understanding the Insurance Aspects.)

In certain circumstances a lender may require, as a condition of mortgage
approval, that you take out mortgage life insurance. Usually this would only
be if the lender considered your health to be a risk factor. Again, you could
purchase your own term insurance or other type of life insurance and verify to
the lender that you had such insurance. The lender may require it to be shown
on the insurance policy as being paid first from the proceeds, but this would be
an unusual request for a principal residence deal. It might be more common if
you were borrowing money for real estate investment purposes.

Home Fire Insurance Premium

Lenders require borrowers on a mortgage to carry sufficient fire insurance to
cover the amount of the mortgage, and that they be paid off first. The second
mortgage lenders would want the same type of coverage and have it shown
that they would be paid off second, and so on. It is necessary for the borrower
to purchase sufficient replacement insurance. The borrower is responsible for
making insurance arrangements and paying the costs of the insurance policy.
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The policy would show that the lender would be paid first or second, as the
case may be. This must be provided to the lender’s lawyer before any mortgage
funds are advanced.

Property Tax-Adjustment Holdback

This concept is related to the previous topic. If the lender requires you to pay a
portion of the property taxes every month, and if you purchase the property on
April 1 with property taxes due in July, obviously there will be a shortfall in the
tax account. In other words, if the property taxes are due and payable in full on
July 1 and you have made payments each month of one-twelfth of the projected
annual tax, then by July 1 the tax account set up by the lender will be short by
nine-twelfths of the amount required to pay the taxes. The lender may require
that you pay nine-twelfths of the projected annual tax into the tax account at
the time of closing the mortgage transaction. Either you would have to come
up with these additional funds or the lender would subtract that amount of
money from the mortgage proceeds being made available to you. Alternatively
you may be required to pay four-twelfths of the projected property tax to the
lender for each of the three months of April, May, and June prior to the tax pay-
ment deadline of July 1.

Contribution to Property Tax Account

Some lenders require that you pay one-twelfth of the projected annual taxes each
month. This payment would be built into your monthly mortgage obligations,
and the lender would set up a separate tax account and remit the funds directly
to the municipality at the appropriate time each year. Normally taxes are
payable in June or July every year, although they are calculated on the calendar
year, i.e., January 1 to December 31. Some municipalities require an advance
part-payment in February of each year and the balance in July of that year. If
the lender makes the automatic monthly property tax payment a condition of
mortgage approval, ask whether interest will be paid on your tax account to
your credit and, if so, what the interest rate would be. The interest paid is nor-
mally lower than the interest paid on deposit accounts. The reason that some
lenders require monthly payments is to minimize the risk that you will not have
sufficient funds to pay the taxes every year. If this happened, the property could
conceivably be put up for tax sale and jeopardize the lender’s security.

In most cases lenders will give you the option to be responsible for paying
your own taxes directly once a year. Try to negotiate this option. If you are
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paying a portion of the projected property tax every month, you will have to
build that expense into the costs related to your mortgage.

Interest Adjustment

When you pay rent, you are paying in advance. When you are paying mortgage
payments to the lender for principal and interest, you are paying in arrears. In
other words, if you make a mortgage payment on March 1, it is to cover the use
of the funds and the interest on those funds for the month of February.

Because the lender’s internal system runs on a monthly payment basis,
assuming that it is a fixed interest rate, the lender will want to be paid in
advance for the use of the funds from February 15 to March 1. This interest
adjustment is then advanced from the mortgage funds provided to you on
February 15 so that the interest is prepaid up to March 1. When your normal
mortgage payment is made on April 1, it would cover the one-month interest
for the month of March, plus a small repayment of the principal. Not all
lenders require this arrangement, but you should know in advance so that you
are aware of the net proceeds that you will receive on the mortgage.

Interest

Interest is, of course, the cost of having the funds paid to you under a mortgage.
What you will have to pay to the lender in interest, and the steps you should go
through to obtain the most attractive interest rate, have been discussed.

Provincial Mortgage Filing Tax

Most provinces charge a tax or a fee for filing a mortgage in the land registry.

Provincial Property Purchase Tax Fee

Some provinces charge a tax for transferring title in property. The tax formula
varies, depending on the province.

Legal Fees and Disbursements

You are responsible for paying the lawyer’s legal fees as well as out-of-pocket
disbursements that the lawyer incurs relating to the preparation and filing
of the mortgage documentation. Disbursements would cover such things as:
property search, photocopy expenses, courier costs, and other costs associated
with the preparation and registration of the mortgage. The disbursement costs
would normally include the provincial mortgage filing tax or fee referred to
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earlier. It is usual for lawyers to deduct the legal fees and disbursements directly
from the money to be advanced under the mortgage.

Sometimes lenders require that you use a particular law firm. Alterna-
tively, they might provide you with a list of approved law firms and you can
select which firm you would prefer to deal with. At other times the lender will
permit you to use a lawyer of your choice. In all cases you are responsible for
the legal fees and disbursements. Due to the competitive nature of the market-
place, some lenders will offer to pay all your legal costs and disbursements
related to the mortgage, and sometimes the transfer of title as well.

Defaulting on Your Mortgage

As long as you meet the payments and the terms as agreed with the mortgage
company, the mortgage company cannot commence any action to foreclose on
the property or obtain an order for sale. On the other hand, if you have diffi-
culty with your payments or breach any terms of the mortgage, the lender can
resort to severe measures to protect its security. Defaulting on a mortgage has
potentially serious consequences. If you are consistently late, this could affect
your credit rating, and also your ability to renew your mortgage or obtain other
mortgages in the future.

This section will cover factors that constitute default, the borrower’s
(mortgagor’s) options, and the lender’s (mortgagee’s) options. It is not within
the scope of this book to go into any more detail on mortgage default or
foreclosure other than to give an overview of the issues to consider.

Factors that Constitute Default under a Mortgage

The mortgage agreement sets out in considerable detail what is required of the
borrower. Some of the most common clauses were discussed in a previous sec-
tion. The main areas of default would be:

V' failure to make your mortgage payments

Vv failure to pay your taxes

V' failure to have insurance, or sufficient insurance

v

failure to obey municipal, provincial, or federal law as it relates to the
premises that you have mortgaged

<

failure to maintain the premises in a habitable condition

<

failure to keep the premises in proper repair

vV deliberately damaging the property that secures the mortgage.
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Borrower’s Options on Default

If a mortgagor is having difficulty maintaining payments under the mortgage,
there are many options to consider. You can do the following:

\/

<

< <

\/

Make arrangements with the lender for a waiver of payments for a
period of time (e.g., three or six months) or arrange for partial pay-
ments to be made, which is normally done if the borrower is sick,
injured, laid off, or has a reduced monthly income to debt service the
mortgage due to a marital separation, a spouse who has been laid off,
or other such factors.

Reschedule the debt and make new payment arrangements.

Refinance the mortgage with another lender on terms that are more
flexible and appropriate in the circumstances.

Provide additional security to the lender in order to negotiate
concessions.

Put the property up for sale.

Transfer the property to the lender. This is not always feasible or desir-
able from the owner’s or the lender’s perspective.

Exercise your right of redemption. You are generally entitled to this by
law. This means you pay the arrears outstanding under the mortgage,
which generally prevents the mortgagee from commencing or from
continuing foreclosure or power of sale proceedings. An exception is
that if there is an acceleration clause, which many mortgages have, the
lender is entitled to deem the full amount of the mortgage immediately
due and payable. In that event you would have to pay the full amount
of the mortgage in order to stop foreclosure proceedings.

Some provinces have legislation restricting the application of accel-
eration clauses. In many provinces you have a right of redemption of
from one to six months in order to pay the lender, or the lender would
be entitled to take over the property or sell it, among other measures.

Ask the court for more time. If you know that you will not be able
to pay off the lender within the right-of-redemption period, you are
entitled to ask the court for an extension of time. Whether the court
grants an extension depends on the circumstances.

For example, it is in your favour if you had previously lost your job and
you are now employed, you are expecting proceeds from an inheri-
tance, or you are having family members raise funds for you. All of
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these are factors that could show that the delay request is based on a
realistic assessment of your ability to make the necessary payment.
Having a substantial equity in the property would also assist you.

Mortgagee’s (Lender’s) Options on Default

If you are in default and, despite all your efforts, are unable to come to terms
with the lender, the lender has various options. Generally the last thing lenders
want to do is take over the property, as there are other options that are more
appropriate, depending on the circumstances. The lender is required to go to
court and get approval for most of the main measures available. That gives you
an opportunity to present your side of the situation and reveal unique circum-
stances if you so wish.

Legislation governing the mortgage is provincial and can vary between
the provinces. For the most part, though, the following measures would be
available to the lender:

v Pay taxes, maintenance fees, or insurance premiums on your behalf.
The lender then adds these payments onto your total mortgage debt
and charges interest on the amount.

V' Obtain an injunction from the court that you stop carrying on some
improper or illegal activity. In addition, the order could require you
to perform some specific obligation under the mortgage document to
protect the mortgage security. You would have to pay the lender’s costs
of obtaining the injunction.

V' Obtain a court order to appoint a receiver of the rents to pay the mort-
gage payments. This procedure is not often utilized except in serious
situations involving revenue property. In reality, if you have borrowed
money for revenue property, the lender will probably have asked you
to sign an assignment of rents at the outset. The lender then can auto-
matically notify all tenants to direct the rent payments to the lender if
you default on the payment terms in the mortgage.

V' Obtain a court order to put the property into receivership. In this case
an independent party, called a receiver-manager or receiver, takes pos-
session of the property on behalf of the lender and maintains it. This
procedure is usually utilized in the case of revenue property if other
remedies are not more efficient, and if the property is held in a cor-
porate (rather than a personal) name, which has given the bank a
debenture (a security document).
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V' Accelerate the mortgage. The lender can either request the arrears
under the mortgage, or deem the full amount of the balance outstand-
ing on the mortgage as immediately due and payable. The lender
cannot request this latter course unless there is an acceleration clause
in the mortgage. Some provincial legislation restricts the use of accel-
eration clauses, as noted earlier.

V' Sell the property. The lender would be able to put your property up for
sale and sell it if you are in default in your payments over a set period
of time. The period of time depends on the province. In many cases
the lender will go through the court to get a court order for a sale so
that the court can monitor the sale price and therefore minimize the
risk of a borrower's claim that the house was undersold. In other cases
the lender does not have to go to court to list it for sale.

V' Sue the borrower personally for the debt outstanding. The borrower’s
liability under the terms of the mortgage remains an option for the
lender whether or not the property has been sold. If it is sold, the bor-
rower is responsible for any shortfall. If the property is being held in
a corporate name, the lender usually requests a personal guarantee of
the people behind the corporation. The lender is not required to com-
mence other actions such as foreclosure or sale of the property.

V' Foreclose against the property. In a foreclosure, the lender requests
that the court extinguish your property rights and transfer all legal
interest that you have, including the right of possession and legal title,
to the lender. In this situation the lender is entitled to all the equity in
the property. The courts are generally involved in this procedure and
your rights are protected in that regard. For example, the court would
consider it unfair to you if you had considerable equity in the property.
It would probably advise the lender that instead of foreclosure, there
should be an order for sale. In that event, the equity in the mortgage
property would be able to go to the mortgagor after all the costs asso-
ciated with the sale had been paid off. These costs would include the
sales commission, the lender’s legal expenses and disbursements, plus
any principal and interest outstanding. In practical terms, therefore,
lenders foreclose probably less than 1% of the time. The most com-
mon method of recovery is sale of the property.

As you can see, there are many factors to consider if you are having
financial difficulties with your mortgage. The circumstances of your default
will make a difference in terms of what steps you wish to take. Contacting the
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lender and attempting to negotiate a resolution is clearly the first step toward
resolving the problem. If that does not turn out to be a satisfactory procedure,
it would be prudent to obtain advice from a lawyer specializing in foreclosure
matters, so that you are fully aware of your available rights and options. Your
lawyer could also negotiate with the bank on your behalf.

Creative Financing

Sometimes the only way to make a particular deal work is with creative financ-
ing. This simply means that financing is arranged legally but in non-traditional
ways. The standard fixed-payment bank mortgage, for example, would be
considered traditional financing. A regular payment is made monthly, with the
interest due applied first and the balance to the reduction of the principal. Here
are some alternative creative-financing techniques.

Interest Deferral

Interest is still calculated as usual, but payment of the interest is delayed. This is
sometimes referred to as a balloon payment mortgage.

Equity Participation

In exchange for lending money with attractive terms, the lender shares in the
price increase (equity) in the property.

Mortgage Assumption

Rather than taking out a new mortgage, the purchaser assumes the vendor’s
existing mortgage. The vendor should normally negotiate a full release of any
future obligations under the mortgage.

Variable-Rate Mortgage

Interest rate is adjusted according to an index (e.g., Bank of Canada’s prime
rate), but at certain intervals and with a limit on the amount of interest. Terms
and payment may be adjusted. Many lenders have the option that you can
quickly convert your variable-rate mortgage into a fixed-term mortgage if you
think interest rates are going to rise.

Reverse Mortgage

Owners of property with substantial equity can receive regular monthly pay-
ments that have to be repaid at a later time, generally at the time of the house’s
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sale or the debtor’s death. In effect, it is similar to an annuity. Retired people
tend to find this an appealing program. A minimum age of 62 is generally
required. There are drawbacks to a reverse mortgage, the main one being that
the interest can rapidly add up, diluting considerable equity over time. As with
any financial decision, you need to analyze the pros and cons. In some cases,
it might be a better alternative to simply borrow money on a line of credit
secured by your home.

Graduated Payment Mortgage

In this example, the payments start at a lower monthly amount and gradually
increase over time. Over the term of the mortgage (e.g., five years), the monthly
payments could average out. This mortgage is common for people who have
investment property but don’t want to have negative cash flow. The monthly
payments therefore increase with the monthly cash flow over time.

The following section discusses negative cash flow.

Dealing with Negative Cash Flow

Negative cash flow has to be taken in perspective. It simply means that there is a
shortfall every month in terms of monthly financial obligations.

You would normally have to subsidize the shortfall yourself. The negative
cash flow could be temporary and, in relation to the potential of the property,
could therefore be justified. Each situation is unique. There are different ways
of avoiding or dealing with the issue of negative cash flow.

Rent with an Option to Buy

A renter pays an extra premium every month over the base rent, along with an
option to purchase. The vendor would deem the overage to be a down payment
on eventual sale. In the meantime, the vendor has eliminated the cash flow
shortage. If the renter does not exercise the option, the overage is deemed a fee
for the option and is not returned to the renter.

Equity Sharing

Equity sharing was discussed previously in Chapter 1: Understanding Real
Estate Investment in the section on “Buying with Partners.” Basically, it means
the renter pays a monthly premium and shares in the equity buildup when the
property is sold. Generally the renters also have a first option to buy.
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Graduated Payment Mortgage

This was covered in the previous section, and is an effective way of dealing with
negative cash flow.

Purchase Lower Priced Home

Obviously, one way of dealing with the problem is to reduce the amount of
negative cash flow by having a lower monthly debt.

Rent Out the Basement Suite

If you have an investment property with a self-contained suite, rent it out
separately.

Refinance the Property

If interest rates have dropped, you may be able to refinance the property. Even
if you have to pay a penalty on a closed mortgage, you could still be further
ahead over time in terms of the savings. Your calculations will tell you the cost/
benefit. Also, consider locking in a long-term, fixed-rate mortgage (e.g., five
years or more) if interest rates are at an attractive level.

Rent to Singles

You can probably generate considerably more revenue by renting a house to,
say, six singles rather than a married couple with a family. The extra revenue
could eliminate any negative cash flow. Of course there is potential for non-
payment and wear and tear, especially if the singles are college or university
students. Careful selection and monitoring should minimize the risk.

Obtain a Longer Amortization Period

As you know, the longer the amortization period, the lower the monthly rates.
So a 30-year period will have lower payments than a 20-year period.

Reduce Expenses

Review all the expenses that are being incurred, and look for ways to reduce
them. (Refer to the section on “Saving on Expenses” in Chapter 10: Managing
Your Property.)
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Increase Your Income

There are many ways of doing this. Refer to the section on “Increasing Revenue

Property Income” in Chapter 10: Managing Your Property.

Negotiate a Lower Purchase Price

If you know in advance that you will have a shortfall (which you normally

should, of course), use that as leverage to attempt a price reduction.

Pay a Larger Amount Down

Clearly, this will reduce the monthly debt servicing and reduce or eliminate the

cash flow shortfall.

Web Sites of Interest

Here are several Web sites that should assist you in your information and educa-

tion research. Many of these sites have been referred to throughout this chapter.

Appraisal Institute of Canada:
Bank of Canada:

Canada Mortgage and Housing
Corporation (CMHC):

Canadian Institute of Mortgage Brokers
and Lenders:

Canadian Life and Health Insurance Association:

Equifax Canada:

First Canadian Title Insurance:

GE Mortgage Insurance Canada:

Google Internet Search:

Insurance Brokers Association of Canada:

MoneySense Magazine:

www.aicanada.ca

www.bankofcanada.ca

www.cmhc-schl.gc.ca

www.cimbl.ca
www.clhia.ca
www.equifax.ca
www.firstcanadiantitle.com
www.gemortgage.ca
www.google.ca
www.ibac.ca

Wwww.moneysense.ca
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Summary

When you are considering financing a property, there are numerous options
available. This chapter provided a detailed overview of locating, selecting, and
negotiating mortgage financing. It covered the various types and sources of
financing, and tips on determining your needs and successfully attaining your
objectives. Pitfalls to avoid were also covered throughout the chapter.

Financing goes hand-in-hand with understanding the legal issues of
property ownership, which are discussed next.



Understanding the
Legal Aspects

It is important to understand the legal issues and terminology in order to
discuss the appropriate matters clearly with your lawyer and make the correct
decisions. Every aspect of a real estate purchase for personal use or investment
involves legal implications, so you want to avoid legal problems.

This chapter explains different kinds of property ownership, the legal
documents involved in the purchase and sale of real estate, the implications
of backing out of an agreement, services provided by a lawyer, types of listing
agreements, and legal structures to hold revenue property.

Types of Ownership of Property

Types of Interest in Land

There are several types of legal interests in land, the most common being free-
hold and leasehold.

Freehold

This type of ownership entitles the owner to use the land for an indefinite
period and to deal with the land in any way desired, subject to legislation (e.g.,
municipal bylaws, hydro utility easements or rights of way, provincial mineral
rights), contractual obligations (e.g., subdivision restrictive covenants), and
any charges that encumber the title of the property and are filed in the pro-
vincial land titles office (e.g., mortgages, liens, judgements). Another term for
freehold is “fee simple.”

Leasehold Interest

In a leasehold interest, the holder of the interest in land has the right to use the
land for a fixed period, e.g., 50 or 99 years. The owner of the property (landlord
or lessor) signs an agreement with the owner of the leasehold interest (tenant
or lessee) that sets out various terms and conditions of the relationship. The
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leasehold interest can be bought and sold, but the leaseholder can sell only
the right to use the land for the time that is remaining in the lease, subject, of
course, to any conditions contained in the original lease.

Both freehold interest and leasehold interest can be left in your will as an
asset of your estate, or specifically bequeathed in your will.

Types of Joint Ownership in Property

You may wish to have shared ownership in the property with one or more
other people. There are two main types of legal joint ownership: joint tenancy
and tenancy in common. (Chapter 1: Understanding Real Estate Investment
has a section on “Buying with Partners.”)

Joint Tenancy

In a joint tenancy, an owner has an undivided but equal share with all the other
owners. No one person has a part of the property that is specifically his or hers
because all the property belongs to all of the owners. At the time of purchasing
the property, all the people who are joint tenants will be listed on the title of the
property equally and each of the joint tenants has the right in law to possession
of the whole property. These are the essential conditions involved in joint ten-
ancy, and if any of these conditions are not met, then the ownership is deemed
to be a tenancy in common and not joint tenancy.

One of the main features of a joint tenancy is the right of survivorship.
This means that if one of the joint tenants dies, the others automatically and
immediately receive the deceased person’s share, equally divided. In other
words, the deceased person’s share in the joint tenancy is not passed on as an
asset of his or her estate to beneficiaries, whether or not a will exists. It is fairly
common for a couple to hold the legal interest in the property by means of a
joint tenancy. Thus, you should consider tenancy in common if you do not
want to have your interest go automatically to other parties.

Tenancy in Common

In this form of ownership, the tenants can hold equal or unequal shares in the
property. Each party owns an undivided share in the property and therefore is
entitled to possession of the whole property. For example, there could be five
people who are tenants in common, but four of them could own one-tenth of
the property each, and the fifth person could own six-tenths of the property.



Understanding the Legal Aspects 171

If the holder of a tenancy in common wishes to sell or mortgage his interest
in the property, that can be done. If a buyer cannot be found and the tenant in
common wants to get his money out of the property, he can go to court and,
under a legal procedure called partition, request that the court order the property
to be sold and that it distribute the net proceeds of sale proportionately.

Tenancy in common does not carry an automatic right of survivorship as
joint tenancy does. In other words, if one of the tenants in common dies, the
interest does not go to the other tenant(s), but to the estate of the deceased.
If there is a will, the interest is distributed under the terms of the will. If the
deceased person does not have a will, there is provincial legislation to deal with
that type of situation, and the person’s assets, which would include the tenancy
interest, would be distributed to relatives according to the legislation.

There are various reasons why some people prefer tenancy in common to
joint tenancy.

V' If you are purchasing property for investment purposes with people
who are not relatives, you may not want them to automatically have
your interest in the property in the event of your death.

V' If you have been previously married, have children from a previous
relationship, and have since remarried, or are living in a common-law
relationship, you may want to specify in your will that a certain portion
of the value of the estate goes to those children individually or collectively.
The only way this can be dealt with is in a tenancy-in-common situation
because the interest would be deemed to be an asset of one’s estate.

V' If you are putting unequal amounts of money in the property, a ten-
ancy-in-common structure would reflect those different contributions
in terms of the percentage interest in the property.

Written agreements should be signed by tenants in common, setting
out the procedures if one of them wants to get out of the situation. This is a
prudent procedure that can be accomplished by giving the others the first right
of refusal on a proportional basis to buy out the interest, or there could be a
clause requiring the consent of the other tenants in common in approving a
potential purchaser, or there could be a provision requiring a certain period
of notice to the other tenants before the property is sold. Another case when
tenancy in common might be preferable would be when one of the owners
of the property wishes to have the personal independence to raise money for
other outside interests, e.g., a business. In many cases the tenancy-in-common
portion could be mortgaged without the consent of the other parties.
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Understanding the Purchase-and-Sale Agreement

The most important document you will sign will be the offer to purchase,
which, if accepted, becomes the agreement of purchase and sale. It sets out the
terms and conditions between the parties and, as in any contract, it is legally
binding if there are no conditions in the contract that have to be met before
it becomes binding. Of course, there can be verbal contracts, but all contracts
dealing with land must be in writing to be enforceable. That includes a pur-
chase-and-sale agreement or a lease, which, of course, is also a contract.

This section will cover the elements that make up a contract, legal impli-
cations of backing out of the agreement, and how to understand the contents
of a purchase-and-sale agreement.

Elements of a Contract

Five main elements have to be present in order for a contract to be valid. These
are mutual agreement, legal capacity, exchange of consideration, intention to
be bound, and compliance with the law.

Mutual Agreement

There must be an offer and an acceptance. The terms and conditions of the
bargain must be specific, complete, clear, and unambiguous. The parties to the
contract must be sufficiently identifiable.

An offer may be withdrawn (revoked) any time before acceptance by
either party as long as that revocation is transmitted to the other party—ideally
in writing so you have proof. If the offer has already been accepted without
condition and signed to that effect before receipt of the revocation, a binding
contract has occurred.

Legal Capacity

The parties to a contract must have the capacity to enter into a legally binding
contract, otherwise the contract cannot be enforced. Each party to a contract:

vV must be an adult, i.e., over the “age of majority,” which varies from
province to province but is usually 19 years or older

V' must not have impaired judgement, i.e., the party must understand the
nature and quality of what is involved in signing the contract; if a person
is impaired by drugs, alcohol, stroke, or mental infirmity (diminished
capacity), that would invalidate the contract if it could be proven
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V' must not be insane in medical and legal terms

v must be able to act with free will, i.e., is not under duress or threat or
intimidation.

Exchange of Consideration

This concept means that “something of value” must be exchanged by the
parties in order to bind the contract. Usually money changes hands, but “con-
sideration” could mean another property by exchange, something of value to
the other side such as a service or product or other benefit, or a promise to do
something in exchange for a promise to do something.

Intention to Be Bound

The parties must have the intention of being bound by the agreement and
its commitments, and they must expect that it will be a bargain that could be
enforced by the courts.

Compliance with the Law

A contract, to be enforceable, must be legal in its purpose and intent. The
courts will not enforce a contract that is intended to, or has the effect of,
breaching federal, provincial, or municipal legislation.

Legal Options and Implications of
Getting Out of a Signed Contract

There are instances where either the vendor or the purchaser may wish to back
out of an agreement. You have to be careful because legal problems can result
in litigation, and litigation is expensive, time-consuming, stressful, protracted,
and uncertain in outcome. Get legal advice before you act. Some examples are
discussed below.

Rescission

In several provinces and states there is a “cooling-off” or rescission period,
whereby the purchaser of a new property has a period of time (usually from
3 days to 30 days) to back out of the contract by giving notice to the vendor in
writing before the deadline. The vendor is obliged to pay back without penalty
all the money that the purchaser has placed on deposit. In cases where legisla-
tion does not give an automatic right to rescission, the documents that are a
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part of the property package may have a rescission period built in. If you do not
have a statutory (by law) right to rescission and it is not part of the documents
relating to the purchase of a new property, then you may want to make it a con-
dition of your offer.

Specific Performance

If the vendor or purchaser refuses to go through with a purchase-and-sale
agreement when there are no unfulfilled conditions attached to the agreement,
the other party is entitled to go to court and request the court to order that the
breaching party specifically perform the terms of the agreement, e.g., complete
the transaction. The party who succeeds in obtaining the court order would be
entitled to ask for the costs of the application from the court. Generally, court
costs awarded represent about 25% to 40% of the actual legal costs incurred;
therefore, those who win at court ultimately lose financially in terms of total
cost recovery of legal costs expended.

Damages

If one party refuses to complete the agreement, instead of suing for specific
performance of the terms of the agreement, the other party can sue for dam-
ages. Damages mean the financial losses that have been incurred because the
other party failed to complete the bargain. There is a basic legal maxim that
says “to get financial damages (compensation), you have to prove you have
suffered financial damages.” For example, if a vendor refused to complete the
deal because he thought he could make $50,000 more on the sale of the house
(if the price had gone up considerably), and if in fact it could be shown that
he did sell it for $50,000 more after refusing to go through with your signed
commitment, then you could claim $50,000 damages plus court costs. Your
loss could be quantified, assuming that there were no other reasons that could
explain the differential in price. Alternatively, if the purchaser fails to complete
and the vendor can show that he was relying on those funds and therefore the
purchase he had planned failed to occur, and so on down the line with various
back-to-back purchases and sales that were all relying on the first, there could
be considerable damages for which the purchaser may possibly be liable. These
are called “consequential” and “foreseeable” damages. This is a complex area of
law and skilled legal advice is critical.

If the house value has not gone up or down by the purchase date, and
if, for example, another purchaser was found and no other losses occurred,
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the vendor (in this example) could attempt to claim the deposit funds as
“liquidated damages.” This is generally negotiable unless it states clearly in
the agreement of purchase and sale that the deposit funds automatically and
irrevocably go to the vendor.

Conditional Contract

If the vendor or purchaser has preliminary conditions built into the purchase-
and-sale agreement (“subject to” clauses), and those conditions cannot be met,
no valid binding contract exists and neither party is liable to the other.

Void Contracts

A contract is void and unenforceable if the required elements that make up a
contract (discussed earlier) are not present, or if the contract is prohibited by
statute (e.g., municipal, provincial, or federal law).

Voidable Contracts

If one of the parties has been induced to enter into the contract on the basis of
misrepresentation—whether innocent, negligent, or fraudulent—that party
may be entitled to void the contract. If the misrepresentation was innocent,
generally only the contract can be cancelled and any money returned, and
no damages can be recovered in court. If there is negligent or fraudulent
misrepresentation, however, not only can the contract be cancelled, but dam-
ages can also be recovered in court. For example, if the vendor was going to
provide vendor-back financing and relied on the purchaser’s representations
concerning his creditworthiness and ability to pay, but prior to completion
of the transaction (by doing a credit check and/or other investigation) the
vendor finds out that the purchaser is a terrible credit risk, then that could be
deemed to be negligent or fraudulent misrepresentation. For that reason the
contract could be cancelled. To give another example, if the purchaser finds out
before completion that the representation of the vendor or the vendor’s agent
is grossly untrue (e.g., that zoning has been approved for subdivision purposes,
and investigation shows that no application has been made for subdivision
purposes), then the purchaser could get out of the contract and sue to recover
damages, if any can be proven.

These are just some examples of things that could affect the validity or
enforceability of a contract. Competent legal advice in advance from a skilled
real estate lawyer is needed to minimize potential problems.
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Understanding the Purchase-and-Sale Agreement

Most purchase-and-sale agreements come in standard formats, with standard
clauses, and are drafted by the builder, the local real estate board, or commercial
stationers. There are generally spaces throughout the agreement for additional,
customized clauses. A contract prepared by a builder has distinctly different
clauses from those of a standard form for resales, and there are considerable
differences in the standard contract clauses among builders and among real
estate boards.

There is a high risk that the standard clauses, or additional ones that
you may choose to insert, will not be comprehensive enough for your needs;
you may not even understand them, or their implications, and may sign the
agreement nevertheless. That is why it is so important to have a lawyer review
your offer to purchase before you sign it. Regrettably, only a small percentage
of people do this, because they either don’t realize they should, perceive it
will be an unnecessary or costly legal expense, or are naive or too trusting. It
would be a false economy to save on a legal consultation, as the costs to obtain
a legal opinion are very reasonable relative to the risk involved in signing a bad
contract. Alternatively, rather than seeing a lawyer before submitting an offer
to purchase, some people may wish to insert a condition that states the offer is
“subject to approval as to form and contents by the purchaser’s solicitor; such
approval to be communicated to vendor within X days of acceptance, or to be
deemed to be withheld.”

There are many common clauses and features contained in the purchase-
and-sale agreement, many of which vary from contract to contract according to
various circumstances—whether one is purchasing a new or a resale property,
type of property, revenue property, etc. Here is a brief overview of some of the
common features of the agreement for purchase and sale.

Amount of Deposit

A deposit serves various purposes. It is a partial payment on the purchase price,
a good-faith indication of seriousness, and an assurance of performance if all
the conditions in the offer to purchase have been fulfilled. The deposit is gener-
ally 5% to 10% of the purchase price. If there were conditions in the offer, and
these conditions were not met, then the purchaser is entitled to receive a refund
of the full amount of the deposit. This is one reason why it is important to have
conditions or “subject to” clauses in the offer to protect one’s interests fully.
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Most agreements for purchase and sale have a provision that gives the vendor
the option of keeping the deposit as “liquidated damages,” in the event that the
purchaser fails to complete the terms of the agreement and pay the balance of
money on the closing date.

When making a deposit, it is very important to be careful to whom you
pay the funds. If you are purchasing on a private sale and no realtor is involved,
never pay the funds directly to the vendor; pay them to your own lawyer
in trust. If a realtor is involved, the funds can be paid to the realtor’s trust
account or your own lawyer’s trust account, as the situation dictates. If you are
purchasing a new property from the builder, do not pay a deposit directly to
the builder. The money should go to your lawyer’s trust account, or some other
system should be set up for your protection to ensure that your funds cannot
be used except under certain conditions based on those that are clearly set out
in the agreement. The risk is high in paying your money directly to a builder
because if the builder does not complete the project and goes into bankruptcy,
you could lose all your money and, in practical terms, could have great diffi-
culty getting it back. Although several provincial governments have brought in
legislation dealing with new property projects to protect the public on the issue
of deposits—as well as many other property risk areas—legislation provides
only partial protection.

Another matter you have to consider is interest. If you are paying a
deposit, you want to ensure that interest at the appropriate rate or based on the
appropriate formula is paid to your credit. In many cases, deposit monies can
be tied up for many months, and that could represent considerable interest.

Conditions and Warranties

It is important to understand the distinction between conditions and warran-
ties, as it is very critical to the wording that you would use in the agreement.

A condition is a requirement that is fundamental to the very existence of
the offer. A breach of condition allows the buyer to get out of the contract and
obtain a refund of the full amount of the deposit. A buyer’s inability to meet
the condition set by a vendor permits the vendor to get out of the contract.

A warranty is a minor promise that does not go to the heart of the contract.
If there is a breach of warranty, the purchaser cannot cancel but must complete
the contract and sue for damages. Therefore, if a particular requirement on
your part is pivotal to your decision to purchase the property, it is important to
frame your requirement as a condition rather than as a warranty. Both vendor
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and purchaser frequently insert conditions into the agreement. These condi-
tions are also referred to as subject clauses and should:

v
v

Be precise and clearly detailed.

Have specific time allocated for conditions that have to be removed,
e.g., within 2 days, 30 days. It is preferable to put in the precise date
that a condition has to be removed, rather than merely refer to the
number of days involved.

Have a clause that specifically says that the conditions are for the sole
benefit of the vendor or purchaser, as the case may be, and that they
can be waived at any time by the party requiring the condition. This is
important because you may wish to remove a condition even though it
has not been fulfilled, in order for the contract to be completed.

Here is just a sampling of some of the common subject clauses. There are
many others possible that you or your lawyer may feel it appropriate to insert.

For Benefit of Purchaser

\/

< < <

<L L

title being conveyed free and clear of any and all encumbrances or
charges registered against the property on or before the closing date
at the expense of the vendor, either from the proceeds of the sale or by
solicitor’s undertaking

inspection being satisfactory to purchaser by relative, spouse, partner,
etc. (specify name)

inspection being satisfactory to purchaser by house inspector/contractor
selected by purchaser

sale of purchaser’s other property being made
confirmation of mortgage financing

deposit funds to be placed in an interest-bearing trust account with the
interest to accrue to the benefit of the purchaser

approval of assumption of existing mortgage

granting of vendor-take-back mortgage or builder’s mortgage
removal of existing tenancies (vacant possession) by completion date
existing tenancies conforming to prevailing municipal bylaws
interim occupancy payments being credited to purchase price

review and satisfactory approval by purchaser’s lawyer of the contents
of the agreement of purchase and sale
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warranties, representations, promises, guarantees, and agreements
shall survive the completion date

no urea formaldehyde foam insulation (UFFI) having ever been in the
building

vendor’s warranty that no work orders or deficiency notices are out-
standing against the property or, if there are, that they will be complied
with at the vendor’s expense before closing.

Additional Clauses If Purchasing a Condominium

v

receipt and satisfactory review by purchaser (and/or purchaser’s
lawyer) of project documents, such as disclosure, declaration, articles,
rules and regulations, financial statements, project budget, minutes of
condominium corporation for past two years, management contract,
estoppel certificate, etc.

confirmation by condominium corporation that the condominium
unit being purchased will be able to be rented.

Additional Clauses If Purchasing a Revenue Property

\/

review and satisfactory approval of financial statements, balance sheet,
income and expense statement, list of chattels, list of inventory, names
of tenants, amount of deposits and monthly rents, dates of occupancy,
list of receivables and payables, list and dates of equipment safety
inspections, list of repairs and dates, service contracts, leases, warran-
ties, property plans, and surveys.

For Benefit of Vendor

\/

\/

<

removal of all subject clauses by purchaser within 72 hours upon
notice in writing by vendor of a backup bona fide (legitimate) offer

confirmation of purchase of vendor-take-back mortgage through
vendor’s mortgage broker

satisfactory confirmation of purchaser’s creditworthiness by vendor or
vendor’s mortgage broker

issuance of building permit

builder receiving confirmation of construction financing
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<

registration of a subdivision plan

V' deposit funds non-refundable and to be released directly to the vendor
once all conditions of the purchaser have been met

V' review and satisfactory approval by vendor’s lawyer of the contents of
the agreement of purchase and sale.

Risk and Insurance

It is important that the parties agree to an exact date when risk will pass from
the vendor to the purchaser. In some cases the agreement will state that the risk
will pass at the time that there is a firm, binding, unconditional purchase-and-
sale agreement. In other cases the contract states that the risk will pass on the
completion date or the possession date. In any event, make sure that you have
adequate insurance coverage taking effect as of and including the date that you
assume the risk. The vendor should wait until after the risk date before termi-
nating insurance.

Fixtures and Chattels

This is an area of potential dispute between the purchaser and vendor unless it
is sufficiently clarified. A fixture is technically something permanently affixed
to the property; therefore, when the property is conveyed, the fixtures are
conveyed with it. A chattel is an object that is moveable; in other words, it is
not permanently affixed. Common examples of chattels are washer and dryer,
refrigerator, stove, microwave, and drapes.

A problem can arise when there is a question of whether an item is a
fixture or a chattel. For example, an expensive chandelier hanging from the
dining room ceiling, gold-plated bathroom fixtures, drape racks, or television
satellite dish on the roof might be questionable items. One of the key tests is
whether the item was intended to be attached on a permanent basis to the
property and therefore should be transferred with the property, or whether
it was the vendor’s intention to remove these items and/ or replace them with
cheaper versions before closing the real estate transaction.

In general legal terms, if it is a fixture and it is not mentioned in the
agreement, it is deemed to be included in the purchase price. On the other
hand, if it is not a fixture and no reference is made to it in the agreement, then it
would not be included in the purchase price. To eliminate conflict, most agree-
ments for purchase and sale have standard clauses built into them stating
that all existing fixtures are included in the purchase price except those listed
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specifically in the agreement. In addition, a clause should list any chattels specif-
ically included in the purchase price, and they should be clearly described.

Adjustment Date

This is the date used for calculating and adjusting such factors as taxes, main-
tenance fees, rentals, and other such matters. As of the adjustment date, all
expenses and benefits go to the purchaser. For example, if the vendor has paid
the maintenance fee for the month of March and the purchaser takes over
with an adjustment date as of March 15, there will be an adjustment on the
closing documents showing that the purchaser owes half of the amount of the
prepaid maintenance fee to the vendor for the month of March. (A discussion
of adjustments for property tax is included in Chapter 5: Understanding the
Financing Aspects.)

Completion Date

This is the date when all documentation is completed and filed in the appropri-
ate registry and all monies are paid out. The normal custom is for all the closing
funds to be paid to the purchaser’s solicitor a few days prior to closing. As soon
as all the documents have been filed in the land registry office and confirmation
has been obtained that everything is in order, the purchaser’s solicitor releases
the funds to the vendor’s solicitor. The steps taken by the lawyers for the vendor
and purchaser relating to the closing date are further discussed later in this
chapter. The adjustment date and the completion date are frequently the same.

Possession Date

This is the date on which you are legally entitled to move into the premises. It
is usually the same date as the adjustment and completion date. Sometimes the
possession date is a day later in order for the vendor to be able to move out; in
practical terms, though, many purchasers prefer the adjustment, completion,
and possession dates to be the same, and make prior arrangements in terms of
the logistics, if it is possible. One of the reasons is that the risks of the purchaser
take effect as of the completion date, and there is always a risk that the vendor
could cause damage or create other problems in the premises if he remains
there beyond the completion date. As soon as your lawyer has advised you
that all the documents have been filed and money has changed hands, the
realtor or lawyer with whom you have been dealing arranges for you to
receive the keys to the premises.
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Merger

This is a legal principle to the effect that if the agreement for purchase and sale
is to be “merged” into a deed or other document, the real contract between the
parties is in the document filed with the land registry. To protect you, it should
be stated in the agreement for purchase and sale that the “warranties, repre-
sentations, promises, guarantees, and agreements shall survive the completion
date.” There are exceptions to the document of merger in cases of mistake or
fraud, technical areas that require your lawyer’s opinion, but it is important to
understand the concept.

Commissions

At the end of most purchase-and-sale agreements there is a section setting
out the amount of the commission charged, which the vendor confirms when
accepting an offer. The vendor should make sure the purchase-and-sale agree-
ment states that, if the sale collapses, at the option of the vendor the deposit
monies can be deemed liquidated damages and the full amount can go to the
vendor. A discussion of the various types of agreements for listing and selling
real estate through a realtor is given later in this chapter.

Services Provided by the Purchaser's Lawyer

There are many services provided by your lawyer at various stages—before the
agreement is signed, after the agreement is signed, just before closing the trans-
action on the closing day, and after closing the transaction. What follows is a
partial summary of some of the matters discussed and services performed in
a typical real estate transaction. Each situation will vary according to the com-
plexity and nature of the transaction.

Before the Agreement Is Signed

V' Discuss the contents of the offer to purchase with your lawyer. If there
is a counteroffer from the vendor, make sure that you continue your
communication with your lawyer before accepting the counteroffer,
unless it is simply a matter of the purchase price.

V' Discuss with your lawyer the ways in which you intend to finance
your purchase.
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V' Enquire as to all the various legal fees and out-of-pocket disbursement
costs that you will have to pay.

V' Ask your lawyer about all the other costs related to purchasing the
property that you should be aware of. The most common expenses are
shown in Checklist 3 in the Appendix.

V' Discuss matters such as your choice of closing date, inspection of the
property before closing, and any requirements that you want the ven-
dor to fulfill.

After the Agreement Is Signed

Once your lawyer has received a copy of the signed agreement, he or she will
carry out a process of thorough investigation to ensure that all the terms of
the contract are complied with and that you obtain clear title to the property
without any problems. In other words, your lawyer will make sure that all your
rights are protected and that you are getting what you contracted for. The types
of areas that a lawyer will check generally include the items below.

Title of Property

An agreement for purchase and sale normally states that the vendor will
provide title free and clear of all encumbrances. Therefore, your lawyer has
to make sure that there are no claims or other filings against the property that
could impair the title that you are purchasing. When searching the title, you
will be able to discover the name of the registered owner, the legal descrip-
tion, the list of charges (matters affecting the property) registered against the
property, and other documents that are filed against the property. The types
of charges that may be shown against the property would include the following.
Different provincial jurisdictions may have varying terminology, but the
concepts are the same.

vV mortgage

V' right to purchase (agreement for sale)

V' restrictive covenant (discussed in Chapter 2)
V' builder’s lien (claim for money owing)

V' easement (discussed in Chapter 2)
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right of way (discussed in Chapter 2)
option to purchase

certificate under provincial family relations legislation, restricting any
dealing with the property

V' judgement

\/

\/

\/
v
\/
\/

caveat (formal notice that someone has an interest in the property and
the nature of that interest)

lis pendens (an action pending relating to the property, e.g., fore-
closure proceedings)

lease or sublease, or option to lease
the government’s mineral rights
condominium project documents

condominium bylaws.

The following documents and items are also generally reviewed:

v
\/
\/

<L LR L

\/
\/
\/

survey certificate

property taxes

outstanding utility accounts

zoning bylaws

status of mortgages being assumed or discharged

ensuring financing will be sufficient and in place on closing
compliance with restrictions, warranties, conditions, and agreements
fixtures and chattels that are included in the purchase price
documents prepared by solicitor acting for seller (if applicable)
survey certificate

all documents required relating to property purchase (e.g., building
regulations, project documents, bylaws, rules and regulations, finan-
cial statements, disclosure statement, estoppel certificate, and other
documents as required)

insurance obtained
mortgage reviewed

benefits of title insurance are considered.
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Title Insurance

Your lawyer could also recommend the benefits of obtaining title insurance for
your peace of mind. Sometimes lenders require it. This insurance protects you
in the event that pre-existing property defects show up after you bought the
property. You would be covered up to the amount of your policy for as long as
you are still the property owner.

The types of risks that are usually covered include: claims due to fraud,
forgery, or duress; work orders; zoning and setback non-compliance or
deficiencies; survey irregularities; forced removal of existing structures,
unregistered rights of way or easements; and lack of vehicular or pedestrian
access to the property. Do your comparison-shopping of policy rates, features,
and coverage. One of the largest title insurance companies in Canada is
First Canadian Title Search (www.firstcanadiantitle.ca). The site has extensive
consumer information.

Just Before Closing the Transaction

Just prior to closing, there are various steps that your lawyer will generally go
through, including the following:

V' preparing documents relating to any sales tax for the chattels that you
may be purchasing

V' preparing any mortgage documents necessary and making arrange-
ments for depositing funding to the lawyer’s trust account from the
mortgage proceeds on filing

V' showing you a purchaser’s statement of adjustments, which gives the
balance outstanding that you must come up with before closing the
transaction; you normally have to provide these funds to your lawyer
two days or more beforehand

<

preparing the vendor’s statement of adjustments
V' receiving for forwarding any postdated cheques required for the mort-
gage lender

V' preparing all documents for filing in the land registry office on the
closing date; if a different lawyer is involved in preparing the mortgage,
that has to be coordinated for concurrent registration.
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On the Closing Day

On the date of closing the transaction, your lawyer will perform various ser-
vices, including the following:

V' Checking on the search of title of the property to make sure that there
are no last-minute claims or charges against the title.

V' Releasing funds held in trust after receipt of mortgage proceeds from
the lender if applicable, and sending an amount to the vendor’s law-
yer based on the amount the vendor is entitled to as outlined in the
purchaser’s statement of adjustments.

V' Receiving a copy of the certificate of possession from the New Home
Warranty Program, if applicable.

V' Paying any monies required on the date of closing as outlined in the
purchaser’s statement of adjustments, e.g., sales tax on chattels being
purchased, land transfer tax as applicable, and balance of commis-
sion owing to the real estate company paid from the proceeds of the
purchase funds due to the vendor, and as outlined in the purchaser’s
statement of adjustments.

V' Holding back any “non-resident withholding tax” if you purchased the
property from a non-resident of Canada. The withholding tax is 25%
of the purchase price. If you fail to have the appropriate funds held
back from the purchase funds, Revenue Canada (CRA) could attempt
to collect the appropriate taxes from you. The premise behind this
requirement under the Income Tax Act is that if the vendor owes any
taxes for capital gains from the sale of the property to you, Revenue
Canada would have difficulty collecting those taxes if the vendor does
not live in Canada and has no other real property assets in Canada.
That is why the onus of responsibility for collection and remittance
of the 25% of the sale price to Revenue Canada is shifted to you. Your
lawyer can tell you more about this.

After Closing the Transaction

Once the purchase has been completed, your lawyer will confirm that fact to
you. You can then make arrangements with the realtor to obtain the keys to your
home, or your lawyer will arrange to get the keys for you. Your lawyer will also:
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V' Send you a reporting letter with all the filed documents and all the
other related documents attached for your records, including an
account for fees and disbursements that have been taken from the
funds that you provided to your lawyer in trust prior to closing.

V' Arrange to obtain and register the appropriate discharges of mortgages
that were paid off from the funds you paid for the purchase, unless the
vendor’s lawyer is attending to this obligation.

V' Ensure that all the vendor’s promises have been satisfied.

There are numerous costs involved in purchasing new property, as shown
in ChecKklist 3 in the Appendix. As to legal fees, you should be able to calculate
them accurately in advance by asking your lawyer, and budget for the costs.
Most lawyers charge a fee based on a percentage of the purchase price. In the
case of condominiums or revenue properties, there is a higher charge generally
for the extra documentation and responsibility involved on the lawyer’s
part, due to the nature of a condominium or revenue property transaction.
Although fees can vary from place to place because of market competition
and other factors, between 3/4% and 1% of the purchase price is normal. This
relates only to legal fees and not to disbursements, which can vary considerably
according to the nature of your transaction. It helps to shop around for legal fee
comparative quotes, as a flat rate quote could be given to you that will save you
money, especially if the lawyer is doing both the transfer of title (conveyance)
and the mortgage documentation preparation.

Services Provided by the Vendor's Lawyer

If you are a vendor, it is important that you obtain a lawyer to represent your
interests in the sale transaction. Whereas it is customary for the purchaser’s
lawyer to be paid a percentage of the purchase price, it is customary for the
vendor’s lawyer to be paid on an hourly basis for time actually expended. In
view of the fact that condominium and revenue property transactions are more
complicated and therefore take longer, you can expect that they will be slightly
more expensive than house purchases. The hourly bill-out rate would normally
be between $100 and $200 or more, depending on the regional location and the
lawyer’s experience and expertise.
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The lawyer acting for the vendor will perform a wide range of services, the
extent of which depends on each transaction. Some of the services that will be
performed at various stages are discussed below.

Before the Agreement Is Signed

Before you sign the agreement, you should have selected a lawyer to represent
you, and discussed the contract with him or her to make sure that you are pro-
tecting your interests and not incurring any additional expense or unnecessary
frustration. If you are presented with a written offer, there are basically three
options open to you:

1. You can accept the offer in the form in which it is presented by signing
the offer. In this event there is a binding contract between you and the
purchaser, once all conditions have been removed.

2. You can alter the offer by making changes that are more suitable to you
and having the offer resubmitted to the purchaser. By making changes
to the purchaser’s offer, you are in effect rejecting the offer and coun-
tering with a new offer. The purchaser can either accept your changes
or make further changes and return the agreement to you, which
would constitute a new offer.

3. You can ignore the offer completely if you feel that it is unrealistic or
otherwise unsatisfactory to you.

After the Agreement Is Signed

Once the bargain has been reached in writing between the vendor and the
purchaser, the vendor’s lawyer will request various documents from the vendor
in order to assist in completing the transaction. The type of material that you
should obtain depends on what is customary in your area and on provincial
jurisdiction. The documents may not all be easily obtained, but you should
attempt to provide the following:

V' real estate tax bills
V' hydro or other utility bills
V' copies of any insurance policies

V' asurvey, if you have one available
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V' a copy of the deed to your home, if you are in a province that has such
a system

V' a copy of any outstanding mortgages, with the address of the mortgage
company and, if possible, the mortgage account number and amorti-
zation schedule

V' if an existing tenancy is being assigned, details on the tenancy and on
any security deposits

V' any condominium-related documents, such as project documents,
bylaws, rules and regulations, estoppel certificate, and others that may
be required

V' any revenue property—related documents such as financial statements,
income and expense statement, balance sheet, list of chattels, names of
tenants, and so on.

Prior to completion of the transaction, you should make arrangements to
notify the utility, cable television, Internet, and telephone companies that you
want service disconnected from your address as of a certain date. Also, advise
your insurance company to cancel the insurance policy on the day after the
closing date.

Just Before Closing the Transaction

Your lawyer will prepare a deed or transfer document that you must sign before
title can be passed to the purchaser. Your lawyer will also review the vendor’s
statement of adjustments. In most provinces or regions the custom is for the
purchaser’s lawyer to prepare the conveyance (property transfer) documents
for the vendor to sign and prepare the vendor’s and the purchaser’s statements
of adjustments. These would then be forwarded to the vendor’s lawyer for
review before the vendor signs.

If there is a mortgage on your home, it is the vendor’s responsibility to
discharge the mortgage so that clear title to the property can be transferred.
Your lawyer, after obtaining a copy of the mortgage statement showing the
balance outstanding as of the closing date, would then “undertake” (legally
promise) to the purchaser’s lawyer that the mortgage would be paid off first
from the proceeds of the purchase.

If you are a non-resident of Canada, there is a withholding tax that will
be kept back from the sale proceeds and remitted to Revenue Canada. This is
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because a non-resident could be making a profit or capital gain on the sale of the
property, and is required to pay tax on that property, but Revenue Canada could
have difficulty collecting from someone outside of the country. That problem
is prevented by having funds paid to Revenue Canada directly from the sale
proceeds. The withholding tax under the Income Tax Act is 25% of the sale price.
Your lawyer will advise you as to the correct amount of withholding tax.

Title Insurance

Your lawyer could advise you to obtain title insurance coverage in case any
defects with your property are discovered after the sale, and a claim is made
against you. Title insurance would cover your liability up to the amount of
your policy, and under the terms of the policy, as long as the risk existed as
of the date of the policy. There are many different types of risks covered by
title insurance, but you need to comparison shop for features, benefits, and
costs. To obtain names of title insurance company Web sites in Canada, go to
www.google.ca and type in key words such as “title insurance Canada.”

On the Closing Day

On the date of closing, your lawyer or your lawyer’s agent will meet the pur-
chaser’s lawyer or lawyer's agent at the land registry office so that the transfer
documents can be filed, changing title.

After Closing the Transaction

After the transaction has been completed, and your lawyer has received the
appropriate money based on the vendor’s statement of adjustments, he or she
will clear off any existing mortgages with those funds and have the mortgages
discharged from the title of the property. You will then receive the balance of
funds after the legal fees and disbursements have been deducted.

Finally, your lawyer will send you a reporting letter setting out the services
that were performed and enclose any appropriate documents for your files.

The Listing Agreement

The real estate listing agreement is usually a partially pre-printed form with
standard clauses and wording. The balance of the agreement, completed by
the agent and the vendor, covers the specific information with respect to
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the property being offered for sale and the nature of the contractual bargain
between the agent and vendor. Because the listing agreement is a binding legal
contract, you should be very cautious about signing it without fully under-
standing the implications of what you are signing. If in doubt, get advice from
your lawyer beforehand. The following section covers the general contents of,
and the types of, listing agreements.

Contents of a Listing Agreement

A listing agreement performs two main functions. First, you are giving the real
estate agent the authority to act on your behalf to find a purchaser for your
property. The agreement sets out the terms and conditions of this agency rela-
tionship, including the commission rate or method of compensation for the
agent’s services, the length of time of the appointment, when and how the fee
or commission is earned, and how and when it will be paid to the agent.

A second feature of the listing agreement sets out the details of the property
being offered for sale. All pertinent details should be set out, including civic
and legal address, list price, size of property, description of the type of property,
number and size of rooms, number of bedrooms, type of heating system, main
recreational features, and other amenities. Any chattels or extra features that
are to be included in the list price should also be set out. For example, such
things as appliances, draperies and drapery track, and carpeting.

You should also insert other particulars in the listing agreement relating
to the property for sale, including details of existing financing, the balance
on the mortgage, the amount of monthly payments, and the due date on the
mortgage. Any other mortgages should be listed as well. Annual property taxes
should be set out, as well as any liens, rights of way, easements, or other charges
on the property.

Once you have come to an agreement on all the terms and you are satisfied
with them, the agreement is signed and witnessed and you receive a copy.

Types of Listing Agreements

There are three basic types of agreements that you may wish to consider
when listing your property with a real estate agent: open, exclusive, and mul-
tiple listing.
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Open Listing

In an open listing, the real estate agent does not have an exclusive right to find
a purchaser for the property; you can sign any number of open-listing agree-
ments with as many different agents as you wish. Only the agent who sells the
property earns a commission. The problem with an open listing is that many
realtors don’t spend a great deal of time on such a listing because of the lack of
assurance that they will ever receive a commission on the sale of the property.
This is because so many other realtors could also be looking for purchasers.
Open listings are more common in commercial sales than in residential
sales, and in any event you should obtain legal advice on drafting an open-
listing agreement if you are considering such an option. To protect yourself,
make sure that the agreement is in writing and the terms clearly spelled out.
Commission rates could be similar to the “exclusive listing” below.

Exclusive Listing

In this example, the vendor gives to the real estate agent an exclusive right to
find a purchaser for the property. This right is given for a fixed period. The real
estate agent is automatically entitled to receive a commission whether someone
else sells the property, the vendor sells the property, or the property is sold at
some future point to someone who was introduced to the property by the real
estate agent during the listing period. The duration of an exclusive listing is
normally 30, 60, or 90 days. In many ways the shorter the time period, the more
energetically the realtor will have to work to achieve the sale. You can always
extend the listing if you are satisfied with the realtor’s performance and service.
The range of commission is between 4% and 5% on the first $100,000, and
2.5% thereafter. If it is raw land, a 10% commission is common. Commissions
can vary and are generally negotiable, depending on the circumstances.

Multiple Listing

With a multiple listing, a realtor is given an exclusive listing, in effect, for a fixed
period of time, but also the right to list the property with the Multiple Listing
Service (MLS). This is a highly sophisticated computerized database that is
available to all members of the real estate boards who participate in the MLS. In
practical terms, this constitutes almost all real estate companies; the entire real
estate network becomes like a group of subagents for the sale of your property.
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If another agent finds a buyer, the selling company and the listing company will
split the commission equally. Multiple listings are generally offered for a mini-
mum of 60 days, but this is negotiable. Commission rates vary between 5% and
7% on the first $100,000, and 2.5% thereafter. Commissions can vary and are
negotiable, depending on the circumstances.

Forms of Legal Structure
to Hold Investment Property

One of the first issues you have to consider when buying investment real estate
is deciding the form of legal structure in which to hold your property. This
will be necessary before you set up a bank account or purchase the property.
Your main alternatives are sole proprietorship, partnership, and corporation. A
general description of each of these follows, along with advantages and disad-
vantages of each.

The type of legal structure you choose will depend upon the type of real
estate investments you wish to acquire, your potential risk and liability, the
amount of money needed to start, what you expect to earn, whether you have
partners, and the tax implications. (See also Chapter 1: Understanding Real
Estate Investment in the section on “Buying with Partners.”) If your risk and
liability are high, the incorporation process will provide some protection. On
the other hand, there may be tax advantages to having a sole proprietorship
instead. Once you become familiar with the differences between each form, you
should consult a lawyer and tax accountant. The decision is an important one.

Sole Proprietorship

A sole proprietorship refers to an individual who owns an investment in his
or her personal name. The real estate investment income (if it is a revenue
business) and the owner’s personal income are considered the same for tax
purposes. Therefore, business profits are reported on the owner’s personal
income tax return and are based on federal and provincial income or loss sched-
ules. Business expenses and losses are deductible. It is advisable, though, to keep
personal and business bank accounts separate. For instance, you may wish to pay
yourself a salary from your business account and deposit it into your personal
account for your personal needs—food, clothing, lodging, personal savings, etc.
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Advantages:

V' There is minimal government regulation.

V' It is relatively easy to roll over into an incorporated company if nec-
essary or desired at some later point.

V' There is total control by the owner, and all profits go to the owner.

V' Itis easy to calculate the capital gain or loss from the investment.
Disadvantages:

V' The owner has unlimited liability; that is, he or she is personally liable
for all debts and obligations of the business.

Partnership

A partnership is a proprietorship with two or more owners. The owners may
not necessarily be 50/50 partners; they may have whatever percentage reflects
their investment and contribution to the partnership. The partners share prof-
its and losses in proportion to their respective percentage interest. While the
partnership has to file a tax return, it does not pay any tax. Instead, the partners
pay tax on the basis of their portion of the net profit or loss. In a partnership,
each partner is personally liable for the full amount of the debts and liabilities
of the business. Each of the individuals is authorized to act on behalf of the
company, and each can bind the partnership legally, except if stated otherwise,
in a partnership agreement. It is sound business advice not to enter into any
partnership arrangement without a written agreement between the partners
regarding responsibilities for financing the business, sharing the profits and
losses, working in the business, specific duties, and other important consider-
ations. Partnerships are governed by provincial partnership legislation.

Advantages:

V' There is minimal government regulation.

V' Itis relatively easy to roll over into an incorporated company if necessary
or desired at some later point.

V' There is joint responsibility; not everything rests on your shoulders.
V' There is greater access to money and skills.

V' You can easily apportion the capital gain or loss from the investment,
depending on your percentage interest.
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Disadvantages:

V' There is potential conflict of authority between partners.

V' There is unlimited liability; all the partners are individually and col-
lectively liable for all the debts and liabilities of the business. Thus, if
one person makes an error in judgement, all partners will be exposed.

V' Ownership and control must be shared, as well as the profits.

Corporation (Limited Liability Company)

A corporation is a business that is a legal entity separate from the owner or
owners of the business. After being incorporated with the provincial or federal
registry, a business must file annual reports, submit regular tax returns, and
pay tax on its profits. The owners are called shareholders and have no personal
liability for the company’s debts unless they have signed a personal guarantee.
The liability of the company is limited to the assets of the company. You can
have a single-shareholder corporation. If there are two or more shareholders,
make sure you have a shareholders” agreement. This is similar to a partnership
agreement. The shareholders elect directors (usually the shareholders), who are
responsible for managing the affairs of the corporation. Directors have some
potential liability to statutory creditors (e.g., Revenue Canada, CRA) for the
company’s debts.

It is advisable to obtain legal and tax advice to assist with the preparation
of the incorporation documents and shareholders” agreements.

Advantages:

V' The shareholders are not personally responsible for any of the debts
or obligations of the corporation unless a shareholder has signed a
personal guarantee.

V' The corporation continues regardless of whether a shareholder dies
or retires.

V' There may be various business tax advantages not available to a pro-
y g p
prietorship or partnership.

V' The tax rate could be lower than for a proprietorship, up to a certain
level of income.

V' You should still be eligible for the personal lifetime capital gains tax
exemption when the property is sold and you obtain a profit on your
initial investment. Get your tax accountant’s advice in advance to make
sure the original deal is structured properly.
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V' There is increased business stability, in that while shareholders may
come and go, the business continues uninterrupted and all property of
the corporation remains intact.

V' Share ownership interest is transferable.

V' A corporation is a separate legal entity from an individual. It may sue
or be sued in its own name.

Disadvantages:

V' Corporations are regulated by each province or the federal govern-
ment. The regulations are more complex than those of the partnership
legislation.

V' The costs of incorporating are higher than costs relating to other
business structures—approximately $400 to $700 plus the lawyer’s out-
of-pocket disbursements, which are approximately $300 to $400.

V' The operating losses and tax credits remain within the corporate
entity; they are not available to individual shareholders if the corpora-
tion is unable to utilize them.

Other Legal Cautions and Protections to Consider

Limiting Your Personal Liability Exposure

If you are operating a small business, or consider your real estate investments
as a business, you also want to protect yourself and your family from creditors.
Here are some techniques to discuss with your lawyer.

V' Don’t sign personal guarantees or limit them. There is no point in
going to the effort of incorporating a company if you nullify the
personal protection by signing a personal guarantee of the corporate
debts. Don’t sign personal guarantees at all, for example, to suppliers,
trade creditors, landlords. Alternatively, only do so for a bank if abso-
lutely necessary, and then limit the amount of liability. For example,
if the company is borrowing $45,000, and there are three partners,
agree to be liable for a maximum of one-third only. Get legal advice
before you sign any personal guarantee to a lender. Remember that the
marketplace is very competitive. Use that knowledge as leverage when
choosing one creditor over another.
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V' Never pledge personal security. Adopt a policy of not pledging any
personal security—your personal car, house or life insurance policy—
under any circumstances.

V' Transfer property and other assets to your spouse. You can transfer the
ownership of your home and other personal assets, such as your car,
to your spouse. That way, the assets are not in your personal name.
In the event of a marital breakup, the matrimonial home is generally
considered to be owned 50/50 in many situations anyway. Also, under
family law legislation of most provinces, family assets are combined
for calculation purposes and then divided in half. Speak to your lawyer
about the laws in your province.

V' Be aware of director liability. If you are a director of a corporation,
you do have liability risks, particularly under provincial and federal
government legislation. For example, there could be potential liability
for corporate tax, GST, provincial employment standards legislation,
provincial sales tax, builder’s lien legislation, etc. Therefore, if you are
a director, consider not owning any personal assets of consequence to
limit the potential risk.

V' Don’t have your spouse as guarantor or director. To limit the family’s
risk, you don’t want to ask your spouse to act as a director or guarantor.

V' Don’t have joint accounts. If you have a joint account, and a credi-
tor garnishees your bank account, they will seize all the funds in that
account. By having separate accounts, you avoid that risk.

V' Consider spousal RRSPs. If your spouse is earning less than you are,
you may wish to contribute to his or her RRSP as a spousal RRSP. You
get the RRSP tax deduction, but your spouse gets the money in his or
her RRSP account. Therefore, if a creditor tries to collect on your RRSP
with a court judgement, there will be less money available. If an RRSP is
collapsed to pay the creditor, there will only be the amount left after
federal tax is taken off the RRSP amount. This fact gives room for your
lawyer to negotiate with the creditor for some creative compromise
settlement—for example, a maximum of 10 cents to 25 cents on the
dollar, with flexible payment terms over time, interest-free. Your lawyer
should be able to negotiate on your behalf, as most people do not have
the skills or objectivity, and are too emotionally involved. Also, your
lawyer should have experience in negotiating, and have more credibility
in the eyes of the creditor.
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V' Consider RRSPs with insurance companies. If you have an RRSP, RRIF,

or non-registered investments with an insurance company, under cer-
tain circumstances, creditors are not able to collect on the RRSP. Check
with your financial and tax adviser and lawyer.

Sign business documents as authorized signatory of corporation. In
order to get the full protection of your corporation, always make it
clear that you are signing on behalf of your corporation. That way, no
one can try to claim that you were signing in your personal capacity.

Consider allocating CPP primarily in spouse’s name. Another income-
splitting option, which also has the effect of putting more money in
your spouse’s hands, is to apportion a certain percentage of your CPP
to your spouse. You are entitled to start taking out your CPP at age 60,
at a reduced amount. This approach means that there is less money
available for creditors from your personal income. Get tax advice on
the appropriateness of this option.

Lend money to your corporation and become a secured creditor. You
could lend money as a creditor to the company and take back security,
like any other creditor could. This could be in the form of registered
general or specific security agreements, assignment of receivables, or
mortgage filed against the property, and so on.

If your company wants to borrow money from a lender, and the lender
does not want its security against your company’s assets to rank in
claim-priority after the security you have previously registered for any
personal loans you have made, you do have an option. You can sub-
ordinate or postpone your claim; in other words, give priority to the
lender’s security. However, your security document remains registered
against the property. You therefore, remain a secured creditor for any
claim you make against the corporate assets, after the lender gets its
money back.

Consider creating a personal management company for your services.
Rather than drawing a salary as an employee of your own company,
you may wish to have a management-consulting agreement with your
own company as an independent contractor. You might consider a
separate corporation as your personal management corporation. There
are various tax and other considerations for this approach.

Make sure you have a will. The legal and financial nightmare your family
will have to deal with if you don’t have a will won’t be the type of legacy
you want to be remembered for. (Refer to Chapter 12: Understanding
Financial and Estate Planning.)
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V If you are interested in a discussion on legal protections relating to
small business, refer to The Canadian Small Business Legal Advisor by
Douglas Gray and The Complete Canadian Small Business Guide
by Douglas Gray and Diana Gray.

Limiting Your Estate Liability Exposure

What if you are currently running your own small business as a real estate
investor when you die? Your business could cease to function, as you are the key
person. If the business goes under, creditors will start looking for assets. If you
are liable under a personal guarantee or as a director, then creditors could make
claims against your estate.

Here are some options to discuss with your professional advisers to
minimize the risk to your estate:

V' Make sure you have a will. A current will that has been drafted with
your lawyer and accountant is the first step. (Refer to Chapter 12:
Understanding Financial and Estate Planning.)

V' Make sure you have a shareholder’s agreement with a buy-sell clause.
This enables one owner to buy out the other’s interest in certain situa-
tions while they are alive or from their estate.

V' Designate beneficiaries of your insurance policies. By designating
beneficiaries in your insurance policies, the money bypasses the will
completely and is therefore not part of your estate. It goes directly
to your designated beneficiaries tax-free. Your personal creditors can
claim only from assets in your estate.

V' Designate beneficiaries for your RRSPs and RRIFs. By designating
a beneficiary for registered retirement plans, you bypass your will
and your estate. The money goes directly to the beneficiary and is
unavailable to creditors. You can also designate beneficiaries for your
non-registered investments.

V' Consider the use of trusts. If you set up a living trust while you are
alive, it bypasses your will and therefore your estate on your death. A
testamentary trust is set up through your will, and takes effect after
your death. Both types divert assets out of your estate, away from
creditors of your estate.

V' For more information on will and estate planning, refer to the latest
edition of the book The Canadian Guide to Will and Estate Planning by
Douglas Gray and John Budd. Also refer to www.estateplanning.ca.
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Keeping Peace in the Family When
Asking for Loans or Investment Money

In a worst-case scenario, if you have a small business or real estate investment
business and your business goes under, ensure that your relationships with your
friends, family, and relatives survive the business ordeal. Here are some do's
and don'ts.

V' Secure loans from family and friends. If you borrow money from friends
and family, consider securing them with security registered against
property, such as a mortgage or general or specific security agreement.
That way they are a secured creditor, like any secured creditor.

V' Consider loans plus equity. You could structure your loans from family
and friends to include an equity (share) feature in your business or real
estate investment as a value-added incentive.

V' Consider a convertible option from loans to equity. You could give an
option to your family or friends who are lending money to be able to
convert those loans in part or in full to share equity if they wanted to
do so later; that is, after the company has proven itself to be viable.

vV Don’t ask family or friends to sign personal guarantees or co-sign.
If you ask family, friends, or your spouse to act as a guarantor or to
co-sign a loan, and the loan is called, you will regret it. The relation-
ship may not survive the financial loss, depending on the amount and
related circumstances.

V' Don’t ask family or friends to act as directors. Being a director carries
a lot of potential liability to a lot of different categories of creditors.
Depending on the business, the risk could be very high. Directors
don’t generally appreciate being sued personally and having all their
personal assets at risk. That process does not bode well for the con-
tinuation of a meaningful relationship.

V' Don’t ask your spouse or partner to consent to a collateral mortgage
on your house, no matter how immune you think you might be to
the statistical reality of business failure. Ask yourself how the quality
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of your marital relationship will be affected in a business downside
situation if the bank starts action to foreclose on the house.

V' Don'’t assign life insurance proceeds. If you assign your life insurance
proceeds to secure a loan and you die, your creditor could get all the
money, leaving nothing for your family. If a creditor insists on insur-
ance and you have tried all alternatives, most banks will offer special
loan insurance. A monthly insurance premium is added to your loan,
and if you die, the loan is paid off in full.

Avoiding the Pitfalls of Litigation

At some point in your business or real estate investment career, you might be
faced with a litigation issue as the plaintiff or defendant. As in any game, litiga-
tion is inherently an adversarial process; if you don’t know how to play it well, or
retain a lawyer who does, the odds of winning are not in your favour. No matter
what debt, breach of contract, or negligence is causing you to consider suing,
keep the following pitfalls and street-smart suggestions foremost in mind.

Avoid Lawsuits Based on Emotion

You might feel that you have been wronged and you are naturally very upset.
Your decision to sue, however, should be based on hard-nosed business reali-
ties. Maybe there is not much money involved, but it is a matter of principle.
Give yourself some time, maybe several months, to see if the intensity of your
emotions subsides. The litigation process itself has enough negative emotion
associated with it.

Have Realistic Expectations

Many people assume that if they are right, they will win at the end of the day.
However, very few issues in law are black and white. The litigation process is
inherently unpredictable. In addition, when you factor in legal fees, even if you
win, the court costs you are awarded amount to only about 15% to 35% of your
legal fees, so you still lose financially. And then you still have the challenge of
attempting to collect on the judgement.
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Assess the Defendants' Assets

You could win at trial, but still be a big-time loser. The defendant could have
no assets in his or her name or have all the assets leveraged up with debt at the
time you commence an action or by the time you get a judgement. A corporate
entity could be a hollow shell without any net worth.

Do an objective risk assessment of the realistic potential of collecting
on a judgement. You could be throwing good money after bad. The negative
learning experience could be seen as a cost of doing business, and you could
then commit to changing your business practices to pre-empt a recurrence.

Weighing Potential Gains vs. Losses

Realistically assess the relative pros and cons of litigation in terms of money
and lost productivity. Can you afford the fight to the end? Have you obtained
three written quotes as to the cost of the complete pretrial and trial process?
Will it cost more than the amount you are claiming? What if you lose? You will
be out not only legal fees, but court costs as well. What if the defendant counter-
claims against you and wins?

Consider a Settlement

Settlements occur all the time. Only about 5% of lawsuits ever end up at trial,
with the exception of small claims court. Even small claims court has a settle-
ment hearing process before trial in many provinces. Settlements allow both
parties to strike a deal and get on with life, saving a lot of court time. Because
of the uncertainty of the trial process outcome, settling for 20%, 30%, 50%, or
70% of the original claim is better than the risk of getting nothing and being
out legal fees as well.

Don't Sue Too Early

Don’t commence your action before you have all the facts. Ideally, you want to
have all your arguments included in your claim to show your opponent that
you have done your homework.

Don't Sue Too Late

If you wait too long, you could miss a statutory time limit to commence your
action. Different actions and different provinces have different time limits.
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Get Expert Legal Advice

This is not a time to use your family lawyer whom you’ve known for a number
of years. Instead, select a lawyer who specializes in the specific area of law or
litigation if it will proceed to court. Before you make any decisions, have at least
three lawyers give you objective feedback on your chances at trial, how long it
will take, and how much it will cost. You need a benchmark for comparison
and to make sure that the advice is consistent and, if not, why not. (Refer to
Chapter 4: Selecting Your Advisory Team.) A few legal consultations will
enhance your knowledge and increase your confidence in your final decision.
Then, sleep on your dilemma for a few weeks or a month. See if you have the
same opinion at the end of that time.

Alternative Dispute Resolution

Using the legal process to resolve a conflict should be a last resort. Apart from
the time and costs involved, the relationship will probably be damaged beyond
repair. If the parties get to the point where they communicate only through
their respective lawyers, it is inevitable that there will be at best a winner and
loser, or more likely two losers. It is doubtful that it will be a win-win situation,
which is obviously the best outcome.

The first step to resolving a dispute is obviously for both parties to sit
down together and attempt to work out a solution that is mutually acceptable.
If a dispute cannot be resolved at this level, the alternative dispute-resolution
(ADR) approach is gaining favour in many types of business conflicts. Trained
professionals can provide mediation and arbitration services for business
disputes, including mediating contract interpretation, disputes or negotiations,
or provide a written opinion proposing a pragmatic, equitable, and reasonable
resolution of conflict.

Mediation is an informal resolution facilitation service. Arbitration is
more formal and is generally governed by the provincial arbitration legislation,
which sets out procedures and protocols. Many lawyers are also accredited
mediators and arbitrators.

As mentioned earlier, for a detailed discussion of legal matters relating
to small business, refer to the most current editions of the books, The Canadian
Small Business Legal Advisor by Douglas Gray, and The Complete Canadian Small
Business Guide by Douglas Gray and Diana Gray.
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Summary

As you can clearly see from reading this chapter, there are many legal issues,
options, and implications to consider when buying, selling, or investing in real
estate. Topics covered include the different kinds of property ownership, what
types of legal documentation are involved when buying or selling real estate,
and what services are provided by a lawyer. Also covered were the different types
of listing agreements and legal structures to hold revenue or investment property.

Part of prudent legal strategic planning is to anticipate and avoid legal
problems and related financial risks. This chapter discussed how to limit your
personal liability exposure and that of your estate in the event of your death.
Tips were given on how to avoid the pitfalls of litigation if a dispute occurs.
Finally, if you decide to borrow money or ask for investment funds from family
or friends, suggestions were given on how to avoid estrangement or conflict with
the people you care about the most.

Hand-in-hand with the financial and legal issues of purchasing a
house are the tax issues, which are discussed next.



Understanding the
Tax Aspects

As you can appreciate, this is a particularly important section, whether you
are buying a principal residence or investment property. The information and
tips suggested will save you money, or at least help you to understand the key
options open to you to save money. As income tax provisions can change at any
time, before making any real estate purchase plans for investment purposes,
make sure you contact a tax accountant to obtain current income tax advice.
(Chapter 1: Selecting Your Advisory Team gives guidelines on how to find a
professional accountant.)

The following discussion highlights the main categories of local, provin-
cial, and federal government taxes that could affect you. It also includes
tax-planning strategies, tax-saving tips, ways of maximizing your deductions,
and avoiding pitfalls.

Local/Regional Taxes

Municipalities assess taxes for various purposes. Some municipalities include
all taxes within one assessment. Others separate out the taxes. The main taxes
are as follows:

Property Taxes

These are generally due on an annual basis, with assessment of value deter-
mined within six months prior to the property taxation year. For residential
property, a “mill rate” is generally determined annually and multiplied by the
assessed value of the property, including the building on the property, to deter-
mine the actual tax due. In many provinces there is a homeowner’s grant that
is subtracted from the gross taxes assessed for your property to determine the
net payable tax you owe. As you might assume, this annual grant is for a prin-
cipal residence only, not an investment property. The grant amount can vary
depending on the age of the homeowner.

If you believe your property taxes are unfair because they are based on an
artificially high assessment of property value, you can appeal the assessment
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notice. For example, when a real estate market has gone down, it is not
uncommon for property assessment appeals to go up because of the lag time
before the assessment reflects the reduction in value. Make sure you don’t miss
the appeal deadline, as the time window can be tight.

Property taxes are generally assessed for municipally supplied services
such as schools, education, roads, and hospitals.

Utility Taxes

These taxes tend to be for services such as water, sewer, and garbage pickup.

Further Information

To obtain further information about the taxes noted above, and other taxes,
contact your lawyer, City Hall, or regional assessment authority.

Provincial Taxes

Many provincial governments charge a property purchase tax when purchasing a
property. This is the main form of provincial tax dealing with property.

Property Purchase Tax

Basically this tax is assessed and paid at the time of purchase based on the
purchase price of the property. The formula for determining the amount payable
varies between provinces.

Further Information

To obtain further information about provincial taxes, contact your lawyer or
the local branch of your provincial government land titles office.

Federal Taxes

There are two main federal taxes: the goods and services tax (GST) and
income tax.

Goods and Services Tax

The GST applies to every “supply” of real property, both residential and
commercial, unless the “supply” can fit within one of the exemptions set out
in the legislation.



Understanding the Tax Aspects 207

The term “supply” has broad meaning. It includes not only sales and leases
of real property but also transfers, exchanges, barters, and gifts. Most services
dealing with the real estate transaction are also covered by the GST. In other
words, whenever you consume a “good,” e.g., buy a product or use a service,
you will be required, in most cases, to pay the 7% tax.

The following overview discusses how certain types of real estate
purchases are affected by or exempted from the GST, and how the GST rebate
system operates. Check with your accountant to make that you are aware of any
changes. Governments tend to modify legislation over time.

How the GST System Works

The purchaser pays the GST to the vendor at the time of purchase. The vendor
then remits the tax to what is colloquially and historically referred to as Revenue
Canada. It is now technically referred to as the Canada Revenue Agency (CRA).
(In this book, the term “Revenue Canada” is used, as it familiar to everyone.)
Sometimes the vendor includes the GST within the purchase price, and other
times it may be added on separately. There are also several categories of GST
exemptions relating to real estate. Although the basic rate of the GST is cur-
rently 7%, that could be changed at any time, of course. Historically, most
countries that have brought in a GST counterpart have increased the percentage
over time.

If you are the purchaser who has to pay GST, you may be able to receive
a partial or full rebate or offset the GST tax paid against GST tax received. It
depends on whether you purchased the property as a principal residence, for
investment purposes, or are in the business of buying and selling properties.

Resale Home or Other Residential Dwelling

If you buy a used residential property as a principal residence, there is no GST
payable on the purchase price. In other words, it is exempt. Revenue Canada
defines “used residential property” to include an owner-occupied house, con-
dominium, duplex, apartment building, vacation property, summer cottage, or
non-commercial hobby farm.

The “used” property definition requires that the vendor must not be a
“builder” as defined in the legislation. A builder is someone who builds or
substantially renovates the property as a business. Used property can also mean
a recently built house that is substantially complete and has been sold at least
once before you buy it.
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If you purchase a resale home that includes a room used as an office, and
you are self-employed, the entire house still qualifies for the GST exemption if
you use it primarily as your residence. However, if you purchase a home that is
used primarily for commercial business purposes, and it is zoned for that type
of operation, at the time of purchase you would be GST exempt only for the
portion that you would reside in.

When purchasing a resale home, you can request that the vendor provide you
with a certificate stating that the property qualifies as “used” for GST purposes.

New Home

When you purchase a newly constructed home from a builder as a principal
residence for yourself or a relative, the entire purchase price, including land, is
taxable. The word “home” refers to a residential dwelling and includes a single
family house, condominium (apartment or townhouse format), or mobile
home. If the home will be your principal residence, it may qualify for a partial
GST rebate, depending upon the sale price.

Purchasers of homes priced up to $350,000 will qualify for the maximum
rebate of $8,750, or 36% of the GST paid on the purchase price, whichever is
less. Since the $8,750 amount is 2.5% of $350,000, a purchaser is really paying
the GST at a rate of 4.5% on a $350,000 home instead of 7%.

If you are purchasing a home priced at more than $350,000 but less than
$450,000, the rebate is gradually reduced, in other words declines to zero on
a proportional basis. On a home priced at $450,000 for example, the full GST
of $31,500 is payable without rebate. There is no rebate for homes selling for
$450,000 or more.

If you are purchasing the home for investment purposes and you intend
to rent out the property to tenants, the full 7% GST is charged on the purchase
price and no rebate is available. If you are purchasing the home through a
limited company, a rebate is not allowed.

Here are some examples of how the rebate is calculated if you are buying
for a principal residence. The term “purchase price” refers to the price paid to
the builder for the home and lot before the GST is calculated, and does not
include any associated realty or legal fees.

Example 1: Formula used for homes selling for $350,000 or less:

If you buy a new home for $150,000, you would calculate the rebate
like this:
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GST paid (7% of $150,000) = $10,500

Amount of GST rebate ($8,750 or 36% of $10,500; the smaller amount
must be claimed) = $3,780

Net amount paid in GST (GST paid minus rebate) = $6,720

Example 2: Formula used for home selling for more than $350,000 but less
than $450,000

If you buy a new home for $400,000 you would calculate the rebate like this:
GST paid (7% of $400,000) = $28,000

Step 1 of rebate calculation ($8,750 is the amount because 36% of
$28,000 is $10,080 and you must use the smaller amount)

Step 2 of rebate calculation ($8,750 [Step 1] x [$450,000 — $400,000
purchase price] + $100,000 = $ 4,375

Amount of GST rebate = $4,375
Net amount paid in GST (GST paid minus rebate) = $23,635

Example 3: Sample new home rebates

Purchase Price GST Paid GST Rebate Net GST Paid
$100,000 $ 7,000 $2,520 $4,480
150,000 10,500 2,780 6,720
200,000 14,000 5,040 8,960
250,000 17,500 6,300 11,200
300,000 21,000 7,560 13,440
350,000 24,500 8,750 15,750
400,000 28,000 4,375 23,625
450,000 31,500 no rebate 31,500

When the home is purchased, the builder can either pay the rebate directly
to you or deduct it from the GST you owe on the purchase price. You have to
complete a form called “GST New Housing Rebate.” You can obtain the form
from real estate agents, builders, or the Revenue Canada office. Also, check out
the Revenue Canada (CRA) Web site at www.cra-arc.gc.ca.
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Owner-Built Home

If you build your own home or hire someone to build or substantially reno-
vate a home for you as a principal residence for yourself or a relative, you will
qualify for a GST rebate if any of the following applies:

V' You paid the GST on construction materials and contracting services.
V' You or a relative are the first occupants of the home.

V' You sell the home and ownership is transferred to the purchaser before
it is occupied as a place of residence.

The amount of the rebate will depend on the fair market value (FMV) of
the home and whether or not the GST was paid on the acquisition of the land.
FMV must be under $450,000. If you owned the land when the GST started,
you will not have paid the GST on this purchase.

To determine the FMV of the home you build, you can have it appraised
or compare it to similar homes in your neighbourhood. If the FMV of your
property is close to or more than $350,000 but less than $450,000, you may be
required to obtain a formal appraisal to validate your rebate claim.

When you acquired the land for your new home, if you paid GST, the
rebate is calculated in the same way as the new home rebate formula for
homes purchased from a builder, e.g., on the land and home. This formula was
discussed above under the “New Home” section.

If you did not pay the GST when you acquired the land, the rebate is
reduced for homes valued up to $350,000 to a maximum of $1,720 or 10%
of the GST paid, whichever is less. For homes valued at more than $350,000
but less than $450,000, the rebate is gradually reduced. There is no rebate for
homes valued at $450,000 or more.

Here are some formulas to show how to calculate the rebate on an owner-
built home when the GST has and has not been paid on the land. Remember,
FMV stands for “Fair Market Value.”

GST Paid on Land

Example 1: If the FMV of the home, including land, is $350,000 or less, the
rebate calculation is $8,750 or 36% of the GST paid on the land, building,
contracting services, and building materials, whichever is less.

Refer to the previous “New Home" Example 1 for a similar calculation example.
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Example 2: If the FMV of the home, including land, is more than $350,000
but less than $450,000, the rebate calculation is based on the following
formula:

A x ($450,000 - B) + $100,000

A = $8,750 or 36% of the GST paid on the land, building, contracting
services, and building materials, whichever is less

B = the fair market value of the home

Refer to the previous “New Home" Example 2 for a similar calculation.

GST Not Paid on Land

Example 1:

If the FMV of the home, including land, is $350,000 or less, the rebate
calculation is $1,720 or 10% of the GST paid on the building, contracting
services, and building materials, whichever is less.

Example 2:

If the FMV of the home, including land, is more than $350,000 but less
than $450,000, the rebate calculation is based on the following formula:

A x ($450,000 - B) + $100,000

A =$1,720 or 10% of the GST paid on the building, contracting services,
and building materials, whichever is less

B = the fair market value of the home

Renovated Home

Under the GST, sales of substantially renovated homes are treated in the
same way as sales of new housing. “Substantial renovations” mean that all, or
substantially all, of the house except the foundation, external walls, interior
supporting walls, floor, roof, and staircases are removed or replaced.

For example, if a person in the renovation business buys an older home,
there is no GST on the purchase price as the GST does not apply to resale
homes. The person then completely guts and replaces the interior with new
walls, railings, floor, kitchen, wiring, and plumbing. At least 90% of the items
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on the Revenue Canada (CRA) guidelines must be removed to constitute a
substantial renovation. For GST purposes, this substantially renovated home,
when sold, will be treated like a new home. If you purchase this substantially
renovated home, you will pay the GST on the purchase price and be entitled to
claim the GST new housing rebate if the price is under $450,000. Refer to the
“New Home” section discussed earlier.

If there are other renovations or improvements to a home, such as
replacing a kitchen or building an addition, these are not considered substantial
renovations. If you buy an older home that has only been partially renovated,
such as a remodelled bathroom, an additional bedroom, or a new roof, you will
not have to pay the GST on the home.

You can see the importance of making sure that the renovations do not fall
under the “substantial renovation” category if possible when you buy a home
from a builder in the business of renovating older homes. It will mean you pay
less for the house at the outset if you can avoid the GST on a resale home.

A substantially renovated home is considered a resale home if the
renovator owns it and lives in it, even for a short time. That is an important
point to keep in mind, especially if you are buying from another homeowner
or renovating it yourself, and in both instances the renovations are substantial.
You should be able to get more money on resale if the purchaser does not have
to pay GST.

Land

There is no GST on the sale of vacant land or recreational property, such as a
hobby farm owned by an individual or by a trust for the benefit of individuals.
Certain sales and uses of farmland are also exempt.

If you paid GST on the land because the previous use of the land was such
that GST was applicable, the rebate would be the same as for a new home. See
the “New Home” section.

If you build on the land and sell it, refer to the GST discussion in the
“Owner-Built Home” section.

Real Estate Transaction Expenses

GST is applicable to most of the services associated with completing a real estate
transaction. For example, GST is applied to the commission that a real estate
agent charges for facilitating a sale. The tax is paid by the person responsible for
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paying the commission, usually the vendor. Real estate commissions are GST
taxable, even if the total GST owed is reduced by a rebate or the sale is exempt
from GST. For example, if you sell a used home, the sale price is exempt from
GST, but the real estate commission is still taxable.

Other real estate related services on which GST is charged include fees for
surveys, inspections, appraisals, and legal and tax advice. GST is charged on
these fees regardless of whether the house you purchase is exempt from the tax.
All moving charges are taxed.

There are several exemptions from GST, however. Mortgage broker fees are
not taxed if the fees are charged separately from any taxable real estate commis-
sions. Also, mortgages and interest on mortgages are exempt from GST.

Rent

Most residential rents are exempt from GST. A renter of residential premises
will not be required to pay GST on rent paid to the landlord, provided the
renter occupies the premises for at least one month.

The landlord will be required, of course, to pay GST charges on all services
necessary to keep the property in good repair. Rather than underwriting
this additional cost, the landlord will generally increase rents. If you are the
landlord, you will want to make sure you recover the additional cost.

If you employ a realtor or property management company to find and
arrange a tenant for your rental property, GST applies to the fees and commis-
sions charged for providing this service. All repair and maintenance services
charge GST.

Condominium Maintenance Fees

If you own a condominium, the monthly fee charged by the condominium cor-
poration is not subject to GST. However, the condominium corporation will be
charged GST on all services employed to maintain the building and grounds.
These additional GST costs will obviously be passed on to the condominium
owners in the form of increased monthly fees.

Homeowner Expenses

Any service you employ around the house, such as gardening, plumbing, car-
pentry, etc., will carry a 7% charge. You will already have noted a GST charge
on your cable, hydro, and telephone bills.
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Income Tax

There are many tax considerations you should be aware of when buying real
estate for personal use or for investment purposes. The following discussion
highlights only the common areas to consider. It is not intended to be complete
or go into detail. As cautioned before, it is important that you obtain advice
from a professional tax accountant familiar with real estate issues before you
make a decision on real estate investment. Laws and regulations dealing with
taxation matters are complex and constantly changing. Also, you need specific
advice based on your personal circumstances. In addition, there are forms,
guides, information criteria, and interpretation bulletins available from Canada
Revenue Agency (CRA). Make sure you obtain the Rental Income Guide for
further tax details. Look in the Blue Pages of your telephone directory under
“Government of Canada” departments. Check the Web site of the Canada Rev-
enue Agency for information, and forms, at www.cra-arc.gc.ca.

Principal Residence

Most people start their first real estate investment by purchasing their own
home to live in. Your principal residence may be a house, apartment, condo-
minium, duplex, trailer, mobile home, or a houseboat.

A property will qualify as a principal residence if it meets various conditions:

Vv Ttisa housing unit, a leasehold interest in a housing unit, or a share of
the capital stock of a co-operative housing corporation.

V' You must own the property solely or jointly with another person.

V' You, your spouse, your former spouse, or one of your children ordi-
narily inhabit it at some point during the year.

V' You consider the property your principal residence.

Tax Benefits of a Principal Residence

One of the key benefits is that the gain you will realize on the sale of your
principal residence is not usually subject to tax. For example, if you bought the
property originally for $50,000 and sell it for $250,000, you would not pay tax
on this increase in value of $200,000.

Renting Out Part of the Principal Residence

It is not uncommon for people to rent out part of their principal residence as an
income source or “mortgage helper.” Sometimes these rental suites are referred
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to as “illegal suites.” This term refers to the fact that the suite or room rented
to someone who is not a relative may contravene existing municipal zoning
bylaws in the community in which you reside. The zoning for your home might
be “single family,” so renting to a tenant, in effect, means that you are arbitrarily
converting your home into a multi-family dwelling. The important point to
keep in mind is that the federal government does not care whether your rental
space contravenes municipal zoning bylaws or not. Municipal bylaws and
Revenue Canada tax regulations relate to two separate levels of government.
All Revenue Canada cares about is whether you are reporting the income or
not in your tax returns.

In practical terms, many municipalities do not enforce the bylaw regula-
tions relating to “illegal suites” if there is a shortage of rental accommodation
in the community unless a neighbour complains. In most cases you have a right
to appeal if your municipality requests that the tenant vacate your premises.
Each situation can vary. If in doubt, contact your lawyer for advice.

If you are renting out one or two rooms of your house to a boarder, it
will not interfere with its principal residence status as long as you do not claim
capital cost allowance (CCA) on the rental portion. Essentially, CCA means
depreciating a portion of the value of the home, excluding land, and deducting
that portion as an expense from your income. (CCA is described in more detail
in the next section on “Real Estate Investment Property.”) In addition, the
rental portion is supposed to be minor in relation to the whole house, although
in some cases this can be up to 50% or more. You are not supposed to make
major structural changes to your house to accommodate tenants. In normal
circumstances, you should have nothing to concern yourself about. For peace
of mind, speak to your tax accountant if you have any doubts.

If you do claim CCA, a change in use occurs. That rental portion will no
longer qualify as a principal residence, and you might have a taxable capital
gain on that rental portion. The “change in use” aspect is discussed shortly, and
an explanation of capital gains is discussed in the next section on “Real Estate
Investment Property.”

If you do rent out part of your principal residence, you can deduct
many types of expenses from your income. The net effect might be that your
expenses (excluding CCA of course) exceed or equal the income, meaning that
you have no tax payable to Revenue Canada. The normal expenses would be
for things such as interest on your mortgage, property taxes, maintenance and
repairs, insurance premiums, light, heat and water, and advertising. Expenses
specifically related to the rented part of the building may be claimed in full.
However, expenses that relate to the whole property must be apportioned
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between rental and personal use. You may base the apportionment on square
feet/metres or the number of rooms rented in the building, as long as it is done
on a reasonable basis. For example, if you rent 4 rooms of your 10-room house,
you may deduct the following:

V' 100% of expenses specifically related to the rented rooms, such as the
repairs and maintenance of the rooms

V' 40% (4 out of 10 rooms) of expenses that cannot be attributed spe-
cifically to the four rented rooms, such as mortgage interest, property
taxes, insurance, utilities, and maintenance.

You are supposed to fill out a “Statement of Real Estate Rentals” and
included in it with your personal income tax. This form, along with examples,
is included in the Rental Income Guide referred to earlier. More discussion of
types of rental expenses is covered in the description of operating a business
out of the home, and in the next section on “Real Estate Investment Property.”

Change in Use to or from a Rental Operation

If you were living in your home as a principal residence and then decided to
leave and rent out the home, the day you begin to use your residence as a rental
property you are deemed to have:

V' disposed of it for proceeds equal to its fair market value at that time, and

V' immediately reacquired it for the same amount.

If your property had qualified as your principal residence every year since
you acquired it, any gain you realized on the deemed disposition will be exempt
from tax. For example, if you bought the property originally for $75,000 and
lived in it and then subsequently decided to rent it out (and not reside in any part
of it), and at that time the value was $275,000, you do not have to pay any tax on
the capital gain of $200,000. If you sell the property a few years later for $325,000,
you would have a taxable capital gain on the difference between $275,000 and
$325,000 (e.g., $50,000), minus any appropriate deductions, of course.

There are several ways that you could avoid paying tax on this capital
gain, however. First, there is a provision in the income tax legislation that
allows you to claim that you have not converted your principal residence to
a rental property if you report your rental income, in certain circumstances.
You may deduct any allowable expenses incurred, but not claim any CCA on
the residence. The effect is that you don’t pay any tax when the property is
eventually sold.
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Generally, the above provision is for a four-year maximum period and
due to your leaving for various reasons, such as job relocation. Your intention
should be to eventually return to the house. There are special provisions where
you can extend that four-year limitation period indefinitely, such as:

V' Your absence results from a relocation required by your employer or
your spouse’s employer.

V' You and your spouse are not related to the employer.

V' You return to the original house while still with the same employer or
within one taxation year after leaving that employer.

V' The original house is located at least 40 kilometres (25 miles) farther
from your (or your spouse’s) new place of employment than your tem-
porary residence.

Check with your tax accountant to make sure that you make decisions that
comply with Revenue Canada regulations. You don’t want Revenue Canada to
disallow your claim to retain your principal residence status. Tax laws and
regulations are always in a state of flux.

If you acquire a property for rental purposes and later begin to use it as
your principal residence, you are deemed to have disposed of the property for an
amount equal to its fair market value at the time you ceased to use it for rental
purposes. However, you may elect to postpone the recognition of any capital
gain until you actually dispose of the property. This is assuming you have not
claimed CCA. Speak to your tax accountant to get proper advice in advance.

Operating a Business Out of Your Home

Many people, at some point, intend to start part-time or full-time businesses
out of their homes. There is a growing trend in this area for various reasons,
including eliminating the daily commute to work, lifestyle choice (e.g., to raise
a family), retirement opportunity, supplementing salaried income, testing a
business idea, or saving on business overhead and thereby reducing financial
risk by writing off house-related expenses. There are many different types
of home-based businesses. One of them could be managing your real estate
investment property, including doing the bookkeeping, etc.

It is important to keep in mind that you need competent tax and legal
advice before you start up. Also, you may want to obtain a GST number if you
have over $30,000 in income in your business, or are paying GST on items you
purchase and want to set off against GST you are charging. Check with your
accountant and closest Revenue Canada office.
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Revenue Canada allows you to have a business at home without affecting
the principal residence status, as long as you don’t claim CCA on your home
as part of your business operation. You can claim CCA on other non-home
business capital expenditures, according to the CCA class. The percentages
range from 4% to 100% depreciation in a year. This is explained shortly.

There are numerous categories of expenses that can be deducted
depending on the nature of your business. An expense is deductible if its
purpose is to earn income, it is not a capital nature (e.g., depreciated over
time by using CCA), and is reasonable in the circumstances. Your accountant
will advise you as to which are deductible and which are not. Also, if some
of the expenses are related to personal use, you are required to deduct that
portion from the business expense. Reasonable salaries paid to a spouse
and/or children for services rendered to the business are also deductible. The
“Statement of Income and Expenses” form from Revenue Canada outlines
some of the expenses that you may wish to consider. This form is contained in
the Business and Professional Income Tax Guide available from Revenue Canada.
Your accountant may suggest other expenses that you could be eligible for.

You may only claim expenses for the business use of a workspace in your
home if either of the following applies:

V' The work space is your principal place of business for the part-time
or full-time self-employed aspect of your career (you could have
a salaried job elsewhere; it is not required that you meet people at
your home).

vV You use the workspace only to earn income from your business,
and it is used on a regular basis for meeting clients, customers, or
patients. In this case you could also deduct expenses from an office
outside the home.

Also, the expenses you may deduct for the business use of your home
cannot exceed the income from the business for which you use the workspace.
This means that you must not use these expenses to create or increase your
business loss. You may carry forward any expenses that are not deductible in
the year and deduct them, subject to the same limitation, in the following year.

To deduct expenses, you take that portion relating to the space used
for a home office. For example, you can divide the total number of rooms in
the house by the number of rooms used for business to find the percentage
of square feet used for business. So if you were using 20% of your home for
business purposes, including the basement for storage of inventory, then you
would deduct 20% of all your related expenses from your business income.
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There are direct and indirect expenses relating to your home business that
are deductible in part or in full. Here is a description of the most common
expenses. (Refer to Checklist 4 in the Appendix, which is an outline of the home
business tax-deductible expenses that you should be familiar with, and discuss
expenses with your accountant.) Remember that tax law changes can and do
occur from time to time, which could affect any of the following deductions.

Maximizing Expense Deductions

Direct Business Expenses

These are expenses that would benefit only the business part of the home. Some
of these costs are depreciated (applying CCA) and others are deducted:

V' Room Furnishings

Office furniture and equipment would have to be depreciated (use the
CCA schedule from Canada Revenue Agency (CRA). Other items such
as office supplies and materials can be deducted.

V' Remodelling or Decorating Costs

This would include repairs or renovations done to a room to turn it
into an office (e.g., painting, carpentry, floor covering, plumbing, elec-
trical). If you added an extension to your house, that would be covered
as well. This should be listed as an improvement and should be depre-
ciated as discussed under “Room Furnishings” above.

Combined Business/Personal Expenses

These are expenses that benefit both the personal and the business parts of the
home business, but only the business part is deductible as a business expense.
Expenses should be apportioned on a reasonable basis between business and
non-business use (e.g., a percentage of the floor space used).

Rent

If you rent a house or apartment and use part of it for business purposes, you
may deduct the portion of your rent attributable to business use. For example,
you may decide to claim 20% of your apartment or 20% of your home costs as
“rent.” Common ranges for an apartment would be from 10% to 25%, and for
a house between 5% and 25%. It could be more, of course, depending on use.
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Mortgage Interest

You can deduct the percentage of interest expense related to use of your home
for business. For example, if your monthly mortgage payments are $2,000,
generally about 99% of that payment is interest and 1% goes toward the prin-
cipal. This would be the case, especially in the first three years of the mortgage
(assuming it is a 20-year amortization period). Therefore, for practical pur-
poses, let’s assume the interest portion is $2,000. If you were claiming 20%
of your house as business-use related, you would claim $400 per month x 12
months, which would equal $4,800 a year, as a business expense.

Insurance Premiums

You can deduct that portion of insurance expense that relates to your business
(e.g., fire, theft, liability coverage). If you were claiming 20% usage of your house or
apartment, you would claim that portion of the premium as a business expense.

Depreciation of Your Home

You can claim depreciation on the building portion (not land portion) of your
home. This is a CCA category, as explained earlier. There are different percent-
age rates depending on the item being depreciated. You can get these rates from
Revenue Canada. A house would normally be 4%, which means that you take
4% of the depreciated balance each year as a starting point. If the house was
worth $100,000, that would be $4,000 depreciation in the first year. The sec-
ond year would be $100,000 less $4,000, which would equal a $96,000 base.
Four percent of that amount would therefore be a $3,840 starting point in the
second year. If you were claiming 10% of the house was related to business use,
you would claim $400 in year one and $384 in year two, for example.

In practical terms, most home business owners do not claim CCA. The
reason is that if you later dispose of the property, a taxable capital gain could
arise on the portion of the property that you used for business purposes. You
could also be subject to recapture (having to claim on the following year’s
tax return as income) of the CCA previously claimed. If you are interested
in claiming depreciation, speak to your accountant and have these concepts
explained in further detail.

Utilities

You can deduct the portion of your expenses related to business (e.g., 20%) for
oil, gas, electrical, and water costs.
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Home Maintenance

You can deduct a portion of your expenses for labour and material for house
maintenance and repairs for business use (e.g., furnace or roof repair). You
cannot claim, though, for your own labour. You can pay other family members
for labour.

Services

You can deduct a portion of municipal or private services such as snow and
trash removal, yard maintenance, etc., for business use.

Automobile

If your auto is used for personal and business travel, you need to take a portion
of the expenses and depreciation relating to business use. Incidentally, Revenue
Canada has put a ceiling of $30,000 plus GST plus PST on the value of your car,
regardless of its market value. Check with your accountant as tax legislation
can change at any time. In addition to depreciation, you can claim a portion of
all other car-related expenses, such as oil, gas, repairs, insurance, maintenance,
and interest, relating to financing costs.

Telephone

If you have a separate telephone and business line, the full amount of costs
is deductible (e.g., monthly service charge). If you were using your residence
phone for business use, you would deduct the portion of costs that is busi-
ness related. All long-distance charges that are business related are, of course,
totally deductible. Other phone-related costs that you could deduct (in full or
in part) would be installation costs, telephone equipment, answering machine,
or answering service.

Entertainment and Meals

Generally you may deduct costs incurred for business meals and for entertain-
ing business associates if you incur these expenses in the ordinary course of
business. However, Revenue Canada will accept a claim for only 50% of enter-
tainment and meal expenses.

Travel

If you travel to go to conferences, conventions, or trade shows, or conduct other
business activities relating to being a landlord or your real estate investments,
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you can write off the costs of travel, e.g., airfare and accommodation. If the trip
combined personal and business activities, you would take a percentage that
was the business portion, e.g., 75%.

Child Care Expenses

If you are self-employed and need to pay someone to care for your child so you
can work, it may be possible to claim an expense deduction for a portion or all
of the cost.

The expenses discussed are just some of the many tax deductions that may
be available to you. As recommended earlier, refer to Checklist 4 for a detailed list
of possible expense deductions. Remember, you may be able to claim 100% of the
cost of the expense or a depreciated amount over time, depending on the item.

To clarify what you can deduct and how to do it, as well as other home
business tax issues, speak to your accountant. It is also very important that you
speak with your lawyer about the various types of legal issues when starting a
business. (Chapter 6: Understanding the Legal Aspects gives an overview of the
three main types of legal structures.)

Keeping Records

If you are renting out part of your principal residence to a tenant, or intend to
have a home-based business, make sure that you keep detailed records of all
money collected and paid out. Purchases and operating expenses must be sup-
ported by invoices, receipts, contracts, or other documents.

You do not need to submit these records when you file your return. If you
do not keep receipts or other vouchers to support your expenses, all or part of
the expenses claimed may be disallowed. (More information on recordkeeping
is covered Chapter 10: Managing Your Property.)

Real Estate Investment Property

It is important to understand the concepts and options outlined in this sec-
tion. It will save you time when discussing the issues with your accountant and
enhance your decision making. The following is only an overview to highlight
some of the key areas. By the time you finish reading this section, you will
appreciate the need and benefit of using professional advisers to maximize
your tax savings and net after-tax profit.
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Capital Gains or Income

Many investors assume that when property is sold for a profit, the profit will be
treated as a capital gain for income-tax purposes. This would result in a lower
tax rate than other types of income. You have to be very careful, though, as
Revenue Canada could consider the profit as regular income at regular tax rates.

Capital gains are usually taxed at 50% of the capital gain. In other words,
if you bought a property for $100,000 and sold it for $225,000, but after all
expenses were taken into account you net $200,000, the net profit (gain) would
be approximately $100,000. You would normally have to pay tax on 50% of
the net gain, e.g., $50,000. If the profit were deemed to be income instead of a
capital gain, you would have to pay tax on 100% of the amount; that is, on the
full $100,000.

Revenue Canada applies various types of criteria to determine whether
the profit is deemed to be a capital gain from a real estate investment, or
income from a business of speculating in real estate without any investment
intent. Each situation depends on the individual circumstances, so make sure
you get tax advice from a professional accountant in advance.

For example, if you purchased a property with the intention of selling it
as soon as possible in a “hot” real estate market, the profit from that could be
deemed to be income. In other words, you “flipped” the property or sold your
rights under an agreement of purchase and sale. Another example would be a
situation in which a person bought vacant land with the intention of selling it
quickly. The key tests are what your original intent was when you purchased
the property, the facts and the circumstances, and how quickly you sold it.
There are many credible and logical reasons to refute the income theory and
argue that it should be considered a capital gain. It would be very frustrating
to plan on specific after-tax money from a sale, and then find that you owe
more money to Revenue Canada than you had planned. That is why you need
good tax planning and advice from a professional accountant, a point that is
reinforced throughout this chapter.

Business Income or Property Income?

Depending on the circumstances, rental income may be income from either a
business or property. There are certain factors to be considered in determin-
ing if a rental operation is a source of business income or a source of property
income. Revenue Canada recognizes as businesses very few rental operations
carried on by individuals. One notable exception is when renting real property
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is incidental to, or part of, your business. In such cases, the rental activity is
regarded as forming part of your business income or loss.

If your rental operation is not part of, or incidental to, an existing
business, the number and kinds of services that you provide for your tenants
will determine if you are earning income from a business or from property.
Generally you are considered to be earning income from property if you merely
rent space and provide basic services such as:

V' heat
light
water
elevators
parking

laundry facilities

D S

general maintenance of the property.

However, if you provide services to tenants in addition to those basic
services that have come to be considered part of property rental, you may be
carrying on a business rather than merely renting property. For example, as
the landlord of a building, your rental operation would be considered a rental
business in the following situation:

V' You rent apartments and, in addition to providing your tenants with
the basic services listed above, you supply meals and drinks, operate a
restaurant or lounge on the premises, or provide maid or linen services.

The more services you provide, the greater the likelihood that your rental
operation is a business. However, the following factors are not to be taken into
account when determining whether a rental operation is a business:

V' the size or number of properties you are renting
V' the amount of time you spend on managing or supervising the properties

vV whether the accommodation is rented furnished or unfurnished.

If two or more individuals participate in a rental operation, the same
factors must be considered in determining whether the rental operation
is a source of business income or property income. In the case of a legal
partnership, if all factors indicate that your rental operation is not a business,
your income from the operation is treated as property income, even though
partnership income usually relates to a business operation.
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Capital Expenses

These expenses are usually outlays that provide a lasting benefit beyond the cur-
rent year. This would include such expenses as purchasing or improving your
property. Generally, capital expenditures are not fully deductible in the year
they are incurred. Instead, you may deduct a portion of their cost each year as
capital cost allowance (CCA). This percentage may vary between 4% and 100%
each year. In effect, you are depreciating the value of the item according to the
CCA classification table, and writing off the depreciated amount against your
rental income.

You cannot claim CCA on the cost of land, as it is not a depreciable
property. On the contrary, as an investor, it is your hope and intention that the
property will appreciate!

Revenue Canada considers the following types of expenses as capital
in nature:

V' the purchase of rental property
V' legal fees and other costs in connection with the purchase of property
V' the cost of furniture and equipment rented with the property

V' major repairs and expenditures that extend the useful life of your
property, or improve it beyond its original condition.

Here are some of the guidelines that Revenue Canada uses in determining
whether an expense is capital or current in nature. A discussion of current
expenses follows shortly.

Maintenance or Betterment

An expense that merely restores a property to its original condition is usually a
current expense. However, an expenditure that materially improves a property
beyond its original condition is likely a capital outlay. For example, the cost of
reinforcing wooden steps would be a current expense. If you replaced the wooden
steps with concrete steps instead, the expenditure would be capital in nature.

Integral Part or Separate Asset

The cost of repairing an integral part of a property is a current expense.
However, the cost of replacing the whole property or even a considerable part
of it is a capital outlay. For instance, since electrical wiring is an integral part of
a building, an amount spent to rewire would normally be considered a current
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expense, if it were not a betterment. The purchase and installation of air
conditioning window units in a building that was not previously air condi-
tioned, however, is a capital expenditure because the units are separate assets
and not integral parts of the building.

Enduring Benefit

A capital expenditure generally provides a lasting benefit or advantage. On
the other hand, a current expense is one that usually recurs after a relatively
short period. The installation of an air conditioning system in a building is an
example of a capital expenditure.

Relative Value

An additional factor that you may have to consider is the cost of the expen-
diture in relation to the value of the property. For example, while a filter for
a furnace could be considered a separate asset, it is logical to treat its cost as a
current expense. If you replace the furnace itself, you acquire a separate asset of
substantial value in relation to the building where the furnace is installed. The
cost of the furnace is therefore a capital expenditure. On the other hand, you
might spend a substantial amount for normal maintenance and repair work to
your property all at one time. If this expenditure was for normal maintenance
that for some reason was not done on an ongoing basis, it is nevertheless a
maintenance expense and, as such, would be deductible as a current expense.

Obtain professional tax advice on the issue of capital expenses before
making decisions.

Current Expenses

These types of outlays are usually ones that benefit the current year only, e.g.,
repairs made to maintain the rental property in the same condition it was in
when you originally bought it. You may deduct current expenses from your
gross rental income in the year you incur them. Current expenses are also
referred to as operating expenses.

The following is a list of typical costs associated with renting a property.
These are general guidelines only. You may deduct these expenses from your
gross rental income in the year they are incurred unless otherwise stated. As
mentioned many times, tax rules can change, so obtain current tax advice. In
addition, there may be various tax-planning options on which your accountant
can advise you.
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Accounting Fees

Accounting fees include amounts paid for bookkeeping services, auditing
books and records, and preparing financial statements.

Advertising

Amounts paid for advertising that you have space available to rent.

Capital Expenditures

Capital expenditures are not fully deductible in the year they are incurred. This
was discussed in the previous section on page 225.

Commissions

Amounts paid or payable to agents for collecting rents or finding new tenants.

Computer-Related Expenses

As you are probably using a computer to manage your properties, doing
research on the Internet, or doing letters or e-mailing, all related directly or
indirectly to your business, investment, or landlord activities, you should be
entitled to deduct all the related costs, for example, copy paper and toner, high-
speed Internet connection, computer repairs, printer, and fax machine.

Condominium Expenses

If you earn rental income from a condominium unit, you are entitled to deduct
any expenses that are normally deductible from rental income. These may
include condominium fees representing your share of the upkeep and main-
tenance of the common property, and other rental expenses you incur for the
upkeep and maintenance of the unit.

Education

If you are spending money to keep current with your landlord, investment, or
business activities, you would be able to write off that legitimate expense to
keep informed on issues of interest and to protect your investment and risk,
for example, taking seminars or courses; attending conferences, conventions,
and trade shows in town or out of town; subscribing to newspapers, magazines,
newsletters; buying books and CDs, related directly or indirectly to your busi-
ness or investment activities, cable costs for your TV, which you are using as a
medium for education and so on.
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Finder's Fee

A finder’s fee is an expense incurred for arranging a mortgage or loan for
the purpose of purchasing or improving the rental property. The expense is
deductible in equal portions over five years. However, if you repay the mortgage
or loan before the end of the five-year period, you can deduct any undeducted
balance in the year of repayment.

Insurance

Premiums for current insurance coverage on your rental property are deduct-
ible in the year. If your policy provides coverage for more than one year, you
may deduct only the current-year premiums.

Interest

Interest on money borrowed to purchase or improve your rental property is
deductible. You may also deduct interest paid to tenants on rental deposits.
However, if you refinance your rental property to obtain funds for purposes
other than the acquisition or improvement of your rental property, you may
not deduct the interest against your rental income.

Landscaping

The cost of landscaping the grounds around your rental property is deductible
in the year of payment.

Lease Cancellation Payments

These are amounts paid or payable to tenants to obtain cancellation of their
leases. You must amortize the payments over the remaining life of the lease,
including renewals, to a maximum of 40 years. If you dispose of the property,
the tax treatment will vary, depending on the particular circumstances.

Legal Expenses

Fees incurred for legal services such as lease preparation or collection of over-
due rents are deductible. However, legal fees incurred for the purchase or sale
of your rental property are not deductible against your gross rental income.
Instead, legal fees you incurred to acquire your rental property are treated as
part of your cost of the property. When you sell the rental property, any legal
fees you incurred in connection with the sale may be deducted from the pro-
ceeds of disposition when calculating your gain or loss.
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Maintenance and Repairs

If you do the repairs yourself, you can deduct the cost of the materials. The
value of your own labour is not generally deductible unless you structure your
services with the advice of a professional accountant. There are various creative
and legitimate ways of getting paid for your services.

Mortgage Payments

Repayments of the principal portion of your mortgage or loan to purchase or
improve your rental property are not deductible. See “Interest” regarding the
interest portion of your mortgage.

Motor Vehicle Expenses

Travel expenses you incur to collect rents are considered personal expenses
and are usually not deductible. However, reasonable travelling expenses may
be deductible if incurred in certain circumstances. For example, if you receive
income from only one rental property that is located in the general area where
you live, you may deduct motor vehicle expenses to the extent you personally
do part or all of the necessary repairs and maintenance on the property, and
incur the expenses transporting tools and materials to the rental property.

If you own two or more rental properties, you may deduct reasonable
motor vehicle expenses incurred for the purpose of collecting rents, super-
vising repairs, or generally providing management of the properties. This is the
case whether your rental properties are located in or outside the general area
where you live. However, technically the properties must be located in at least
two different sites away from your residence for your motor vehicle expenses to
be deductible.

Office Expenses

Expenses for items of stationery such as journals, receipt books, and photo-
copying, pens, printer paper and toner and stamps, are deductible.

Penalties

Amounts paid for early retirement of your mortgage (even on its renewal) are
not deductible. Penalties for the late filing of your income tax return are also
not deductible.
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Property Taxes

They are deductible if assessed by a province, territory, or municipality and
relate to your rental property.

Salaries and Wages

Amounts paid or payable to superintendents, maintenance personnel, and oth-
ers employed by you for the operation or supervision of your rental property
are deductible. Your professional accountant should be able to suggest creative
and legitimate ways of structuring your contribution, so that your services
would be legitimately deductible as an expense—if you incorporate a manage-
ment company, for example, and your company bills for your services that you
are providing to it.

Tax Return Preparation

Fees and expenses for advice and assistance in preparing and filing tax returns
are deductible when the nature of your rental operation is such that it is a nor-
mal part of operations to obtain legal and accounting services.

Travelling Expenses

Costs of travel related to your landlord and investment activities are deduct-
ible, for example, if you are checking out other potential properties or land to
buy, and need to fly to the location. Possibly you want to attend a trade show,
conference, or convention out of town, which is related directly or indirectly to
your real estate investment and management activities.

Utilities

Utilities are deductible if your rental arrangement specifies that you will pay
for the lights, heat, water, or cable used by your tenants.

Tax Implications of the Purchase Structure
When Buying an Apartment Building

There are several important tax implications to the way you structure the
purchase of a revenue property, such as an apartment building. Here are some
examples to illustrate the point and to discuss with your accountant.
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Allocating Purchase Price Value

There are tax implications to the way you structure the purchase price. In other
words, the purchase price could consist of several components such as land,
building chattels (e.g., appliances), inventory (e.g., supplies), and possibly good-
will. Goodwill is an intangible concept; essentially it is the value of the positive
image or reputation that the investment property (e.g., an apartment building)
enjoys. This has implications for keeping vacancy low and tenancy high. Nego-
tiations relating to the purchase should include how you are going to apportion
the purchase price, considering the above points. That is why you want to make
sure you receive tax advice before you submit your offer. Once you have negoti-
ated the terms of the offer, it is more difficult to revise them to your benefit.

If you are purchasing an apartment building for $800,000, for example,
you may want to allocate as high a value for the land as realistically possible in
the circumstances, say, $600,000. That would mean you have less of a capital
gain on your eventual sale than if you valued the land on purchase at $300,000.
If you did not agree in writing at the time of the original purchase and eventual
sale as to the value of the land portion, you could have problems in convincing
Revenue Canada as to the capital gain portion if you were ever audited.

Another example is the value allocated for the building and for chattels.
These two main categories can be depreciated over time, the amount of
depreciation depending on the CCA classification of the building or land. The
higher the value allocated for the building or chattels, the greater the amount
of depreciation you could claim after you have purchased the property. These
three examples—Iand, building, and chattels—are only a few of the issues you
need to discuss with your tax accountant before making an offer. Basically you
want to agree to a purchase allocation price package that benefits your interests.
Conversely, if you are selling the revenue property, you want to negotiate quite
a different allocation-of-value package. It all comes down to the tax implica-
tions, in terms of taxes saved or deferred.

Purchasing the Shares or Assets of a Corporate Vendor

If you are buying an apartment building, for example, the vendor could be an
individual or a limited liability company (corporation). There are tax impli-
cations if you are buying the shares or assets of that corporation. If you are
buying the shares of the company, here are the implications relative to buying
the assets:
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V' You would be assuming any liability that the company has, e.g., debts

owing or pending lawsuits. If you bought the assets (e.g., land, build-
ing, and chattels), you would not have this liability.

If the company has losses from previous years that have not yet been
used up to set off against future revenue property income, you could
have a bonus in that regard, depending on the nature and amount of
unclaimed losses. If you bought the assets as described earlier, you
would not have this loss available to you.

V' You would probably be able to avoid paying the property purchase tax

applicable in several provinces. The tax is normally triggered and pay-
able upon transfer of title of the property. If you buy the shares of the
corporation, that does not change the title on the property. The same
corporation shows up as owner. If you bought the assets, as described
earlier, you would have to pay the tax.

V' You could end up losing money in terms of depreciation available. The

corporation could have depreciated most of its depreciable assets such
as building and chattels. Therefore, you would not have that deprecia-
tion benefit. If you bought the assets, as described earlier, you could
negotiate the value of the building and chattels when allocating the
purchase price. You could then start depreciating them at that higher
value, thereby having more tax deductions.

V' You could end up losing money in terms of the value of the land. The

land in terms of the corporation’s valuation of it could be artificially
low. You could therefore have a higher capital gain tax to pay if a future
purchaser wanted to buy the apartment building assets from you and
wanted to have a current market value on the land at that time.

Purchasing in a Personal or Corporate Name

Whether you purchase the apartment building in your own name or with

others, or through a limited company (corporation), has considerable tax
implications. You could purchase the shares or assets of the apartment owner
personally or with your own corporation. (Refer to Chapter 6: Understanding
the Legal Aspects for an explanation of the available options.)

Soft Costs

Certain outlays made in connection with the construction, renovation, or
alteration of a building to make it rentable are referred to as “soft costs,” which
include interest, legal fees, accounting fees, and property taxes.
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Soft costs may be incurred during construction, renovation, or alteration
of a building or outside that period, as long as the outlays are attributable to
that period. You must treat soft costs as capital expenditures until the work is
completed, or until all or substantially all of the building is rented, whichever
comes first.

If you are going to renovate a building, you should discuss with your
tax accountant which costs during the period of renovation you can claim as
an expense, and which have to be capitalized, e.g., would be deemed capital
expenditures. Current and capital expenses were discussed earlier (page 225).

Vacant Land

If you are holding vacant land for investment purposes, there are various tax
rules that may restrict the deduction of interest on borrowed money used to
buy the land, and property taxes paid on the land. If you are not earning rental
income from the vacant land, Revenue Canada will probably consider your
costs as capital expenditures and therefore they would be added on to the origi-
nal cost of the property on sale. Because of this approach, when the property is
sold, the cost for tax purposes is higher than it otherwise would be and there-
fore the capital gain is lower.

On the other hand, you may decide to rent or lease out the vacant property,
e.g., to a farmer, in order to generate revenue. If you earn rental income from
the vacant land, there are limitations to the amount you may deduct for interest
on money borrowed to acquire the land, as well as property taxes and related
land assessments. Your deduction is restricted to the amount of rental income
remaining after you have deducted all other expenses from your rental income.
You cannot create or increase a rental loss, nor can you reduce other sources
of income by claiming a deduction for the above expenses. However, if you are
unable to deduct a portion of the expenses because of the limitation, you may
add the undeducted portion to the cost of the land.

The above are general guidelines. Check with your tax accountant for
specific and current advice.

Investing in Real Estate in the United States

Tax issues can be very confusing to many Canadians. If you own property or
other investments in the U.S., it can become quite complex. That is because the
tax laws of both countries could affect you. In the United States, for example,
you could be liable under certain circumstances for income tax, capital gains
tax, estate tax, and gift tax.
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Rental Income from U.S. Real Estate

You may be renting out your U.S. property part-time or full-time. As a non-
resident “alien,” you are subject to U.S. income tax on the rental income.

Tax on Gross Rental Income

The rents you receive are subject to a 30% non-resident withholding tax, which
your tenant or property management agent is required to deduct and remit to
the IRS. It doesn’t matter if the tenants are Canadians or other non-residents of
the United States, or if the rent was paid to you while you were in Canada. The
Canada-U.S. Tax Treaty allows the United States to tax income from real estate
with no reduction in the general withholding rate. Rental income is subject to
a flat 30% tax on gross income, with no expenses or deductions allowed. The
30% withholding tax therefore equals the flat tax rate.

Tax on Net Rental Income

Since a tax rate of 30% of gross income is a high rate, you may prefer to pay tax
on net income after taking all deductible expenses. This step results in reduced
tax and possibly no tax. The Internal Revenue Service (IRS) permits this option
if you choose to permanently treat rental income as income that is effectively
connected with the conduct of a U.S. trade or business. You are then able to
claim expenses related to owning and operating a rental property during the
rental period, for example, mortgage interest, property tax, utilities, insur-
ance, and maintenance. You can also deduct an amount for depreciation of the
building. However, the IRS permits only individuals (rather than corporations)
to deduct the mortgage or loan interest relating to the rental property if the
debt is secured by the rental property or other business property. If you borrow
the funds in Canada, secured by your Canadian assets, you would not techni-
cally be able to deduct that interest on your U.S. tax return. Obtain strategic
tax-planning advice on this issue.

Selling U.S. Real Estate

If you are a non-resident alien, any gain or loss that results from a sale or dispo-
sition of your U.S. real estate has tax-reporting implications. The purchaser or
agent of the purchaser is generally required to withhold 10% of the gross sale
price at the time the sale transaction is completed and the balance of payment
is made. The 10% holdback is to be forwarded to the IRS as a non-resident
withholding tax credit.
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Waiver of Withholding Tax

If you anticipate that the U.S. tax payable would be less than the 10% with-
held, you can apply to the IRS in advance to have the withholding tax reduced
or eliminated by completing a withholding certificate. If the 10% had already
been paid, you would still be entitled to a refund after you filed your U.S. tax
return if the 10% was greater than the amount due.

You may be exempt from withholding tax if the purchase price of your
property is less than U.S. $300,000 and the buyer intends to use the property
as a residence at least half of the time it is used over the subsequent two-year
period. The buyer does not have to be a U.S. citizen or resident or use the
property as a principal residence. To obtain this type of exemption, the buyer
must sign an affidavit setting out the facts related above. If the purchase price is
over U.S. $300,000 or the buyer is unwilling or unable to sign the affidavit, you
can request the waiver from withholding discussed in the previous paragraph.

Reporting to Revenue Canada

Under the Income Tax Act, you are required to report all your income and capi-
tal gains from your worldwide activities to Revenue Canada. You pay tax on
all your financial activities, no matter where the activities occurred. However,
Canada has tax treaties with many countries throughout the world, for exam-
ple the U.S. The implication for a Canadian taxpayer is that there would be a
foreign tax credit, so that you are not paying tax twice, i.e., in both countries.
For example, if you paid $10,000 tax in the U.S. on the sale of a property there,
you would receive that as a credit for whatever tax you owed in Canada for the
taxable capital gains on the sale of the property.

U.S. Internal Revenue Service (IRS)
Shares Information with Revenue Canada

The IRS and Revenue Canada’s ability to exchange data on Canadian and U.S.
taxpayers by computer has increased dramatically now that certain Canadians
are required to have a U.S. taxpayer identification number (ITIN).

When you apply for your ITIN, you must provide some brief but very
personal information to the IRS. Of course you must provide your name, and
your name at birth, if different. In addition, you must provide your address in
Canada. Post office boxes and care-of addresses are not allowed. Your date and
place of birth are also required, along with your sex, your father’s complete
name, and your mother’s maiden name. In addition, you are asked for your
passport number and U.S. visa number, if any.
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You are also asked for your Canadian social insurance number. You can
imagine the potential co-operation between the IRS and Revenue Canada this
will facilitate. The IRS has a fast, sophisticated computerized cross-referencing
capability between your U.S and Canadian taxpayer numbers. For example,
information on certain U.S. tax-related activities in which you are involved,
such as the sale or rental of U.S. real estate, or your claim for a U.S. tax refund
on U.S. investment or pension income can be transmitted to Revenue Canada
by computer, giving Revenue Canada your name, your Canadian address, and
your Canadian social insurance number.

Need to Obtain Expert Tax Advice

Obtain professional tax advice on IRS filing requirements from an accountant
who specializes in U.S. and cross-border tax and financial planning issues and
strategies. Dealing with Canadian and U.S. tax matters is complex, and laws
and regulations are always changing. There is an excellent cross-border finan-
cial planning and tax newsletter for Canadians written by Richard Brunton,
CPA. His firm provides tax and financial planning consultations to Canada.
You can get more information from his site at www.taxintl.com.

Tax Effects on Different Legal Structures

V' If you are the sole proprietor of your business, your salary is included
as an expense. The profits that you earn in your business constitute
your personal income and are taxable as such in that taxation year.
When you file your personal income tax return, you have to complete
the “Statement of Income and Expenses,” available on request from
Revenue Canada. It outlines the basic sources of income and type of
expenses and allowances.

V' If your business is a partnership, all partners are taxed on their salaries
and their share of the profits, whether withdrawn or not. The same
“Statement of Income and Expenses” form is used for a partnership,
although you must also provide the percentage share of profit or loss
that is being declared.

V' A corporation files a corporate tax return, which is separate and dis-
tinct from the individuals involved in the company. It is therefore
not filed with the personal income tax return, as with a proprietorship
or partnership.
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V' A corporation in Canada is entitled to a small business tax deduction,
assuming various conditions are met, such as generating an active
business income. This deduction, which is approximately one-half
the regular tax rate, is designed to help Canadian-controlled private
companies accumulate capital for business expansion. Many provinces
also allow a provincial tax rate reduction as well as other incentives. An
active business, as the name implies, is one in which people are actively
generating income, rather than passively receiving income.

For more detail on the above three business structure options, refer to
Chapter 6: Understanding the Legal Aspects.

What Constitutes an Expense?

V' An expense is tax-deductible if its purpose is to earn income; it is
not of a capital nature; and it is reasonable in the circumstances. A
capital expense means an asset that is depreciated over a period of time
according to the capital cost allowance (CCA) class interest deduction.
The allowance must not exceed the maximum rate allowable in any
year. The percentages range from 4% to 100% depreciation in a year.
Obtain a copy of these CCA categories from CRA.

V' Your accountant will advise you as to which categories of expenses are
deductible in your particular business and which are not. Also, if some
of the expenses are related to personal use, you are supposed to deduct
that portion from the business expense. Reasonable remuneration
paid to spouses or partners for service rendered to the business is also
deductible. The “Statement of Income and Expenses” from Revenue
Canada outlines some of the expenses to consider. Your accountant
can suggest other expenses you could be eligible to claim.

Keeping Records

If you are investing in real estate or are generating revenue from your invest-
ment, keeping detailed records is essential. Make sure that you have all the
documents necessary to verify money collected and paid out. This includes all
receipts, invoices, and contracts. If you don’t have the proper documents, your
claim could be disallowed by Revenue Canada. You do not need to submit these
records when you file your return. Revenue Canada requires you to report
rental income using the accrual method. This means that:
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V' Rents are included in income for the year in which they are due,
whether or not you received them in that year, and

V' Allowable expenses are deducted in the year they are incurred, regardless
of when you actually made the payments.

Refer to Chapter 10: Managing Your Property for more information.

Summary

This chapter discussed the wide range of taxes that you need to be aware of.
Topics covered also include practical ways of saving on taxes, maximizing your
deductions, pitfalls to avoid, tax planning strategies, and money-saving tips.
The need to select the right professional accountant and obtain expert tax
advice is critical to reaching your short- and long-term financial goals and
minimizing the risk.

Insurance is another key aspect to owning property and is discussed next.
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FORM 1: Personal Cost-of-Living Budget (Monthly)

(See Chapter 1)

I. Income (Average monthly income, actual or estimated)
Salary, bonuses, and commissions

Dividends

Interest income

Pension income

Other:

TOTAL MONTHLY INCOME

II. Expenses
Regular Monthly Payments:
Rent or mortgage payments
Automobile(s)
Appliances/TV/Cable
Internet charges
Home improvement loan
Credit card payments (not covered elsewhere)
Personal loan
Medical plan
Instalment and other loans
Life insurance premiums
House insurance
Other insurance premiums (auto, extended medical, etc.)
RRSP deductions
Pension fund (employer)
Investment plan(s)
Miscellaneous
Other:

TOTAL REGULAR MONTHLY PAYMENTS

R I~ S = S = S A

$_ A

R A~ T = T = I = T i~ A~ I = S = S = S = T = T = I =
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Household Operating Expenses:
Telephone
Gas and electricity
Heat
Water and garbage

Other household expenses (repairs, maintenance, etc.)

Other:

TOTAL HOUSEHOLD OPERATING EXPENSES

Food Expenses:
At home
Away from home
TOTAL FOOD EXPENSES

Personal Expenses:
Clothing, cleaning, laundry
Drugs
Transportation (other than auto)
Medical/dental
Daycare
Education (self)
Education (children)
Dues
Gifts, donations, and dues
Travel
Recreation
Newspapers, magazines, books
Automobile maintenance, gas, and parking
Spending money, allowances
Other:

TOTAL PERSONAL EXPENSES

R = = = . i -G

R A = = e e A = I = T = = = = e S T~ A~ S = S = 3

(Continued)
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Tax Expenses:
Federal and provincial income taxes
Home property taxes
Other:

TOTAL TAX EXPENSES

IIl. Summary of Expenses
Regular monthly payments
Household operating expenses
Food expenses

Personal expenses

Tax expenses

TOTAL MONTHLY EXPENSES

TOTAL MONTHLY DISPOSABLE INCOME AVAILABLE

(subtract total monthly expenses from total monthly income)

A A A A N

R~ S = S = S

(B)

(A-B)
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FORM 2: Personal Net Worth Statement
(Format Commonly Requested by Lenders)
(See Chapter 1)

Name:

Date of birth: MM /DD /YR Social Insurance No.:

Street Address:

City: Province: Postal code:

Home phone: Residence: LQOwn URent QO Other

How long at address? Years Months

WMarried QUnmarried U Separated Number of dependants:

Occupation: Employer’s Phone

Currently employed with How long with employer? Years Months

Your principal financial institution and address:

Personal Data on Your Spouse
Under the laws of Canada and of some provinces, your spouse may have a legal interest

or obligation arising from your business dealings and may also have an interest in your
personal assets.

Spouse’s name

Spouse’s occupation:

Spouse currently employed by:

Spouse’s work phone:

How long with employer? Years Months

(Continued)
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Financial Information

As at day of month, 20

Assets Value
(List and describe all assets)

Total of chequing accounts

Total of savings accounts

Life insurance cash surrender value
Automobile: Make Year

Stocks and bonds (see Schedule A attached)
Accounts/notes receivable (please itemize):

R B~ S R

Term deposits (cashable)

R R s S = S = A e

Real estate (see Schedule B attached)
Retirement plans:
RRSP
Employment pension plan
Other
Other assets (household goods, etc.)
Art
Jewellery
Antiques
Other
TOTAL ASSETS (A)

R = A = T A = =

(A)
Liabilities
(List credit cards, open lines of credit, and other liabilities including alimony and child support.)

Balance Owing Monthly Payment

Bank loans $ $
Mortgages on real estate owned
(see Schedule B attached) $

Monthly rent payment $ $
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Credit cards (Please itemize):

$ $
$ $
$ $
$ $
Money borrowed from life
insurance policy $ $
Margin accounts $ $
Current income tax owing $
Other obligations (Please itemize):
$ $
$ $
$ $
TOTAL MONTHLY PAYMENTS $
TOTAL LIABILITIES (B) $ (B)
NET WORTH (A - B) $ (A-B)

Income Sources

Income from alimony, child support, or separate maintenance does not have to be stated
unless you want it considered.

Your gross monthly salary $
Your spouse's gross monthly salary $
Net monthly rental (from Schedule B attached) $
Other income (Please itemize.):
$
$
$
TOTAL $

Sundry Personal Obligations

Please provide details below if you answer yes to the following question:
Are you providing your personal support for obligations not listed above
(i.e., co-signer, endorser, guarantor)? ___Yes ___ No

Details of any of the above:

(Continued)
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Schedule A: Stocks, Bonds, and Other Investments

Quantity | Description Where Market Pledged as collateral?
Quoted | Value Yes No
TOTAL

Schedule B: Real Estate Owned

Please provide information on your share only of real estate owned.

Property address (primary residence):

Legal description:

Street

City : Province

Type of property
Present market value : §

Amount of mortgage liens: ~ 1st$ 2nd $

Gross monthly income rental
Monthly mortgage payments  1st $ 2nd $

Monthly taxes, insurance, maintenance, and miscellaneous:

Net monthly rental income ~ $ $

Name of mortgage holder(s)
First mortgage :

Second mortgage

Percentage ownership: %  Month/year acquired:
Purchase price $
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General Information

Please provide details if you answer yes to any of the following questions:

Have you ever had an asset repossessed? Yes_ No__
Are you party to any claims or lawsuits? Yes  No__
Have you ever declared bankruptcy? Yes _ No__
Do you owe any taxes prior to the current year? Yes_ No_
Details:

The undersigned declare(s) that the statements made herein are for the purpose of
obtaining business financing and are to the best of my/our knowledge true and correct.
The applicant(s) consent(s) to the Bank making any enquiries it deems necessary to reach
a decision on this application, and consent(s) to the disclosure at any time of any credit
information about me/us to any credit reporting agency or to anyone with whom I/we
have financial relations.

Date: Signature of applicant(s) above:
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FORM 3: Calculating Your
Gross Debt-Service (GDS) Ratio
(See Chapter 5)

Your GDS ratio is calculated by adding the total of your monthly mortgage principal,
interest, and taxes (PIT) together and dividing that figure by your monthly income. Guide-
lines have been set that generally allow a maximum of 27% to 30% or more, depending
on the financial institution, of your gross income to be used for the mortgage PIT

GDS ratio = Monthly Principal + Interest + Taxes (PIT)
Monthly income

Gross (pre-tax) monthly income of purchaser(s) $

Other forms of income (e.g., annual)
averaged to monthly

TOTAL MONTHLY INCOME $

Estimate monthly property tax on home

(net after any provincial homeowners’ grant is
taken into consideration, if applicable) $

1.To estimate the maximum monthly mortgage payment plus property taxes you could
carry (monthly PIT), calculate 30% of the total monthly income:

30% of $ $

2.To estimate the maximum monthly mortgage payment, not including taxes (Pl), that
you could carry, subtract the monthly tax amount from the monthly PIT:

Monthly PIT
Less: Monthly property tax $

MAXIMUM MONTHLY MORTGAGE PAYMENT $
(not including taxes) = Monthly Pl

Use Chart 7 to determine the maximum mortgage
(not including taxes) for which you qualify under your
GDS ratio guidelines. Simply look up your maximum
monthly mortgage payment under the current interest
rate. Maximum mortgage available under GDS

Ratio guidelines $
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FORM 4: Calculating Your Total

Debt-Service (TDS) Ratio

(See Chapter 5)

Most lenders require that an applicant meet a TDS ratio, in addition to looking at the GDS
ratio. The TDS ratio is generally a maximum of 35% to 40% or more of gross income—
actual rules may vary between financial institutions. The TDS ratio is calculated in much
the same way as the GDS ratio, but takes into consideration all other debts and loans you

may have.

_ Monthly Principal + Interest + Taxes (PIT) + Other monthly payments

TDS ratio
Monthly income

Gross (pre-tax) monthly income of purchaser(s)
Other forms of income (e.g., annual) averaged to monthly
TOTAL MONTHLY INCOME

Other monthly payments:
Credit cards
Other mortgages
Car loan
Other loans
Alimony/child support
Charge accounts
Other debts (list):

TOTAL OTHER MONTHLY PAYMENTS

A N

R I = I . A~ A~ S = S = S = S =

(Continued)
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To calculate your TDS ratio, take 40% of $

=$ available for monthly principal + interest + taxes + other payments
(PIT + Other).

(total monthly income)

To estimate the maximum monthly mortgage payment you could carry within your
allowable TDS ratio:

Monthly PIT + Other
Less: Other monthly payments
SUBTOTAL

Less: Estimated property taxes
MAXIMUM MONTHLY MORTGAGE PAYMENT $

Use Chart 7 to determine the maximum mortgage for which you qualify under the TDS
Ratio guidelines. Simply look up your maximum monthly mortgage payment under the
current interest rate.

Maximum mortgage available under
TDS Ratio guidelines $
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FORM 5: Projected Cash Flow (Three Months)
(See Chapter 3)

Month 1

=
o
E
~*
=2
N
=
o
E
~*
=2
w

Quarterly
Summary

Projected
Actual
Projected
Actual
Projected
Actual
Projected
Actual

INCOME:

Contributed capital
Loans
Miscellaneous
Rent received
Other

TOTAL INCOME (A)
EXPENSES

Accounting fees
Advertising
Bank interest and
charges
Equipment purchase
(appliances)
Insurance
Interests on rent
deposits
Legal fees
Loan repayments
Maintenance services
Major repairs
Management fees
Minor repairs and
maintenace
Miscellaneous expenses
Mortgage payments
Property taxes
Renovations
Utilities
Other

TOTAL EXPENSES (B)
OPENING CASH BALANCE
PLUSTOTAL INCOME (A)
LESS TOTAL EXPENSES (B)
CLOSING CASH BALANCE
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FORM 6: Projected Income and Expense Statement

(as of
(See Chapter 3)

INCOME:
Rental income
Other sources of income
TOTAL INCOME

OPERATING EXPENSES:
Accounting fees
Advertising
Bank interest and charges

Equipment purchase (appliances)

Insurance
Interest on rent deposits
Legal fees
Loan repayments
Maintenance services
Major repairs
Management fees
Minor repairs and maintenance
Miscellaneous expenses
Mortgage payments
Property taxes
Renovations
Utilities
Other
TOTAL OPERATING EXPENSES
NET INCOME

R I = = S A A~ I = = = I = I = = e = I e i G

(A-B)
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FORM 7: Projected Balance Sheet (as of

ASSETS

CURRENT ASSETS:

Cash

Rent receivables

Prepaid expenses
TOTAL CURRENT ASSETS

FIXED ASSETS:

Land

Buildings

Less accumulated depreciation
Chattels

Less accumulated depreciation
TOTAL FIXED ASSETS

TOTAL ASSETS

LIABILITIES

CURRENT LIABILITIES:
Accounts receivable
Accrued expenses

Rent deposits

Interest on rent deposits
Interest on mortgage

Due in next 12 months
TOTAL CURRENT LIABILITIES

LONG-TERM LIABILITIES:
Mortgage principal payable
TOTAL LONG-TERM LIABILITIES
TOTAL LIABILITIES

NET WORTH

(See Chapter 3)

s
-
Lz e

o o
—_ =

R I e
_- o~
g3

=
=

R = .
P
~

=(A)[a+b+d]

=B)[d+e+g-f-h]
(O [A+B]

=D)[i+j+k+1+m+n]




326 Appendix

FORM 8: Income Approach Worksheet
(See Chapter 3)

Date:

Name of apartment building:

Address:

City:

Type of property:

Number of suites:

Asking price:

Cost per suite:

Cost per building sq. ft.

Zoning:

Age of building:

% Amount Comments

1 MAXIMUM POTENTIAL RENTAL INCOME
(assuming no vacancies)

2 Less:Vacancy/bad debt losses

3 EFFECTIVE RENTAL INCOME (A)

4 Plus: Other income (B)

5  GROSS OPERATING INCOME (C) [A + B]

6  Less: OPERATING EXPENSES

7 Advertising, licences
8 Accounting and legal fees
9 Resident manager

10 Property management company
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1" Government payments
(El, CPP, Workers" Compensation)
12 Property insurance
13 Other
14 Property taxes
15 Repairs and maintenance
16 Services: Elevator
17 Janitorial
18 Lawn
19 Pool
20 Rubbish
21 Other
22 Supplies
23 Utilities: Electricity
24 Gas and oil
25 Sewer and water
26 Telephone
27 Other
28 Miscellaneous
29 GROSS OPERATING EXPENSES (D)
30 NET OPERATING INCOME (E) [C-D]
31 Less:Annual debt service (F) (mortgage
and loan payments)
32 CASH FLOW BEFORE TAX (E— F)
(positive or negative)
CAP RATE GIM NIM

RATING OF PROPERTY (circle) 1

Low

2

3 4

8

9

10
High
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FORM 9: Investment Property Analysis Checklist
(See Chapter 3)

Date of analysis

Property

Present use

Year built

Type of construction

Architectural style
Summary of physical condition

Square footage of building

Square footage of land

Assessed Value for Property Tax Calculation Purposes
Date of assessment

Land

Building

Total

Total annual tax bill

Tax rate per $1,000 assessed value

R~ S = S = s A

Cost per square foot (building)

Restrictions on Property Use
Most feasible use(s)

Building code restrictions

Zoning restrictions

Other restrictions

Calculations of Value

MARKET COMPARISON

Estimate value range to ___to
Estimate of value
Terms: Down payment
First mortgage rate %

Total amount of first mortgage

R I~ S = =

Annual total payment of first mortgage
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COST METHOD

New building cost

Minus:
Physical depreciation
Functional depreciation
Economic depreciation
Depreciated cost of building

Add:
Land value

Total cost value

INCOME CAPITALIZATION METHOD

Gross income

Total expenses

Net income (before taxes)

Expenses represent what % of gross income?
Gross operating income x multiplier

Net operating income x multiplier

Estimate of value using NOI and CAP rate

Summary of Value Calculations

Using market comparisons

Using cost (minus depreciation)

Using income capitalization

Most probable value (average of above)

Property Feasibility Summary

Feasible use(s) recommended

R A .

A A A N

%

Feasible use(s) considered

Major benefits

Minor benefits

Major costs

Minor costs

Major disadvantages

Minor disadvantages




330

Appendix

CHART 1: Criteria for Determining Real Estate Cycles
(See Chapter 1)

A B C D A
Values Depressed | Increasing | Increasing | Declining Depressed
Rents Low Increasing | Increasing | Declining Low
:iavc;ncy High gggriggsigg 0| Low Increasing High
I(Zflcet;pancy Low Increasing High Decreasing | Low
o) Very little Increasin Boomin Slowin Very little
construction [kl g g g y
m::gins Low Improving | Widest Decline Low
Investor Negative to L Slightly
confidence [ neutral Positive negative Low
Media Negative and | Positive and | Positive and | Negative and | Negative and
coverage pessimistic | encouraging | optimistic pessimistic | pessimistic

; Second best .
Action Buy ti?rfgr:o bﬁ; Sell Be cautious | Buy
CHART 2: Recovery on Renovation Costs
(See Chapter 2)
Renovation project Recovery Renovation project Recovery
on resale on resale

Adding a full bath 96% Adding insulation 65%
Adding a fireplace 94% Adding a room 62%
Remodelling kitchen (minor) | 79% Re-roofing 61%
Remodelling kitchen (major) | 70% Adding a wood deck 60%
Remodelling bathroom 69% Adding a greenhouse 56%
Adding a skylight 68% Replacing windows, doors | 55%
Adding new siding 67% Adding a swimming pool 39%
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CHART 3: Amortization Period in Year
(See Chapter 5)

The following examples assume a $50,000 mortgage loan and an interest rate* of 6% for
the amortization period selected.

Amortization period in years

Payment

Monthly payment of

principal and interest $553.26

$419.95 $356.10 $319.91

Total of mortgage
payments over the $66,390.31 | $75,558.58 | $85,461.45 | $95,968.63
amortization period

*Interest being compounded semi-annually.

CHART 4: Interest Payments
(See Chapter 5)

Interest* on each $1,000 of mortgage is based on payment period

Interest rate % Weekly $ E‘Yvirg'ktsvéo ;Vg:]cti; Monthly $
3.50 $0.67 $1.33 $1.44 $2.90
4.00 $0.76 $1.52 $1.65 $3.31
4.50 $0.85 $1.71 $1.86 $3.72
5.00 $0.95 $1.90 $2.06 $4.12
5.50 $1.04 $2.08 $2.26 $4.53
6.00 $1.13 $2.27 $2.47 $4.94
6.50 $1.23 $2.46 $2.67 $5.34
7.00 $1.32 $2.64 $2.87 $5.75
7.50 $1.41 $2.83 $3.07 $6.15
8.00 $1.51 $3.01 $3.27 $6.56

*Interest being compounded semi-annually.
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CHART 5: Prepayment or Increased Payment Savings
(See Chapter 5)

Based on a $50,000 mortgage at a 6% interest rate.*

Standard mortgage  10% annual 10% annual

25-year increase in prepayment of
amortization mortgage payment  principal

164 97

Mortgage repaid in 300
months

LERNEES TG EIGT I $45,968.63 $29,504.54 $14,060.22

Interest savings vs. N/A $16,464.09 $31,908.41
standard 25-year
mortgage

*Interest being compounded semi-annually.

CHART 6: Mortgage Amortization Chart
(See Chapter 5)

Follow the chart down, under the current interest rate, to the amount of your maximum
monthly mortgage payment (not including taxes).

Follow that line to the left to determine the maximum mortgage, after down payment, for
which you may qualify.

Maximum

Mortgage* 4% 5% 6% 1% 8%

30,000 $157.81 $174.49 $191.95 $210.13 $228.97
40,000 $210.41 $232.65 $255.93 $280.17 $305.29
50,000 $263.02 $290.81 $319.91 $350.21 $381.61
60,000 $315.62 $348.97 $383.89 $420.25 $457.93
70,000 $368.22 $407.13 $447.87 $490.30 $534.25
80,000 $420.82 $465.29 $511.85 $560.34 $610.58
90,000 $473.42 $523.45 $575.83 $630.38 $686.90
100,000 $526.03 $581.61 $639.81 $700.42 $763.22
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Maximum

Mortgage*

(Continued)

110,000 $578.63 $639.77 $703.79 $770.46 $839.54
120,000 $631.23 $697.93 $767.77 $840.50 $915.86
130,000 $683.83 $756.09 $831.75 $910.55 $992.18
140,000 $736.43 $814.25 $895.73 $980.59 $1,068.50
150,000 $789.04 $872.41 $959.71 $1,050.63 $1,144.83
160,000 $841.64 $930.57 $1,023.70 $1,120.67 $1,221.15
170,000 $894.24 $988.73 $1,087.68 $1,190.71 $1,297.47
180,000 $946.84 $1,046.89 $1,151.66 $1,260.75 $1,373.79
190,000 $999.44 $1,105.05 $1,215.64 $1,330.79 $1,450.11
200,000 $1,052.05 $1,163.21 $1,279.62 $1,400.84 | $1,526.43

*Based on 25-year amortization period. Amounts are approximate. Interest compounded
semi-annually.

CHART 7: Monthly Mortgage Payments
for Principal Plus Interest
(See Chapter 5)

The table gives the monthly payments for principal and interest* (not including taxes) for
each $1,000 of the amount of the mortgage.

Interest rate 5 years 10 years 15 years 20 years 25 years
% $ $ $ $ $
3.50 $18.19 $9.88 $7.14 $5.79 $5.00
4.00 $18.41 $10.11 $7.39 $6.05 $5.27
4.50 $18.63 $10.35 $7.63 $6.31 $5.54
5.00 $18.85 $10.59 $7.89 $6.58 $5.82
5.50 $19.08 $10.83 $8.14 $6.85 $6.11
6.00 $19.30 $11.07 $8.40 $7.13 $6.40
6.50 $19.53 $11.32 $8.67 $7.41 $6.70
7.00 $19.76 $11.56 $8.94 $7.70 $7.01
7.50 $19.99 $11.82 $9.21 $7.79 $7.32
8.00 $20.22 $12.07 $9.49 $8.29 $7.64

*Interest being compounded semi-annually.
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CHECKLIST 1: Real Estate Assessment Checklist
(See Chapter 2)

1. This assessment checklist has most of the essential features to look for in a house,
condominium, or apartment building.

2. Not all the categories are necessarily applicable in your individual case. Terminology in
some instances can vary from province to province.

3. On the line provided, indicate your rating of the listed factor as: excellent, good, poor,
available, not available, not applicable, further information required, etc.

A. General Information
Location of property
Condition of neighbourhood
Zoning of surrounding areas
Prospect for future increase in value
Prospect for future change of zoning
Proximity of
e Schools
e Churches
e Shopping
e Recreation
e Entertainment
e Parks
e Children’s playgrounds
e Public transportation
e Highways
* Hospital
e Police department
e Fire department
e Ambulance
Traffic density
Garbage removal
Sewage system
Quality of water
Taxes:
e Provincial
© Municipal
Maintenance fees/assessments (if condominium)
Maintenance fees/management fees (if apartment building)
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Easements
Quietness of
e Neighbourhood
e Condo or apartment complex
e Individual condominium unit
e Individual apartment unit
e House
Percentage of units that are owner-occupied (if condominium)

If next to commercial centre, is access to residential
section well controlled?

Is adjacent commercial development being planned?

Size of development related to your needs
(small, medium, large)

Does project seem to be compatible with your lifestyle?
Style of development (adult-oriented, children, retirees, etc.)
Age of development (new, moderate, old)

B. Exterior Factors
Privacy
Roadway (public street, private street, safety for children)
Sidewalks (adequacy of drainage)
Driveway (public, private, semi-private)
Garage

* Reserved space (one or two cars)

e Automatic garage doors

e Security

e Adequate visitor parking
Construction material (brick, wood, stone)
Siding (aluminum, other)
Condition of paint
Roof:

e Type of material

* Age

e Condition
Balcony or patios:

e Location (view, etc.)

e Privacy

e Size

 Open or enclosed
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Landscaping:
e Trees
o Shrubbery, flowers
® Lawns
e Automatic sprinklers

Condition and upkeep of exterior

C. Interior Factors
Intercom system
Medical alert system
Fire safety system (fire alarms, smoke detectors, sprinklers)
Burglar alarm system
General safety:
o TV surveillance
e Controlled access
Pre-wired for television and telephone cable
Lobby:
e Cleanliness
® Decor
e Security guard
Public corridors:
e Material used
e Condition
o Plaster (free of cracks, stains)
® Decor
Stairs:
e General accessibility
o Number of stairwells
Elevators
Wheelchair accessibility
Storage facilities:
e Location
o Size
Insulation: (The R factor is the measure of heating and
cooling efficiency; the higher the R factor, the more efficient)
e R rating in walls (minimum of R-19; depends
on geographic location)
o R rating in ceiling (minimum of R-30; depends
on geographic location)
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® Heat pumps
o Windows (insulated, storm, screen)
Temperature controls:
e Individually controlled
e Convenient location
Plumbing:
e Functions well
e Convenient fixtures
e Quietness of plumbing
Suitable water pressure
Heating and air conditioning (gas, electric, hot water, oil)
Utility costs:
* Gas
o Electric
e Other
Laundry facilities
Soundproofing features

D. Management
Apartment management company
Condominium management company
Owner-managed
Resident manager
Management personnel:

e Front desk

e Maintenance

e Gardener

o Trash removal

© Snow removal

o Security (number of guards, hours, location, patrol)

E. Condominium Corporation
Experience of directors of corporation
Average age of other owners

F. Recreation Facilities (if condominium or apartment building)
Clubhouse
Club membership fees (included, not included)



338 Appendix

Sports:
e Courts (tennis, squash, racquetball, handball, basketball)
© Games room (ping-pong, billiards)
e Exercise room
e Bicycle path/jogging track
e Organized sports and activities
Children’s playground:
e Location (accessibility)
* Noise factor
e Organized sports and activities (supervised)
Swimming pool:
e Location (outdoor, indoor)
e Children’s pool
e Noise factor
Visitors' accommodation

G. Individual Unit (if condominium or apartment building)
Location in complex

Size of unit

Is the floor plan and layout suitable?

Will your furnishings fit in?

Is the unit exposed to the sunlight?

Does the unit have a scenic view?

Is the unit in a quiet location (away from
garbage unit, elevator noise, playgrounds, etc.)?

Accessibility (stairs, elevators, fire exits)
Closets:
e Number
e Location
Carpet:
e Colour
e Quality/texture
Hardwood floors
Living room:
o Size/shape
e Windows/view
e Sunlight (morning, afternoon)
e Fireplace
e Privacy (from outside, from rest of condo)
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Dining room:
o Size
o Accessibility to kitchen
e Windows/view
Den or family room:
e Size/shape
¢ Windows/view (morning or afternoon sunlight)
e Fireplace
e Privacy (from outside, from rest of condo)
Laundry room:
e Work space available
e Washer and dryer
e Size/capacity
¢ Warranty coverage
Kitchen:
o Size
e Eating facility (table, nook, no seating)
e Floors (linoleum, tile, wood)
e Exhaust system
e Countertop built in
e Countertop material
e Work space
e Kitchen cabinets (number, accessibility)
e Cabinet material
o Sink (size, single, double)
o Sink material
e Built-in cutting boards
e Oven (single, double, self-cleaning)
e Gas or electric oven
e Age of oven
* Microwave (size)
e Age of microwave
o Refrigerator/freezer (size/capacity)

o Refrigerator (frost-free, ice maker, single/double door)

o Age of refrigerator

e Dishwasher (age)

e Trash compactor/garbage disposal

e Pantry or storage area

e |s there warranty coverage on all appliances?
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Number of bedrooms
Master bedroom:
o Size/shape
o Privacy (from outside, from rest of condo)
e Closets/storage space
e Fireplace
e Floor and wall covering
Master bathroom (en suite):
e Size
e Bathtub
e Whirlpool tub/jacuzzi
e Shower
e Steam room
e Vanity
e Sink (single, double, integrated sink bowls)
e Medicine cabinet
Number of bathrooms
Complete, or sink and toilet only?
Overall condition of condo, apartment, or house
Overall appearance and decor of condo, apartment, or house

H. Legal and Financial Matters

Project documents (e.g., disclosure/declaration)
received and read (if new condominium)
Bylaws received and read (if condominium)

Rules and regulations received and read
(if condominium or apartment)

Financial statements received and read
(if condominium or revenue-generating property)

Condo council minutes, and annual general meeting and
special general meeting minutes over past two years received
and read (if condominium or revenue-generating property)

No litigation or pending litigation

No outstanding or pending special assessments
No pending repairs, or leaky condo problems
Other documents (list):
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All above documentation (as applicable) reviewed by your
lawyer and legal advice on investment obtained

Financial statements reviewed by your accountant
and tax advice on investment obtained

All assessments, maintenance fees, and taxes detailed
Condominium corporation insurance coverage adequate

Restrictions acceptable (e.g., pets, renting of unit, number of
people living in suite, children, etc.) for rental property

All verbal promises or representations of sales representative
or vendor’s agent that you are relying on written into the
offer to purchase

Other
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CHECKLIST 2: Mortgage Checklist

(See Chapter 5)

A. Ask Yourself These Questions

10.

1"

16.

17.

Is your income secure?
Will your income increase or decrease in the future?

Are you planning on increasing the size of your family
(e.g., children, relatives) and therefore your living expenses?

Will you be able to put aside a financial buffer
for unexpected expenses or emergencies?

Are you planning to purchase the property with someone else?

If the answer is yes to the above question, will you be able
to depend on your partner’s financial contribution
without interruption?

If you are relying on an income from renting out all
or part of your purchase, have you determined:

o If city zoning and use bylaws permit it?
o |f the condominium corporation bylaws permit it?
o If the mortgage company policies permit it?

Have you thoroughly compared mortgage rates and
features so that you know what type of mortgage and
mortgage company you want?

Have you determined the amount of mortgage
that you would be eligible for?

Have you considered the benefits of a pre-approved
mortgage?

. Have you considered talking to a mortgage broker?
12.
13.
14,
15.

Have you considered assuming an existing mortgage?
Have you considered the benefits of a portable mortgage?
Have you considered having the vendor give you a mortgage?

Have you determined all the expenses you will incur
relating to the purchase transaction? (See Checklist 3.)
Have you completed your present and projected financial
needs analysis (income and expenses)? (See Form 1.)

Have you completed the mortgage application form, including
net worth statement (assets and liabilities)? (See Form 2.)
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B. Ask the Lender These Questions
Interest Rates
18.What is the current interest rate?

19. How frequently is the interest calculated?
(semi-annually, monthly, etc.)

20. What is the effective interest rate on an annual basis?
21. How long will the lender guarantee a quoted interest rate?
22.Will the lender put the above guarantee in writing?

23. Will you receive a lower rate of interest if the rates fall
before you finalize your mortgage?

24. Will the lender put the above reduction assurance in writing?

25. Will the lender show you the total amount of interest you
will have to pay over the lifetime of the mortgage?

Amortization

26.What options do you have for amortization periods?
(10, 15 years, etc.)

27.Will the lender provide you with an amortization schedule
for your loan showing your monthly payments apportioned
into principal and interest?

28. Have you calculated what your monthly payments
will be based on each amortization rate?

29. Are you required to maintain the amortized monthly
payment schedule if annual pre-payments are made,
or will they be adjusted accordingly?

Term of the Mortgage

30. What different terms are available?
(six months, one, two, three, five years, etc.)

31.What is the best term for your personal circumstances?

32.What are the different interest rates available
relating to the different terms?

Payments

33.What is the amount of your monthly payments
(based on amortization period)?

34. Are you permitted to increase the amount of
your monthly payments if you want to without penalty?

35. Does the lender have a range of payment periods
available, such as weekly, biweekly, monthly, etc.?

36.What is the best payment period in your personal
circumstances?
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Prepayment
37.What are your prepayment privileges?
e Completely open?
 Open with a fixed penalty or notice requirement?
e Limited open with no penalty or notice requirement?
e Limited open with fixed penalty or notice requirement?
e Completely closed?
 Some combination of the above?

38.What amount can be prepaid and what is the penalty or
notice required, if applicable?

39. How long does the privilege apply in each of the
above categories, if applicable?

40.When does the prepayment privilege commence?
(six months, one year, anytime, etc.)

41. Is there a minimum amount that has to be prepaid?

42.What form does your prepayment privilege
take—increase in payments or lump sum?

43. Is your prepayment privilege cumulative
(e.g., make last year's lump sum prepayment next year)?

Taxes
44, How much are the property taxes?

45. Does the lender require a property tax payment monthly
(based on projected annual tax), or is it optional?

46. Does the lender pay interest on the property tax account?
If yes, what is the interest rate?

Mortgage Transaction Fees and Expenses
47.What is the appraisal fee? Is an appraisal necessary?
48.What is the survey fee? Is a survey necessary?

49. Will you be able to select a lawyer of your choice
to do the mortgage work?

50. Does the lender charge a processing or administrative fee?

51. Does the lender arrange for a lawyer to do the mortgage
documentation work at a flat fee, regardless of the amount
of the mortgage?

52. Does the lender know what the out-of-pocket
disbursements for the mortgage transaction will be?

53. Does the mortgage have a renewal administration fee?
How much is it?
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Mortgage Assumption Privileges
54. Can the mortgage be assumed if the property is sold?

55. Is the mortgage assumable with or without the
lender’s approval?

56. What are the assumption administrative fees, if any?

57. Will the lender release the vendor of all personal
obligations under the terms of the mortgage if it is assumed?

Portability

58. Is the mortgage portable, e.g., can you transfer it to
another property that you may buy?
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CHECKLIST 3: Real Estate Purchase Expenses Checklist
(See Chapter 4)

In addition to the actual purchase price of your investment, there are a number of other
expenses to be paid on or prior to closing. Not all of these expenses will be applicable.
Some provinces may have additional expenses.

Type of expense When paid Estimated amount
Deposits At time of offer
Mortgage application fee At time of application
Property appraisal At time of mortgage
application
Property inspection At inspection
Balance of purchase price On closing
Legal fees re property transfer On closing
Legal fees re mortgage preparation On closing
Legal disbursements re property transfer On closing

Legal disbursements re mortgage preparation ~ On closing
Mortgage broker commission On closing
Property survey On closing

Property tax holdback (by mortgage company) ~ On closing

Land transfer or deed tax (provincial) On closing
Property purchase tax (provincial) On closing
Property tax (local/municipal) adjustment On closing
Goods and services tax (GST) (federal) On closing
New Home Warranty Program fee On closing
Mortgage interest adjustment (by mortgage ~ On closing
company)

Sales tax on chattels purchased from vendor  On closing
(provincial)

Adjustments for fuel, taxes, etc. On closing

Mortgage lender insurance premium (CMHC ~ On closing
or GEM)

Condominium maintenance fee adjustment On closing

Building insurance On closing
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Life insurance premium on amount of
outstanding mortgage

Moving expenses

Utility connection charges

Redecorating and refurbishing costs
Immediate repair and maintenance costs
House and garden improvements

Other expenses (list):

On closing

At time of move
At time of move
Shortly after purchase
Shortly after purchase
Shortly after purchase
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CHECKLIST 4: Business Deductions Checklist
(See Chapter 7)

Note: The tax laws are constantly changing, so be sure to verify annually the following
deductible items with a professionally qualified accountant or other tax authority. Some
exceptions to the following deductions may apply.

Accounting or bookkeeping services
Advertising expenses

Automobile expenses

Bad debts/bounced cheques

Books related to business

Business development expenses

Business gifts

Cable charges (T.V., Internet)

Cleaning services (supplies, equipment, service)
Commissions (sales representatives, agents, others)
Computer hardware and software (depreciated)
Consulting fees

Delivery charges

Donations (charitable or business-related)

Dues to professional organizations

Educational expenses (business seminars, workshops, classes,
handbooks, manuals)

Entertainment (e.g., meals), business-related (50% deductible; must be
carefully documented)

Equipment purchases (may be depreciated or expensed)
Freight and shipping charges

House-related expenses (mortgage interest, depreciation,
utilities, services, repairs)

Internet charges

Insurance premiums (special riders on homeowner's policy, i.e.,
computer insurance, etc.)

Interest on business loans or charge cards, bank charges
Labour costs (independent contractors or employees)
Lease payments (equipment, etc.)

Legal and professional fees

Licences and permits
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Maintenance contracts on office equipment and other repairs
Membership fees in business-related organizations

Office furnishings (depreciated)

Office supplies

Postage

Rent (apartment or house)

Safety deposit box (if it holds documents related to business)
Salaries (including those paid to spouse or children)

Salary expense (employer’s contributions to CPP, EI, WCB, etc.)
Stationery and printing

Subscriptions to business magazines and periodicals

Supplies and materials

Tax preparer's fee

Telephone (equipment, monthly service charges, long-distance calls, etc.)

Telephone-answering service/machine

Travel expenses connected with business (meals and lodging for overnight

stays, airfare, train, bus, taxi, auto expenses, tips, tolls)
Other (itemize)
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CHECKLIST 5: Landlord/Tenant Suite
Inspection Checklist
(See Chapter 10)

Apartment number: Apartment address:
Modify this checklist as necessary.
CONDITION INITIALS

ITEM Poor=1 2 3 4 5=Excellent Landlord/Tenant

Kitchen
Drawers 1 2 3 4 5 -
Countertop 1 2 3 4 5 .
Table (built-in or nook) 1 2 3 4 5 -
Sink 1 2 3 4 5 .
Windows 1 2 3 4 5 -
Screens 1 2 3 4 5 .
Cupboards 1 2 3 4 5 L
Doors 1 2 3 4 5 .
Floor 1 2 3 4 5 .
Ceiling 1 2 3 4 5 o
Walls 1 2 3 4 5 o

Dining Room
Floors 1 2 3 4 5 o
Ceiling 1 2 3 4 5 -
Walls 1 2 3 4 5 .
Carpet 1 2 3 4 5 -
Doors 1 2 3 4 5 .
Hanging light 1 2 3 4 5 o

Living Room
Bookcase 1 2 3 4 5 .
Fireplace 1 2 3 4 5 -
Windows 1 2 3 4 5 .
Screens 1 2 3 4 5 -
Doors 1 2 3 4 5 .
Ceilings 1 2 3 4 5 -
Walls 1 2 3 4 5 .
Carpet 1 2 3 4 5 -



ITEM

Bedroom #1
Closet
Drapes
Lights
Floor
Ceiling
Walls
Windows
Screens
Doors
Carpet
Thermostat

Bedroom #2
Closet
Drapes
Lights
Floor
Ceiling
Walls
Windows
Screens
Doors
Carpet
Thermostat

Bedroom #3
Closet
Drapes
Lights
Floor
Ceiling
Walls
Windows
Screens
Doors

Poor =1

—_  a  ma s e s s —_  ma ma s e s s

—_ ma m s s

Appendix

CONDITION
2 3 4

N N NN DN DN NDNMNDNMNDNDNDN
w W w w w w w w w w w
L R~ S S T e e

N NN NN DN N DNMNDNDNDNDDND
w w w w w w w w w w w
A~ & BB A PEAEAEBEBE BB

N N NN DN N NDNNDN
w w w w w w w w w
R R . I =

5 = Excellent

Ul Ul U1 U1 U1 Ul U1 U1l U1l U1 U Ul U1 U1 Ul U1 U1 U1l U1 U1l Ul Ul

Ul U1 Ul Ul U1 U1 Ul U1 Ul

INITIALS
Landlord/Tenant
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CONDITION INITIALS
ITEM Poor=1 2 3 4 5=Excellent Landlord/Tenant

Carpet 1 2 3 4 5
Thermostat 1 2 3 4 5

Bathroom
Sink
Toilet tank
Toilet seat
Shower (door, curtain)
Bathtub
Shower head
Door
Walls
Ceiling
Floor
Windows
Screens
Towel racks
Cabinet
Tissue holder
Countertop

—_  a  ma s e e e e e e e e e
NN NN NN DN N DNDNDNDNDNDNDNDNMDNDNDDNDNDDNDDN
w W w w w w w w w w w w w w w w w
~ & BB BAbEBEBEBEBEBEBEBEBBBBBB
or o1 U1 U1 Ul U1 U1 U1 U1 U1 U1 U1 Ul U1 U1 U1 U

Mirror

Common Areas
Front hallway
Floor
Ceiling
Walls
Lights
Carpet

—_  a a m as a
N N NN NN NN
w w w w w w w
~ &~ BB B BB
(S, B B O S BN |

Stairwells
Upper

N
w
~

o floor 1
e ceiling 1 2 3 4 5
o walls 1 2 3 4
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CONDITION INITIALS
ITEM Poor=1 2 3 4 5=Excellent Landlord/Tenant

Lower

o floor

e ceiling

e walls
Thermostat
Front door

—_ ma ma
N N NN NN DNDN
w w w w w w
~ &5 BB BB
(SN G, B O O S|

Rear door

Basement
Washer
Dryer
Freezer
Furnace
Sink
Floors
Ceiling
Walls
Windows
Screens
Doors
Other items

—_  ma ma e a a m m ms  a
N NN NN NN DNDNDNDNDNDNDDN
w w w w w w w w w w w w
~ & BB A PEAEBEAEBEBEBEBEDS
or U1 U1 U1 Ul Ul U1 U1 U1 U1 Ul U
|
|

The apartment conditions are confirmed as of the date noted by our signatures below.

Date: Tenant

Date: Landlord
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CHECKLIST 6: Master Checklist for Successful
Real Estate Investing
(See Chapter 1)

1. Understand why real estate could be a good investment for you.
Learn the advantages and potential disadvantages of real estate investing.
Make a list of the benefits of investing in real estate.
Make a list of any potential disadvantages of investing in real estate.

2. Know how the real estate market works.
Understand the cycles involved in the real estate market and how they work.
Understand what factors affect the real estate market and prices.
Understand when the best time is to buy and sell.

3. Educate yourself about real estate.

Take courses or seminars offered locally through school boards, colleges, insti-
tutes, universities, or private seminar companies.

Read books on real estate and real estate investment.

Familiarize yourself with mortgage tables, mortgage calculations, accounting,
management and real estate investment computer software and spreadsheets.

Familiarize yourself with on-line mortgage calculators.
Research the Internet for property search opportunities, e.g., www.mls.ca
Use www.google.ca for research information.

Subscribe to publications, including newspapers, magazines, or newsletters that
cover real estate issues.

Subscribe to free publications such as the Royal LePage Survey of Canadian
House Prices and the various Canada Mortgage and Housing Corporation
(CMHC) surveys and forecasts.

Receive free weekly real estate publications possibly available in your
community.

4. Analyze your present financial situation.

Determine your personal cost-of-living budget (income and expenses). Calculate
your personal net worth statement (assets and liabilities).

Calculate your gross debt-service ratio (GDS).
Calculate your total debt-service ratio (TDS).
Determine the maximum amount of mortgage that you could be eligible for.

Determine the maximum amount of mortgage that you would feel
comfortable with.

Utilize on-line mortgage calculators.
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5. Establish your investment goals.

Determine your real estate investment needs and goals in the short, medium,
and long term.

Determine your personal and family needs and goals in the short, medium, and
long term.

Do a detailed and candid self-assessment. Prepare an objective analysis of your
personal strengths, weaknesses, skills, talents, and goals, and compare them to
the attributes required to invest in and manage real estate. If you assess that
certain skills, etc., are needed, determine how you will acquire them.

Determine what time and talent involvement that you expect or require from
your family.

Do a SWOT (strengths, weaknesses, opportunities, and threats) analysis of your
investment plans on a periodic basis.

Develop a written investment strategic plan.

Prepare a projected personal cash flow statement over the next

five years (monthly).

Prepare a projected personal income and expense statement over the next five
years (annually).

Prepare a projected personal balance sheet (assets and liabilities) over next the
five years (annually).

Determine how much money you believe you will need to maintain your desired
standard of living after retirement.

Make sure you take into account the value of your money in real terms, in terms
of buying power, after inflation is taken into account. Allow a factor of 3%
inflation each year. Of course, inflation might be less or more than 3% at any
given time.

Determine the degree of financial risk you are prepared to take, if any.

6. Understand the basic real estate guidelines.

Learn the common rules of thumb used to quickly analyze a potential real estate
investment. Recognize which methods are more or less reliable in determining
the value of a property.

Always perform a thorough property analysis before deciding to seriously
consider a property purchase.

Know how appraisers determine the value of property. Learn the various
formulas that experts use to determine value.

7. Determine your desired degree of involvement in property management.

Determine if you want to do all the management yourself.

Determine if you want to employ a resident manager who lives in the building
and deals with common problems that can occur or tasks that have to be
performed. This may include collecting rents, renting apartments, cleaning
apartments, and general building cleaning and maintenance.
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Determine if you want to employ a professional property-management company
to handle the investment. This may include renting, collecting rent and paying
bills, bookkeeping, maintenance, and overall management.

8. Select the type of investment ideal for your needs.

Review the various types of real estate investments that fit within your
investment goals and needs.

Look for the availability of the type of real estate investment that you are
considering.

Thoroughly do your research and compare and contrast alternative properties.
Determine if you will purchase the property yourself or with others.

9. Select your professional and business advisers carefully.
Select your lawyer.
Select your accountant.

_ Selectyour financial planner.
Select your building inspector.
Select your realtor.

Select your insurance broker.

Select a lender/mortgage broker.

10. Determine the form of legal ownership of property.
Proprietorship

Partnership

__ Limited partnership

Limited company (corporation)
Joint tenancy

Tenants in common

Freehold

Leasehold

11. Locate your investment property.
Review the amount of money you have available for purchase purposes.

Review the maximum amount you are willing to pay for the property.

Review your real estate investment criteria.

Select the geographic area or areas in which you want to have your investment.

Obtain copies of all municipal zoning maps in the selected investment area, as
well as any municipal zoning regulations that may affect your purchase. Find
out future policy plans for the specific street area that you intend to purchase in,
e.g., rezoning from existing single-family to multi-family.
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Obtain a municipal street map showing the geographic area in detail.

Contact your realtors and provide them with the guidelines of what you are
looking for. Have them utilize the MLS, if they are on it, to search for properties
within your guidelines.

Review all real estate newspapers in your area to become aware of what is
available in your areas of interest, as not all listings are on MLS.

Use the Internet as an effective research tool.

Read the real estate section of local newspapers under the types of property
you are looking for, such as houses, condominiums, apartment buildings, etc.

Research the market thoroughly in every way, using the guidelines and check-
lists in this book.

Shortlist three potential purchases that fall within your investment criteria and
then negotiate for the best overall price and package. Make sure that you put
in conditions or “subject clauses” to give yourself room to get out of the deal if
need be, and to satisfy all your needs.

Consult with your lawyer and tax accountant to make sure that you have
covered everything necessary in the offer, either before making the offer or after
making the offer, but with the condition that the offer is subject to your lawyer's
and accountant'’s approval.

12. Analyze your prospective investment property.

Thoroughly and carefully analyze your prospective investment. Have all details,
essential information, and representations verified in writing. Make sure that the
financial information is accurate, especially the income and expense statement.

Make sure you have compared your prospective investment with other alter-
native choices.

Complete an initial property analysis using a system that you understand and
that works for you. Develop a prepared form that will have all the critical factors
for comparative and evaluative purposes that you need to know. This would
include such factors as lot size, age of property, price, rent breakdown per unit,
vacancy history, financing, expenses, income, tax benefits, rezoning potential, etc.

Make sure that the property makes financial sense or don't buy it.

Make sure that you obtain your accountant’s and lawyer’s opinion before finally
committing yourself to a purchase.

13. Utilize the most effective financing techniques.

Familiarize yourself with the many conventional and creative financing
techniques.

Determine how much financing you feel comfortable with. Some people,
especially with principal residences, want to put in as much down payment as
possible because the interest on the mortgage is not deductible (unless you are
writing off a portion as a home office). Others want to have high-ratio financing
of 90% and put in just a 10% down payment, so that they have cash available
for other purposes. Some people worry about mortgage debt and feel uncom-
fortable having more than their threshold level.
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Determine which financing technique meets your investment objectives, e.g.,
30-year amortization period because of lower monthly payments, vendor-take-
back financing to save on bank financing, or assuming an existing mortgage
because of lower interest rates.

Prepare your reasons for requesting the financing package to sell the vendor
and/or lender.

Be aware of the benefits and pitfalls of leveraging your real estate investment,
e.g., borrowing on increasing equity.

14. Consider the tax implications.

Obtain all the documentation and information you can about the financial
aspects of the investment for review and analysis.

Analyze your investment from a tax perspective. The important thing is not the
amount of money you make but the amount you can keep after taxes.

Analyze your investment from the perspective of how you should structure the
initial purchase. For example, if you are buying a small apartment building, you
would want to structure the allocation of value given for leasehold improve-
ments, building, land, chattels, and goodwill (if any) to be to your benefit. This is
part of your initial negotiating.

Analyze your investment from the tax perspective of the legal ownership and
nature of ownership. For example, principal residence with or without rental
suite, revenue property, single or joint ownership, capital gains exemption
implications, etc.

Make sure that you obtain the advice of a professional accountant (CA or CGA)
who is knowledgeable on the tax aspects of real estate investment before you
commit yourself to a purchase.

15. Consider the legal implications.

Analyze your purchase in terms of issues such as ownership, control, and
management.

Decide if you want to purchase through a limited liability company or in your
personal name.

Determine if you want to purchase the property with partners and, if so, make
sure the arrangement is clearly documented in writing in advance.

Make sure that you insert appropriate conditions or “subject clauses” in the
agreement of purchase and sale to protect your interests.

Make sure that you obtain the advice of a lawyer who specializes in real
estate before you submit an offer of purchase and sale. An alternative is to put
a condition in the offer that the agreement has to meet the approval of the
purchaser’s lawyer. The advantage of the first approach is that it is easier to
make the terms of the first offer the best terms, rather than attempt to change
the terms later after speaking with a lawyer.
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16. Negotiate the purchase.

Determine your best terms for an agreement and your bottom-line fallback
position in advance, after advance consultation with your lawyer and, if you are
intending to generate revenue from your investment, after speaking with your
accountant.

Determine your persuasive reasons for your negotiating position, so that you
can convince the vendor through the realtor.

Make sure that you feel comfortable with the terms of the offer with regard to
the overall package.

Insert all the necessary conditions in the agreement for your protection, e.g.,
receipt and verification by your accountant of income and expense statements.

Make sure you understand the real estate market and the value to you of the
property, and make sure you have alternative property options so that you can
make realistic decisions comparatively.

Make sure that you have assessed the property objectively, using the checklists
in this book.

Offer less than the listing price. How much less depends on each individual
situation. Look for reasons why the property is worth less to you than the
asking price.

Determine the factors that are motivating the vendor to sell.

Make sure that you have listed all items that are part of the purchase price and
all documents that you want from the vendor.

Never buy a property without viewing it thoroughly inside and out, and on
several occasions beforehand. Be very cautious about buying a property that is
more than a three-hour drive from where you live.

Make sure that you are satisfied with the overall deal before removing the
conditions in the agreement and thereby having a firm legal commitment.

17. Take necessary steps before and after closing the purchase.

Make sure you have selected a lawyer who is experienced in the type of real
estate purchase you are making; e.g., new or resale house, condominium,
duplex, apartment building, raw land, renovation, property development, etc.
Never attempt to close your own real estate transaction.

Ask your lawyer in advance what the anticipated fees and disbursement costs
will be for the property transfer and mortgage.
Calculate realistically all your closing costs. Refer to Checklist 3.

Make an itemized list of all the documents or items you want to receive from
the vendor at the time of closing. All these matters should have been referred to
in the agreement of purchase and sale, so there is no misunderstanding.

Visit your property on the day of closing. Make sure that it is in the same
condition as when you last inspected it.

Make a point of meeting your tenants, if it is a revenue property, as soon as
convenient after you have purchased the property.
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18. Set up a record-keeping system.

Keep your personal bank accounts separate from your revenue property
accounts in order to simplify your bookkeeping.

Before closing the purchase, open up two separate bank accounts so you can
order cheques and have the accounts ready for operation. One account is a
chequing account for operational and management expenses relating to your
revenue property, in other words for income and expenses. The second account
is a savings account to hold the tenants’ security deposits. In most provinces
you have to pay interest on the security deposits of residential tenants.

Set up a bookkeeping and accounting system that is simple to understand

and operate. You can use a manual or computerized system, depending on the
number of tenants. Speak to your accountant. The key point is to set up a system
that works for you. This will provide a convenient record for the purpose of
completing your tax returns. There are excellent accounting and management
software programs available.

19. Monitor your investment.

Monitor your investment on a regular basis, at least semi-annually.

Make sure that your real estate investment continues to meet the investment
goals that you have set for yourself. If you are not getting the return on

your investment you anticipated, or if you can anticipate that there will be
unacceptable future expenses, or if you no longer enjoy dealing with the
property, then consider selling it.

Have your professional accountant advise you on the performance of your
revenue investment, ideally every six months, to make sure that you are
keeping your expenses as low as possible, keeping your income as high as
possible, and minimizing personal and investment tax payable. For example,
you may want to renew your mortgage if the interest rate is low for a longer
period of time, e.g., three or five years or longer, rather than one year,
depending on your long-term plans.

20. Structure the sale to meet your needs.

Determine the basis on which you would like to sell before you buy. This is part
of your advance planning.

Make a decision to sell your property and set a price based on objective
assessment of market reality rather than emotion.

Don't be influenced to sell your property unless you believe, based on the facts,
that the timing is right for you to sell.

Consider the benefits of listing your property with a realtor on the MLS to
maximize sale price and market exposure.

Consider the advantages and disadvantages of vendor-back financing.

Insert appropriate conditions to protect your interests, such as “72-hour clause”
for the purchaser to remove conditions if another offer comes in.
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Attempt to negotiate as large a deposit as possible and attempt to negotiate
that the deposit is non-refundable and goes directly to the vendor after all the
purchaser’s conditions are removed.

Obtain your lawyer's and tax accountant’s advice before accepting an offer.

21. Continue implementing your real estate investment goal plans.

Remember to reassess your investment plans on a regular basis, based on your
tax accountant’s advice and your own evolving and changing needs, goals, and
comfort zone.

Refer back to the sequence of steps in this checklist for your next purchase.
Be prudent about leveraging and pyramiding your real estate investments.

Make sure that your property produces net positive income; that it is a viable
investment as a revenue business.

Make sure that you yourself verify the income and expenses and that you have
control over your investment.

Avoid high-risk, get-rich-quick schemes. Concentrate on sound real estate
investment techniques.
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Glossary

To know how the real estate market operates and to function within that market
successfully, you have to use and understand the language of real estate investment.
People who buy and sell property, who borrow or make loans, all communicate with a
common set of terms and concepts. Review this glossary and become familiar with the
terms. In many cases, these terms are discussed in more depth in various chapters of
this book.

ACB: See Adjusted cost base below.

Acceleration clause: Usually written into a mortgage to allow the lender to accelerate
or call the entire principal balance of the mortgage, plus accrued interest, when the
payments become delinquent.

Adjusted cost base (ACB): The value of the real property established for tax purposes.
It is the original cost plus any allowable capital improvements, plus certain acquisition
costs, plus any mortgage interest costs, and less any depreciation taken.

Agreement of purchase and sale: A written agreement between the owner and a
purchaser for the purchase of real estate on a predetermined price and terms.

Amenities: Generally, those parts of the condominium or apartment building that are
intended to beautify the premises and that are for the enjoyment of occupants rather
than for utility.

Amortization: The reduction of a loan through periodic payments in which interest is
charged only on the unpaid balance.

Amortization period: The actual number of years it will take to repay a mortgage loan
in full. This can be well in excess of the loan’s term. For example, mortgages often have
5-year terms, but 25-year amortization periods.

Analysis of property: The systematic method of determining the performance of
investment real estate using a property analysis form.

Appraised value: An estimate of the fair market value of the property, usually
performed by an appraiser.

Assessment fee: Also referred to as maintenance fee. A monthly fee that condominium
owners must pay, usually including management fees, costs of common property
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upkeep, heating costs, garbage-removal costs, the owner’s contribution to the
contingency reserve fund, and so on. In the case of time-shares, the fee is normally
levied annually.

Assumption agreement: A legal document signed by a homebuyer to assume
responsibility for the obligations of a mortgage made by a former owner.

Balance sheet: A financial statement that indicates the financial status of a condo-
minium corporation or apartment building, or other revenue property, at a specific
point in time by listing its assets and liabilities.

Base rent: The fixed rent paid by a tenant. This is separate from any rent paid as a
result of extra charges or percentage rents.

Blended payments: Equal payments consisting of both a principal and an interest
component, paid each month during the term of the mortgage. The principal portion
increases each month, while the interest portion decreases, but the total monthly
payment does not change.

Budget: An annual estimate of a condominium corporation or apartment building’s
expenses and the revenues needed to balance those expenses. There are operating bud-
gets and capital budgets. (See also Capital budget.)

Buildings: The buildings included in a property. In the case of a condominium pur-
chase, usually refers to the parts that are divided into the units and the common area.

Canada Mortgage and Housing Corporation (CMHC): The federal Crown cor-
poration that is governed by the National Housing Act. CMHC services include
providing housing information and assistance, financing, and insuring home pur-
chase loans for lenders.

Canada Revenue Agency (CRA): This is the current name of the former Revenue
Canada. However, as the name Revenue Canada is so familiar, that term is used
frequently throughout the book.

Canadian Real Estate Association (CREA): An association of members of the real
estate industry, principally real estate agents and brokers.

Capital budget: An estimate of costs to cover replacements and improvements, and
the corresponding revenues needed to balance them, usually for a 12-month period.
Different from an operating budget.

Capital gain: Profit on the sale of an asset that is subject to taxation. Capital improve-
ments. Major improvements made to a property that are written off over several years
rather than expensed off in the year in which they are made.

Capitalization rate (CAP): The percentage of return on an investment when
purchased on a free-and-clear or all-cash basis.

Charge: A document registered against a property, stating that someone has or
believes he or she has a claim on the property.
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Closing: The actual completion of the transaction acknowledging satisfaction of all
legal and financial obligations between buyer and seller, and acknowledging the deed
or transfer of title and disbursement of funds to appropriate parties.

Closing costs: The expenses over and above the purchase price of buying and selling
real estate.

Closing date: The date on which the sale of a property becomes final and the new
owner takes possession.

Collateral mortgage: A loan backed up by a promissory note and the security of a
mortgage on a property. The money borrowed may be used for the purchase of a
property or for another purpose, such as home renovations or a vacation.

Common area: The area in a condominium project that is shared by all of the
condominium owners, such as elevators, hallways, and parking lots.

Common area maintenance (CAM): The charge to owners to maintain the common
areas, normally due on a monthly basis.

Condominium: A housing unit to which the owner has title and of which the owner
also owns a share in the common area (elevators, hallways, swimming pool, land, etc.).

Condominium corporation: The condominium association of unit owners incorpo-
rated under some provincial condominium legislation, automatically at the time of
registration of the project. It is called a strata corporation in British Columbia. Under
each of the provincial statutes, it will differ from an ordinary corporation in many
respects. The condominium corporation, unlike a private business corporation,
usually does not enjoy limited liability, and any judgment against the corporation

for the payment of money is usually a judgment against each owner. The objects of
the corporation are to manage the property and any assets of the corporation, and its
duties include effecting compliance by the owners with the requirements of the Act,
the declaration, the bylaws, and the rules.

Condominium council: The governing body of the condominium corporation,
elected at the annual general meeting of the corporation.

Conventional mortgage: A mortgage loan that does not exceed 75% of the appraised
value or of the purchase price of the property, whichever is less. Mortgages that exceed
this limit generally must be insured by mortgage insurance, such as that provided by
CMHC and GEM.

Conversion: The changing of a structure from some other use, such as changing a
rental apartment to a condominium apartment.

Conveyancing: The transfer of property, or title to property, from one party to another.

CRA: Stands for Canada Revenue Agency, i.e., the current name for Canada
Revenue Agency.
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Debt service: Cost of paying interest for use of mortgage money.

Deductions: The expenses that Revenue Canada (CRA) allows you to deduct from
your gross income.

Deed: This document conveys the title of the property to the purchaser. Different
terminology may be used in different provincial jurisdictions.

Depreciation: The amount by which you write off the value of your real estate invest-
ment over the useful life of the investment. Does not include the value of your land.

Down payment: An initial amount of money (in the form of cash) put forward by
the purchaser. Usually it represents the difference between the purchase price and the
amount of the mortgage loan.

Encumbrance: See Charge.

Equity: The difference between the price for which a property could be sold and the
total debts registered against it.

Equity return: The percentage ratio between your equity in the property and the total
of cash flow plus mortgage principal reduction.

Escrow: The holding of a deed or contract by a third party until fulfillment of certain
stipulated conditions between the contracting parties.

Estate: The title or interest one has in property such as real estate and personal
property that can, if desired, be passed on to survivors at the time of one’s death.

Fair market value: The value established on real property that is determined to be one
that a buyer is willing to pay and a seller is willing to sell.

Fee simple: A manner of owning land, in one’s own name and free of any conditions,
limitations, or restrictions.

Financial statements: Documents that show the financial status of the condominium
corporation, apartment building, or other revenue property at a given point in time.
Generally includes income and expense statement and balance sheet.

Fiscal year: The 12-month period in which financial affairs are calculated.
Floating-rate mortgage: Another term for variable-rate mortgage.

Foreclosure: A legal procedure whereby the lender obtains ownership of, or right to
sell, the property following default by the borrower.

GE Mortgage Insurance Canada (GEM): This is a private company providing
mortgage insurance in Canada.

GEM: The initials for GE Mortgage Insurance Canada. See above.

High-ratio mortgage: A conventional mortgage loan that exceeds 75% of the
appraised value or purchase price of the property. Such a mortgage must be insured.

Income, gross: Income or cash flow before expenses.
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Income, net: Income or cash flow after expenses (but generally before income tax).

Interest averaging: The method of determining the overall average interest rate being
paid when more than one mortgage is involved.

Interim financing: The temporary financing by a lender during the construction of
real property for resale, or while other funds are due in.

Leases, sub: The lessee leases part of his or her premises to another user.

Legal description: Identification of a property that is recognized by law, that identifies
that property from all others.

Lessee: The tenant in rental space.
Lessor: The owner of the rental space.

Letter of intent: Used in place of a formal written contract with a deposit. The
prospective purchaser informs the seller, in writing, that he or she is willing to enter
into a formal purchase contract upon certain terms and conditions if they are accept-
able to the seller.

Leverage: The use of financing or other people’s money to control large pieces of real
property with a small amount of invested capital.

Limited partnership: An investment group in which one partner serves as the
general partner and the others as limited partners. The general partner bears all of
the financial responsibility and management of the investment. The limited partners
are obligated only to the extent of their original investment plus possible personal
guarantees.

Listings, exclusive agency: A signed agreement by a seller in which he or she agrees to
co-operate with one broker. All other brokers must go through the listing broker.

Listings, multiple: (See also Multiple listing service.) A system of agency/subagency
relationships. If Broker A lists the property for sale, “A” is the vendor’s agent. If Broker B
sees the MLS listing and offers it for sale, “B” is the vendor’s subagent.

Listings, open: A listing given to one or more brokers, none of whom have any exclu-
sive rights or control over the sale by other brokers or the owner of the property.

Marginal tax rate: That point in income at which any additional income will be taxed
at a higher tax rate.

MLS: See Multiple listing service.
Mortgage: The document that pledges real property as collateral for an indebtedness.

Mortgage, balloon: A mortgage amortized over a number of years, but which
requires the entire principal balance to be paid at a certain time, short of the full
amortization period.



368 Glossary

Mortgage, constant: The interest rate charged on a mortgage consisting of both the
rate being charged by the lender and the rate that represents the amount of principal
reduction each period.

Mortgage, deferred payment: A mortgage allowing for payments to be made on a
deferred or delayed basis. Usually used where present income is not sufficient to make
the payments.

Mortgage, discounted: The selling of a mortgage to another party at a discount or an
amount less than the face value of the mortgage.

Mortgage, first: A mortgage placed on a property in first position.

Mortgage, fixed: This is a conventional mortgage, with payments of interest and prin-
cipal. Fixed terms with a fixed rate can vary from 6 months to 10 years or more.

Mortgage insurance: This is insurance provided by the lender as an option for the
borrower. It would pay out the balance outstanding on your mortgage, in the event of
your death.

Mortgage, interest only: Payments to interest only are made. There is no principal
reduction in the payment.

Mortgage, points: The interest rate charged by the lender.

Mortgage, second: A mortgage placed on a property in second position to an already
existing first mortgage.

Mortgage, variable: This is a mortgage with an interest rate that fluctuates with the
Bank of Canada interest rate. You just pay the interest, with optional pay-down on the
principal. Different than a fixed-rate mortgage. See above.

Mortgage wraparound: Sometimes called an all-inclusive mortgage. A mortgage that
includes any existing mortgages on the property. The buyer makes one large payment
on the wraparound and the seller continues making the existing mortgage payments
out of that payment.

Mortgagee: The lender.
Mortgagor: The borrower.

Multiple listing service (MLS): A service licensed to member real estate boards by
CREA. Used to compile and disseminate information by publication and computer
concerning a given property to a large number of agents and brokers.

NAA: The Federal National Housing Act

NHWP: New Home Warranty Program, which is provincial in nature and provides
warranty protection for new homes.

New Home Warranty Program: See NHWP.

National Housing Act (NHA) Loan: A mortgage loan that is insured by CMHC to
certain maximums.
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Offer to purchase: The document that sets forth all the terms and conditions under
which a purchaser offers to purchase property. This offer, when accepted by the
seller, becomes a binding agreement of purchase and sale once all conditions have
been removed.

Operating budget: An estimate of costs to operate a building or condominium complex
and corresponding revenues needed to balance them, usually for a 12 month period.
Different from a capital budget.

Operating costs: Those expenses required to operate an investment property, generally
excluding mortgage payments.

Option agreement: A contract, with consideration, given to a potential purchaser of a
property, giving him or her the right to purchase at a future date. If he or she chooses
not to purchase, the deposit to the seller is forfeited.

Personal property: Property in an investment property, such as carpeting,
draperies, refrigerators, etc., that can be depreciated over a shorter useful life
than the structure itself.

PI: Principal and interest due on a mortgage.
PIT: Principal, interest, and taxes due on a mortgage.

Prepayment penalty: A penalty charge written into many mortgages that must be
paid if the mortgage is paid off ahead of schedule.

Principal: The amount you actually borrowed, or the portion of it still owing on the
original loan.

Property manager: A manager or management company hired to run an investment
property for the owner.

Purchase-and-sale agreement: See Agreement of purchase and sale.

Pyramiding: The process of building real estate wealth by allowing appreciation and
mortgage principal reduction to increase the investors’ equity in a series of ever larger
properties.

Resident manager: An individual, usually living in the building, who handles all of the
day-to-day problems in the building.

Revenue Canada: You know what this agency does. Its current name is Canada Revenue
Agency (CRA). However, for the purpose of this book, the name Revenue Canada will
be used primarily, as that name is the most familiar to most people, as well as for nos-
talgic reasons.

Sale/leaseback: The tenant in a building sells it to an investor and leases it back for a
period of years.

Tax shelter: The tax write-off possible through the depreciation benefits available on
investment real estate ownership.
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Time value of money: The value of a future sum of money if it is paid today. Usually
there is a discount factor as you would be getting the benefit of the money today even
though it is not due until sometime in the future.

Title: Generally, the evidence of right that a person has to the possession of property.

Title insurance: This insurance covers the purchaser or vendor, in case of any defects
in the property or title that existed at the time of sale, but were not known about until
after the sale.

Trust account: The separate account in which a lawyer or real estate broker holds
funds until the real estate closing takes place or other legal disbursement is made.

Trust funds: Funds held in trust, either held as a deposit for the purchase of real
property or to pay taxes and insurance.

Unit: Normally refers to the rental suite or that part of a condominium owned and
occupied or rented by the owner.

Useful life: The term during which an asset is expected to have useful value.

Vacancy allowance: A projected deduction from the scheduled gross income of a
building to allow for loss of income due to vacant apartments or other rental units.

Value, assessed: The property value as determined by local, regional, or provincial
assessment authority.

Vendor: A person selling a piece of property.

Vendor take-back: A procedure wherein the seller (vendor) of a property provides
some or all of the mortgage financing in order to sell the property. Also referred to as
vendor financing.

Zoning: Rules for land use established by local governments.

Further Education and Information

If you would like further information about real estate investment in Canada, including
seminars, books, software programs, and consulting, please write to the address below:

Canadian Real Estate Education Group
3665 Kingsway , Suite 300
Vancouver, B.C. V5R 5W2

Or visit the Web site at www.homebuyer.ca
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A
acceleration clause, 147
acceptance, 172
accessibility considerations, 59
accessibility of adviser, 103
accountants, 113-116
accounting fees, 227
Accredited Appraiser Canadian Institute (AACI),
87
adjustment date, 181
ads, 84-85
advantages of real estate investment, 2—7
advertising, 227, 283
advisory team
accountant, 113-116
building or home inspector, 122-125
financial planner, 116-120
insurance broker, 125-127
lawyer, 109-113
lenders, 116
mortgage broker, 120-122
real estate agents, 105-109
selection criteria, 101-104
Advocis, 117
agreement for sale, 137-138
alcohol, 247
alternative dispute resolution, 203
Amazon Books, 70
amenities, 60
amortization, 139, 166
amortization tables, 149
any occupation, 251
apartment buildings
advantages, 64
complexity of, 63—64
disadvantages, 64-65
as group investment, 63—64
personal or corporate name, purchase in, 232
pre-purchase considerations, 65-66
revenue property income, increasing, 270-273
shares or assets of corporate vendor, purchase
of, 231-232
structure of purchase price, 231
tax implications, 230-232
appearance of property, 80-81, 287-288

appraisal, 56, 86-87

appraisal fee, 154-155

Appraisal Institute of Canada, 56, 68, 87, 100, 127,
167

appraisers. See professional appraisers

appreciation, 4

arbitration, 43—44, 203

architects, 56

ashtrays, removal of, 290

assessments for common expenses, 36-38

assignment, 50

assignment of rents, 146147

assumabiilty, 143, 147

assumed mortgage, 133-134, 164

attic vents, 276

attractive appearance, 287-288

automobile expenses, 221, 229

automobile insurance, 249

availability of land, and prices, 12

B

balanced market, 10

Bank of Canada, 167

basement suite, renting out, 166
Better Business Bureau, 48, 124
betterment, 225

blanket mortgage, 135-136
books, 70

builder’s mortgage, 134
building a house, 51-54, 210
building inspectors, 75, 122-125
business income, 223-225
business property insurance, 248
buyer's market, 10, 286-287

(o8

Canada Mortgage and Housing Corporation, 3, 5,
56,71-72,132, 156, 167

Canada Revenue Agency, 209, 235, 307

Canadian Association of Building and Property
Inspectors, 56

Canadian Association of Home and Property
Inspectors, 68, 75, 100, 122-123, 127

Canadian Bar Association, 109, 127

Canadian Consumer Information Gateway, 308
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Canadian Estate Planning Institute, 308

Canadian Home Builders’ Association, 56, 68, 70,
100

Canadian Institute of Chartered Accountants, 127,
167

Canadian Institute of Mortgage Brokers and
Lenders, 127, 138

Canadian Life and Health Insurance Association,
167, 251

Canadian MoneySaver, 308

Canadian Mortgage and Housing Corporation, 68,
70, 78, 100

Canadian Real Estate Association, 1, 100, 128

Canadian Residential Appraiser (CRA), 87

Canadian Standards Association (CSA), 277

capacity, 152-153

capital cost allowance, 215

capital expenditures, 227

capital expenses, 225

capital gains or income, 223

capitalization rate, 93

caulking, worn-out, 275-276

Certified Financial Planner (CFP), 117

certified general accountant (CGA), 114

Certified General Accountants Association of
Canada, 128

certified management accountant (CMA), 114

Certified Management Accountants of Canada, 128

change in use, 216-217

Chapters/Indigo, 70

character, 152

charitable remainder trust, 304

charitable trust, 305

chartered accountants (CA), 114

Chartered Life Underwriter (CLU), 117

chattels, 180-181

child care expenses, 222

children, trust for, 305

chimneys, 277

classified ads, 84-85

climate, 81

closed mortgage, 142

closets, 289

closing costs, 282

closing date, 50

clutter, 288-289

co-proprietorships. See condominiums

co-tenancy, 21-22

coin-operated machines, 271

collateral, 153

collateral mortgage, 132

combined business/personal expenses, 219

comfortable environment, 290

commercial condominiums, 35-36

commissions, 108, 118-119, 127, 182, 227

common elements, 32, 36-38, 76

communication skills, 103

community cycle, 9-10
community services, 81
comparison of advisers, 104
compensation. See fees and compensation
completion date, 181
compliance with the law, 173
computer-related expenses, 227
conditional contract, 175
conditional offer, 123-124
conditions, 177-178, 244
condominium corporation/council, 43
condominiums

advantages of ownership, 39-40

benefits of investment, 4142

clauses for purchaser’s benefit, 179

common elements, 32, 37,76

contingency reserve fund, 37-38

described, 31-33

disadvantages of ownership, 40—41

disputes, 42—44

expenses, 36-38, 227

five P’s, 42—43

freehold, 32

insurance, 38—39

as investment, 41-42

lease payments, 39

leasehold, 32

maintenance fees, 36-38, 213

management, 78

management costs, 38

mortgage, 137

operating and service costs, 37

property taxes, 36

special assessments, 38

stratified format, 32

types of, 33-36

units, 32, 39

utilities, 39
confidence in adviser, 102
consideration, 173
construction contract, 53—54
construction materials, quality of, 77
contents coverage, 244-245
contingency fee, 111
contingency fund, 20-21
contingency reserve fund, 37-38
contract elements, 172—173
contractors

building a house, 51-53

new house, 48—49

remodelling contractors, 74

renovations, 53
control

government, 8, 11

and group investments, 18—19
convenient proximity, 81, 83
conventional mortgage, 130-131, 132



cooling-off period, 173
corporations, 24-25, 195-196
cost approach, 89-90, 91

courses, 70

creative financing, 164-165

credit check, 150

credit investigation report fee, 155
crime, 60

crime rate, 81

current expenses, 226

current financial status and needs, 13

D

damages, 174-175

daycare facilities, 272

deductible, 244

default, 148, 160-164

deposit, 49, 176-177

depreciation, 220

design, 77

development stage, 79

direct business expenses, 219

direct offer to owner, 85-86

disability insurance, 250-251

disadvantages of real estate investment, 7-8

disbursements, 159160

discounted mortgage, 134

dispute resolution
accountants, 116
alternative dispute resolution, 203
condominiums, 43—44
financial planner, 120
insurance broker, 127
lawyers, 112-113
real estate agents, 109

doormat, 290

doors, 274

downspouts, 275

E
easement, 59
economic climate, 79
economic development department, 73
the economy, and prices, 12
education, 227
employment factors, 80
enduring benefit, 226
entertainment expenses, 221
Equifax Canada, 150, 167
equity buildup, 4-5
equity participation, 164
equity sharing, 26-27, 165
estate freeze, 303
estate liability, 199
estate planning

contents of will, 295-296
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dying without a will, 297
executor, 301
funeral instructions, 296
guardian, 302
lawyer-prepared wills, 298-299
lawyers, 299-300
living will, 306
meaning of, 295
personal information record, 307
power of attorney (PA), 306
self-written wills, 298
trust company, 300
trustee, 301-302
trusts, 302-305
U.S. assets, 297-298
wills, 294
ethics, 14
exclusive listing, 192
executor, 301
exhaust fans, 275
existing buildings, 61
expenses, 225-230, 237
experience of adviser, 102
expertise, 17
exterior of home, 290-291

F
family, and loans, 200-201
family members with special needs, 304
family trust, 303
feasibility study, 56
federal taxes
Goods and Services Tax (GST), 206-213
income taxes. See income taxes
fee offset, 119
fee plus commission, 119
fee simple ownership, 61
fees and compensation
accountants, 115, 227
comfort with, 104
financial planner, 118-120
finder’s fee, 228
insurance brokers, 127
legal fees, 111-112, 159-160
mortgage brokers, 121-122, 156
mortgage costs. See mortgage costs
real estate agents, 108
Financial Advisors Association of Canada, 117, 126,
128,251
Financial Consumer Agency of Canada, 308
financial planner, 116-120
Financial Planners Standards Council of Canada
(FPSCC), 117, 128, 251, 308
financial planning, 293
Financial Planning Standards Council of Canada,
117
financial records, 266-267
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financing
agreement for sale, 137-138
creative financing, 164-165
mortgages. See mortgages
negative cash flow, 165-167
new house, 49
refinancing, 166
secondary financing, 133
selling your property, 280
finder’s fee, 228

Index

government

control, as disadvantage, 8

local, and seasonal residents, 61

rent controls, 11
government-assisted mortgage, 132
Government of Canada Web site, 308
grading problems, 275
graduated payment mortgage, 165, 166
gross debt-service (GDS) ratio, 148
gross income multiplier (GIM), 95-97

finding a property for sale
direct offer to owner, 85-86
Multiple Listing Service (MLS), 84
neighbourhood drive-through, 85
newspaper ads, 84-85

group investments
agreement, 27-28
apartment buildings, 63-64
buying others out, 20
compatibility, 19

real estate agents, 8384 control, 18-19
strategic plan, 82-83 expected contribution, 20
word of mouth, 86 expertise, 17
fire, 245-246 factors to consider, 1621
fire alarms, 277-278 getting out, 20

fire department, 74
fire extinguishers, 277

goals and objectives, 16-17
legal structure, 18

fire hazards, 276-278 liability, 18

fire insurance, 249 liquidity, 17-18

fireplaces, 277 management, 20

First Canadian Title Insurance, 167 percentage of investment, 20

fixed fee, 111 profits and losses, 20-21
fixtures, 180—181 risk assessment, 19
freehold interest, 32, 170 tax considerations, 19

front door, 291 types of, 21-27
funeral instructions, 296 guardian, 302
furnace filters, 274 gutters, 275
furniture rental, 272-273

fuses, 276 H

future needs, 14 hazards, 247-248

heaters, 277
G high-ratio mortgage, 131
garage, 289 high-ratio mortgages, 3
gas alarms, 277-278 holding period, 7
GE Mortgage Insurance Canada, 3, 156, 167 Home Builder's Associations, 48, 53, 56, 74
general business economic cycles, 9 home business, 217-219
general information sources, 69—70 home fire insurance premium, 157-158
general liability insurance, 248 home inspectors, 75, 122-125
general partnership, 22-23 home office insurance, 250
Goods and Services Tax (GST) home-selling tips
application of, 206-207 attractive appearance, 287-288
condominium maintenance fees, 213 exterior of home, 290-291
homeowner expenses, 213 interior of home, 288-290
land, 210-211 homeowner expenses, 213
new homes, 208-209 hourly fee, 111, 118
owner-built home, 210 Housing Market Outlook, 71
real estate transaction expenses, 212-213 Human Resources Development Canada, 308
renovated home, 211-212
rent, 213 |
resale home, 207-208 illegal suites, 215-216
vacant land, 212 income approach, 57, 91-94
Google, 71, 109, 167
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income potential, 6

income taxes
apartment building purchase, 230-232
capital cost allowance, 215
change in use, 216-217
depreciation, 220
expense deductions, 219-222, 237
expenses, 225-230
home business, 217-219
income, 222-224
legal structure and, 236-237
principal residence, 214-217
record-keeping, 222, 237-238
renting out part of principal residence, 214-216
soft costs, 232-233
vacant land, 233

industrial condominiums, 35-36

industrial parks, 36

inflation hedge, 5

insurance
adequate amounts of, 244
basis of claim settlement, 242
bylaws, 243
claims-free discount, 246247
conditions, 244
condominium common property, 38
condominium owners, 38-39
contents coverage, 244245
date risk passes to purchaser, 180
deductible, 244, 246
deduction of premiums, 228
discounts, 246
guaranteed replacement cost, 243
inflation allowance, 241-242
insured perils, 242
loss or damage not insured, 242
mortgage provision, 145
personal liability protection, 247
premium calculation, 245-246
premiums, deductibility of, 220
program, organizing a, 239-241
property coverage, types of, 241-245
reducing cost of, 240-241
reducing your premiums, 246-247
replacement cost, 243
special limits, 242
title insurance, 185, 190
types of, 248-251

insurance broker, 125-127, 241

Insurance Brokers Association of Canada, 39, 126,
128,167, 251

insured mortgage, 131

integral part, 225-226

integrity, 103—-104

intention to be bound, 173

interest, 159, 228

interest adjustment, 159

interest averaging, 141
interest deferral, 164
interest rates, 11, 140141, 150
interior decorating, 288
interior of home, 288-290
internal rate of return (IRR), 98
Internet, 71, 138-139
investment properties, reasons for sale, 256-258
investment property expenses, 225-230, 237
investment property income, 222-224
investment strategies
current financial status and needs, 13
future personal and financial needs, 14
key strategies, 14-16
planning, 14
self-assessment, 13
IRV formula, 51, 92-94

J

Joint Centre for Bioethics, 308
joint ownership, 170-171
joint tenancy, 170

joint venture, 25

junk, 291

L

land. See raw land

land boundary, 60

Landlord/Tenant Act, 268, 269

landlord/tenant suite-inspection checklist, 270

landscaping, 228, 290

larger down payment, 167

late payment charge, 271

law societies, 113

lawsuits, 201-203, 247-248

lawyer referral service, 109

lawyers
after agreement signed, 183-185, 188-189
after closing, 186—187, 190
before agreement signed, 182-183, 188
before closing, 185, 189-190
closing day, 186, 190
estate planning, 299-300
litigation advice, 203
purchaser’s lawyer, 182-187
selecting a lawyer, 109-113
title insurance, 185, 190
title of property, 183—-184
vendor's lawyer, 187-190

layout, 77

leaky plumbing, 274

lease cancellation payments, 228

lease payments, 39

leasehold interest, 32, 170-171

leasehold mortgage, 136

legal capacity, 172-173
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legal expenses, 228
legal fees, 111-112, 159-160
legal matters
estate liability, 199
family, and loans, 200-201
form of legal structure, 193—-196
listing agreement, 190193
litigation, 201-203
personal liability, limiting, 196-199
purchase-and-sale agreement. See purchase-
and-sale agreement
sale by owner, potential problems of, 284
legal structure
corporation, 195-196
partnership, 194-195
sole proprietorship, 193—194
tax effects of, 236237
lenders, 116
letter of employment, 151
leverage, 3—4
liability, and group investments, 18
life insurance, 249
limited partnership, 23-24
liquidated damages, 175
liquidity, 7, 17-18
listing agreement, 190193
litigation, 44, 201-203, 247-248
living trusts, 303-304
living will, 306
local business cycle, 9
local business newspapers and magazines, 70
local government, and seasonal residents, 61
Local Housing Now, 72
local newspapers, 74
local restrictions and opportunities, 79
local taxes, 205-206
location
importance of, 83
and prices, 12
and recreational property, 59
selecting a property, 75
lot size and shape, 80

M
magazines, 70
maintenance expenses, 221, 225, 229
maintenance fees, 36-38, 213
maintenance problems, 273-276
management, 78
management costs, 38
management of property. See property
management
market-comparison approach, 87-89, 90
market value, 93
see also property value
meal expenses, 221
mediation, 43, 203
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merger, 182
minimum starting capital, 2
minors, trust for, 305
Money Savvy 101, 309
MoneySense Magazine, 167, 309
mortgage amount
amortization tables, 149
gross debt-service (GDS) ratio, 148
total debt-service (TDS) ratio, 148—149
mortgage application fee, 155
mortgage broker, 120-122, 138, 156
mortgage calculators, 139
mortgage costs
appraisal fee, 154-155
credit investigation report fee, 155
home fire insurance premium, 157-158
interest, 159
interest adjustment, 159
legal fees and disbursements, 159—160
mortgage application fee, 155
mortgage broker fee, 156
mortgage insurance fees, 156
mortgage life insurance premiums, 157
property tax account contributions, 158—-159
property tax-adjustment holdback, 158
provincial mortgage filing tax, 159
provincial property purchase tax fee, 159
standby fee, 155
survey fee, 156
“mortgage helper,” 214-216
mortgage insurance, 156, 249
mortgage interest, 220
mortgage life insurance premiums, 157
mortgage provisions
acceleration clause, 147
assignment of rents, 146147
assumption of mortgage privileges, 147
compliance with all laws, 147
default, 148
insurance, 145
maintenance of property, 146
no UFFI, 146
personal liability, 144-145
prepayment privileges, 147
quiet possession, 147
renting out prohibitions, 146
requirement to pay taxes, 145
subsequent mortgages in good standing, 146
mortgage rates, 82
mortgages
amortization, 139
application, 149-154
approval, 153-154
assumabiilty, 143
best rate, 150-151
closed mortgage, 142
creative financing, 164-165



defaulting on, 160164

described, 130-131

interest averaging, 141

interest rate, 140—-141

open mortgage, 141

payment schedules, 142

payments as expenses, 229

portability, 143—144

pre-approved mortgage, 153

prepayment privilege, 142—143

sources of, 138-139

term, 140

types of, 130-138

see also specific mortgages
motor vehicles. See automobile expenses
multi-unit dwelling, 63
multiple listing, 192-193
Multiple Listing Service (MLS), 72, 73, 84
municipal fire department, 74
municipal planning department, 73
municipal police department, 74
municipal tax department, 73-74
mutual agreement, 172

N
National Housing Act, 132
National Housing Observer, 72
national newspapers, 70
national real estate firms, 72
negative cash flow, 165-167
negotiation

dispute resolution, 43

lower purchase price, 167

mortgages, 150

preparation for, 253-254

reasons for sale, 254-258

sale by owner, 285-286

tips and techniques, 258-259
neighbourhood drive-through, 85
neighbours, 75, 77
net income multiplier (NIM), 97-98
net operating income, 92, 93
New Home Warranty Program, 47, 48, 52
new house, 47-50, 208—209
newsletter advertising, 273
newspaper ads, 84-85
newspapers, 70, 74
noise, 75-76
notary public, 110

o

objectivity, 103
offer, 172

offer price, 285
office buildings, 35
office expenses, 229

Index

open listing, 192

open mortgage, 141

operating expenses, 94-95
outdoor items, 291

overgrowth, 275

overloaded fuses, 276

own occupation, 250

owner-built home, 51-54, 210
owner-occupiers, percentage of, 78
ownership interests, 170-171

P
painting, 291
parking facilities, 76
parking fees, 271
partnerships, 194-195

see also group investments
payment schedules, 142
peaceful environment, 289
penalties, 229
percentage fee, 111
perception of area, 79
permanent wiring, 276
personal information record, 307
personal liability, 144—145, 196-199, 247
personality of adviser, 102
pets, 271, 290
pitfalls to avoid, 28-30
plumbing, 274
police department, 74
political factors, and prices, 13
population shifts, and prices, 12
population trends, 80
portability, 143—-144
possession date, 181
power of attorney (PA), 306
pre-approved mortgage, 153
prepayment privilege, 142-143, 147
prescreening, 285
price. See real estate prices
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principal residence, 1, 31, 207, 214-217, 254-256

privacy, 76
professional appraisers, 56, 86-87
professional buildings, 35-36
professional management, 264—265
property for renovation, 54-57
property income, 223-225
property management
finding the right tenant, 267-268
fire hazards, 276-278

increasing revenue property income, 270-273

maintenance problems, 273-276
professional management, 264-265
record-keeping, 265-267

resident management, 263-264
safety measures, 278

saving on expenses, 270
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self-management, 262-263
tenant documentation, 268—270
types of, 262-265
property tax-adjustment holdback, 158
property taxes
assessment, 205-206
condominiums, 36
as consideration, 78
contribution to tax account, 158-159
deductibility of, 230
mortgage provision, 145
municipal tax department, 73-74
retirement, 74
property value
appraisal, 86-87
cost approach, 89-90, 91
gross income multiplier (GIM), 95-97
income approach, 91-94
internal rate of return (IRR), 98
IRV formula, 57, 92-94
market-comparison approach, 87-89, 90
net income multiplier (NIM), 97-98
operating expenses, percentage of, 94-95
paying higher than estimate, 99-100
provincial mortgage filing tax, 159
provincial property purchase tax fee, 159
provincial purchase tax, 206
proximity to principal residence, 81, 83
public image, and prices, 12
purchase-and-sale agreement
adjustment date, 181
chattels, 180-181
clauses for purchaser’s benefit, 178-179
clauses for vendor’s benefit, 179-180
commissions, 182
completion date, 181
conditions, 177-178
deposit, 176-177
elements of, 172—-173
fixtures, 180—181
getting out of, 173-175
merger, 182
possession date, 181
risk and insurance, 180
understanding, 176
warranties, 177—178
pyramiding, 4

Q
qualifications
accountant, 114
of adviser, 101
building or home inspector, 122-123
financial planner, 116-117
insurance broker, 126
real estate agent, 105
quality of construction materials, 77

Index

Quebec, lawyers in, 110
quiet possession, 147

R
raw land, 66-68,210-211
real estate agents
advantages of, 83, 107-108
compensation, 108
disputes with, 109
information source, 72-73
information to provide to, 84
qualifications, 105
selecting an agent, 105-109
selling your property, 281
real estate boards, 72
real estate cycle, 8-9, 11
real estate firms, 72
real estate market
balanced market, 10
buyer’s market, 10
external factors, 9-10
real estate cycle, 8-9
seller’s market, 10
types of, 10
real estate newspapers and magazines, 70
real estate prices
factors affecting prices, 11-13
selecting a property, 76
selling your property, 280
survey of house prices, 72
real estate transaction expenses, 212-213
realtors. See real estate agents
reasons for the sale, 81-82, 254-258
record-keeping, 222, 237-238, 265-267

record-keeping systems and equipment, 267

recreation facilities, 272
recreational condominiums, 34
recreational properties
potential disadvantages, 58
special considerations, 59-61
time-share properties, 61-63
trends, 57-58
references, 104
refinancing, 166
regional newspapers and magazines, 70
regional taxes, 205-206
regular occupation, 251
relative value, 226
remodelling contractors, 74
renovated home, 53, 54-57,211-212
rent
as business expense, 219
and GST, 213
with option to buy, 165
rent controls, 11
Rental Market Reports, 71
rental situation in area, 78



renting out part of principal residence, 214-216
repairs, 229, 289, 291
replacement cost, 243
resale house, 45-46, 207-208
rescission, 173-174
resident management, 263—-264
residential condominiums, 33-34
residential real estate
apartment building, 6366
condominiums. See condominiums
multi-unit dwelling, 63
principal residence, 1, 31
property for renovation, 54-57
raw land, 66—68
recreational property, 57—-63
rural property, 59-61
single-family house. See single-family house
resort condominiums, 34
restrictions on use, 59, 79
restrictive covenant, 60
retirement, 74, 304
return on investment, 6, 63
Revenue Canada. See Canada Revenue Agency
revenue property, 179
revenue property income, increasing, 270-273
reverse mortgage, 164—165
right of way, 59
right to use, 61-62
risk, 2, 8, 180
risk assessment, 19
Royal Architectural Institute of Canada, 68, 100
Royal LePage, 72, 78, 100
rural property, 59-61

S
safety measures, 278
salary, 119-120, 230
sale by owner, disadvantages of, 282-287
seasonal factors, and prices, 13
secondary financing, 133
selecting a property
factors to consider, 75-82
finding a property for sale, 82-86
general information sources, 69—70
specific information sources, 71-75
self-assessment, 13
self-contained suite, renting out, 166
self-management, 262-263
self-written wills, 298
seller’s market, 10
selling your property
see also home-selling tips
in buyer’s market, 286287
closing costs, 282
disadvantages of sale by owner, 282-287
discount for commission saved, 286
documentation, 280

Index

financing, 280
preparing to sell, 280-282
pricing, 280
promotion, 281
real estate agent, 281
set terms, 281
timing, 280
when to sell, 279-280
seminars, 70
services, 221
settlements, 202
shares, 231-232
single-family house
advantages of, 44-45
building a house, 50-53
disadvantages of, 45
new house, 4650
resale house, 45-46
singles, renting to, 166
slip and fall injuries, 247
smoke alarms, 277-278
smoke odours, 290
smoking, 276
soft costs, 232-233
sole proprietorship, 193-194
specific information sources, 71-75
specific performance, 174
spendthrift trust, 305
spousal trust, 305
standby fee, 155
starting capital, 2
Statistics Canada, 71, 80, 100
storage facilities, 77, 273
strategic plan, 82-83
stratified format, 32
survey fee, 156
Survey of Canadian House Prices (Royal LePage),
72,78, 100
syndication, 25

T

tax return preparation, 230

taxes
advantages of real estate investment, 5-6
Goods and Services Tax (GST), 206-213
group investments, 19
income taxes. See income taxes
local/regional taxes, 205-206
and price, 11
property taxes. See property taxes
provincial taxes, 206
U.S. real estate, 233-236

taxpayer identification number (ITIN), 235-236

telephone expenses, 221

tenancy agreement, 269

tenancy in common, 170-171

tenant application fee, 271
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tenant application form, 268-269 water availability, 60
tenants water behind walls, 274
additional tenants, charge for, 271 weather, 246
finding the right tenant, 267-268 wills, 294
percentage of, 78 see also estate planning
tenant documentation, 268-270 windows, 274
term of mortgage, 140 wood stoves, 277
testamentary trusts, 305 word of mouth, 86, 104
theft, 246
third mortgage, 133 Z
time-share properties, 61-63 zoning restrictions, 60

timing of sale, 280

title insurance, 185, 190

title of property, 183-184
topography, 80

total and permanent disability, 251
total debt-service (TDS) ratio, 148—149
trade shows, 70

transportation, 80

travel expenses, 221-222, 230
trust, 103

trust company, 300

trustee, 301-302

trusts, 302-305

V)
UFFI (urea formaldehyde foam insulation), 146
unattractive features, 81
Underwriters’ Laboratories of Canada (ULC), 277
U.S. assets, and wills, 297-298
U.S. Internal Revenue Service, 235-236
U.S. real estate
professional tax advice, 236
rental income, 234
reporting to Revenue Canada, 235
selling, 237
taxpayer identification number (ITIN), 235-236
waiver of withholding tax, 235
utilities, 39, 220, 230
utility taxes, 206

\'

vacancy levels, and prices, 12

vacant land, 212, 233

value of property. See property value

variable-rate mortgage, 164

vending machines, 272

vendor mortgage (vendor-take-back mortgage),
134-135

void contract, 175

voidable contract, 175

w

wages, 230
warranties, 177—178
waste disposal, 60
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