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established in 1976. Privately owned and operated
without affiliation to any financial institution,
DBRS is respected for its independent, third-party
evaluations of corporate and government issues,
spanning North America, Europe and Asia.
DBRS’s extensive coverage of securitizations

and structured finance transactions solidifies our
standing as a leading provider of comprehensive,
in-depth credit analysis.

All DBRS ratings and research are available in
hard-copy format and electronically on Bloomberg
and at DBRS.com, our lead delivery tool for
organized, Web-based, up-to-the-minute infor-
mation. We remain committed to continuously
refining our expertise in the analysis of credit
quality and are dedicated to maintaining

objective and credible opinions within the global
financial marketplace.
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Executive Summary

Split share corporations or trusts (the Issuer or
Issuers) acquire a portfolio of securities (most
often publicly traded equity based securities) by
issuing two classes of shares — dividend yielding
preferred shares or securities (the Preferred
Shares) and capital shares (the Capital Shares).
The Preferred Shares receive dividends based on
the cash flow from the securities in the underlying
portfolio (the Portfolio), while Capital Shares seek
capital appreciation and capture income growth
through a leveraged investment in the underly-
ing Portfolio. With most Issuers, distributions

to Preferred Shares are primarily funded from
dividends received from the underlying Portfolio.
All distributions to Capital shareholders are
subordinated to distributions made to Preferred
shareholders.

A DBRS rating on Preferred Shares issued by a
split share corporation reflects the degree of asset
coverage or downside protection available to
withstand a decline in the net asset value (NAV) of
the underlying Portfolio. This coverage can vary

lying holdings, the stability and financial strength
of the securities in the Portfolio, the quality of the
Portfolio management and any specific structural
features designed to provide protection to the
Preferred Shares. DBRS does not provide a rating
on the Capital Shares.

As of September 30, 2006, there were 70 outstand-
ing Preferred Shares rated by DBRS with the growth
in number of Issues depicted below. The demand
for credit quality is certainly evident as 89% of

all outstanding ratings were Pfd-2 (low) or higher.
Preferred Shares with lower ratings resulted mostly
from credit migrations, with 11% of the ratings
maintained at the Pfd-3 (high) or lower level.

Preferred Share Ratings by Number of Ratings
(September 30, 2006)
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Expressing the number of DBRS-rated Preferred
Shares in terms of market value, the total value of
Preferred Shares outstanding was approximately
$4.3 billion as of September 30, 2006. Of this
amount, 92% by market share is composed of
Preferred Shares with a rating of Pfd-2 (low) or
higher, while the Preferred Shares with a Pfd-3
(high) rating or lower rounded up the remaining
8% of the market composition.

Preferred Share Ratings by Market Value
(September 30, 2006)
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DBRS provided ratings on 11 new Preferred Share
issuances in 2005 and nine in the year-to -date
September 30, 2006. The underlying Portfolios
ranged from single names to diversified holdings,
relating mostly to the Canadian financial sectors
(banks and insurance companies). This equity
sector has generally performed quite well; the
credit quality of the underlying companies has
been favourable and the companies in this sector
tend to have a track record of generating consis-
tent dividends. Ten of the new deals in 2005 were
rated in the range of Pfd-2 and Pfd-2 (low), while
one was rated at Pfd-3 (high). With these new
issues, there was a mix of managed and passive
Portfolios. In 2006, for the period up to September
30th, 2006, eight of the new Preferred Shares issu-
ances received a Pfd-2 or Pfd-2 (low) rating, while
one issuance received a Pfd-1 rating.

New Preferred Share issuances, as rated by DBRS,
amounted to over $715 million for 2005 and
over $478 million up to September 30th, 2006.
As illustrated in the following graph, the appetite
for stable dividend yielding products has grown
considerably since 2000.

The complete universe of DBRS rated Preferred
Shares is summarized in Appendix 1.
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Rating Approach

SPONSOR OR PROMOTER

OF THE ISSUER

As part of the rating process, DBRS considers the
quality of the sponsor (Sponsor) or promoter of
the Issuer, given that the Sponsor may act as the
manager of the Issuer or as the manager of the
Portfolio. In general, Sponsors will have a sig-
nificant presence in Canada and also possess the
following key qualifications:

(1) A consistent and positive track record in struc-
tured finance products and asset management.

(2) A strong corporate governance culture evi-
denced by the establishment of an independent
board of directors, an auditing and compliance
group and a credit-focused risk management team.

(3) A substantial capital commitment to the
business.

(4) A management team with broad and deep
experience in this industry.

DOWNSIDE PROTECTION,
DIVIDEND COVERAGE

DBRS?’s Preferred Share ratings scale is primar-

ily based on the downside protection available

to outstanding Preferred Shares in the split share
issue. This provides an indication of the protec-
tion or margin available to the principal amount
of the Preferred Shares should declines in the net
asset value (NAV) of the underlying Portfolio
occur. This downside protection is expressed as
the quotient of the value of outstanding Capital
Shares to the total NAV (net of accrued adminis-
tration and operating expenses of the issuer) of the
underlying Portfolio, expressed as a percentage.

In the case of a Portfolio with additional leverage
available through a loan facility, the downside
protection is adjusted to indicate the protection
available to the Preferred Shares to withstand
NAV declines, net of amounts borrowed under the
loan facility. Without consideration for diversifica-
tion, other structural elements and the financial
strength and stability of the names in the Portfolio,
the ratings in the following table provide typical
ranges for the rating of Preferred Shares, based
solely on the downside protection.

Downside Protection*
(after giving effect
to leverage)

20% — 40%

Portfolio of Issuing
Companies with
a rating of Pfd-2

Pfd-3 (low) — Pfd-3 (high)

40% — 50% Pfd-2 (low) — Pfd-2

>55% Pfd-2 — Pfd-1

* Downside Protection = percentage reduction in NAV before
Preferred Shares are in loss position.

The dividend coverage available to the Preferred
Shares (based on the yield of the Portfolio) is also an
important ratings consideration. Portfolio income
generated from the underlying securities allows the
Issuer to fund distributions without resorting to

the sale of the securities held or other sources of
income generating activity. A high level of dividend
coverage (net of management and administration
fees) will also allow the issuer to maintain a stable
level of downside protection to the Preferred Shares
(assuming other variables are constant).

ANALYSIS OF

UNDERLYING PORTFOLIO

Most Issuers hold underlying Portfolios composed
of common shares of dividend paying companies.
In some cases, the Portfolio is made up of pre-
ferred shares, income trusts units or a combination
of these instruments with common shares. DBRS's
analysis of the underlying Portfolio includes a
review of:

(1) The diversification of the Portfolio.

(2) The correlation between various issuers within
the Portfolio.

(3) The financial strength and credit quality of the
underlying issuers.

(4) The volatility of the underlying securities held
in the Portfolio.
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Due to the lack of diversification, the rating on
Preferred Shares with exposure to single-name
Portfolios will generally not exceed the rating of the
underlying name in the Portfolio. For consideration
of a single name Portfolio, DBRS will factor in the
credit rating of the underlying issuer in the Portfolio,
the dividend coverage available after expenses
generated by the Portfolio, and the historical price
volatility of the single name security, the downside
protection and the term of the Preferred Shares.

SECURITIES LENDING

Issuers often enter into securities lending agree-
ments with a custodian in order to generate
additional Portfolio income. Securities lent to a
counterparty are not bankruptcy remote and, to
mitigate this risk, DBRS considers the following
criteria to be acceptable when the Issuer engages in
such activity:

(1) The custodian is only permitted to lend to an
investment grade counterparty.

(2) Each transaction is conducted on an open-
ended basis, which means it can be terminated
at any time by the Issuers, the custodian or
counterparty.

(3) The Issuers still receives the underlying
dividend payments on the payment date if the
securities are lent out.

(4) Collateral for the securities must be pledged
by the counterparty to the Issuers and it must be
subject to National Instrument 81-102 Mutual
Funds requirements for overcollateralization.

(5) The collateral is marked to market each day by
the custodian.

(6) A custodian (or supporting parent) with a
minimum rating of A (high) by DBRS either
provides an indemnity to the Issuer against the risk
of loss should a borrower default on its obligations
to return borrowed securities and the collateral

is insufficient to reconstitute the lent securities,

or such other arrangement that is satisfactory to
DBRS is agreed upon.

FORWARD AGREEMENTS

In order to generate tax-efficient distributions
to the Preferred and Capital Share investors, the

Issuer may enter into a forward purchase agree-
ment with a counterparty that provides the Issuer
a synthetic exposure to a basket of names. Partial
settlements under a forward agreement (in order
to satisfy distributions and retractions to investors)
are considered as capital gains, which are taxed

at a lower rate when compared to the dividend
income the Issuer would receive if it held the
underlying Portfolio directly. In addition to the
stability of the Portfolio, DBRS also takes into
consideration the counterparty in the forward
agreement. DBRS requires a minimum A (high) or
R-1 (middle) rating of the counterparty to mitigate
counterparty risk.

ANALYSIS OF

MANAGEMENT STRATEGY

Passively Versus Actively Managed Portfolios
The underlying Portfolios in split share structures
can be broadly divided into passively managed
(static) Portfolios and actively managed Portfolios.
Since a greater reliance is placed on the investment
manager when a Portfolio is actively managed,
DBRS carefully considers the past performance
and reputation of each manager when assigning

a rating on the Preferred Share issue. As is to be
expected, passively managed offerings gener-

ally have lower management expense ratios than
actively managed transactions. Historically, passive
Portfolios consisting of securities of blue-chip com-
panies have provided more ratings stability than
actively managed issues.

Passively managed funds maintain a constant
weighting and/or a static list of names in the
Portfolio. These names are rebalanced on a regular
basis and weighted by their market value in accor-
dance with the investment criteria as set out in the
Issuer's prospectus. Static Portfolios may include a
single name, a group of names in a specific sector,
or a broad composite of securities or securities
comprising the market index. Portfolio managers
may also generate additional income through the
writing of cash covered puts and/or covered calls.
Passive Portfolios have performed within DBRS’s
expectations and the ratings relating to these
Preferred Shares have historically remained stable.

Actively managed funds invest in a group of

names selected by the portfolio manager with the
underlying securities either chosen from a specific
sector, diversified across multiple sectors, or from
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an index of securities. The investment manager
may place restrictions on the universe of securities
available for selection in the Portfolio. The criteria
for selection can include credit ratings, market
capitalization, and sector weightings.

An actively managed Portfolio comprises common
shares, income trusts, preferred securities or a
combination of the aforementioned. Covered call
options or cash covered put options are often
used to generate income in addition to the yield
from the underlying Portfolio. Payouts to the
Capital shareholders may include fixed targeted
distributions and unrealized gains, or may include
distributions in excess of Preferred Share distribu-
tions and other operating expenses.

OPTION WRITING

In terms of writing covered calls and cash covered
puts on the underlying shares held in the Portfolio,
there is a high reliance on the Portfolio manager to
effectively manage the premium received from the
writing of options versus the potential loss to the
Portfolio if the option becomes exercised. Option
writing premiums allow the manager to supple-
ment Preferred Share dividends and may allow
distribution requirements to be met without resort-
ing to the sale of underlying shares.

The writing of covered calls or cash covered puts
encumbers a portion of the Portfolio, potentially
limiting the total return through capital apprecia-
tion. This strategy will not adversely affect the
protection afforded to the holder of the Preferred
Shares at the time the option is written, unless the
option premiums received are paid out as excess

or special distributions to Capital shareholders
prior to a period of adverse market movements.
However, over a long period, option writing
encumbering substantial amounts of a Portfolio
may have a significant impact on overall protec-
tion levels during challenging market conditions.
In such cases, the NAV of the underlying Portfolio
may decline at an exponential rate, affecting the
protection available to the outstanding Preferred
Shares. For this reason, many Issuers have insti-
tuted NAV tests and special distributions tests to
ensure a high level of protection is maintained for
Preferred shareholders throughout the term of the
transaction. A NAV test is put in place to protect
the Preferred shareholders from distributions
(both planned and excess) to Capital shareholders
should the NAV fall below a predetermined level
which is usually 1.5 times the principal amounts
of outstanding Preferred Shares. In addition, a
special distribution test may be required to protect
Preferred shareholders from special distributions
to Capital Shareholders should the NAV fall below
a predetermined level, which is usually the NAV at
the inception date net of operating expenses.

DBRS views the strategy of writing covered calls as
an additional element of risk for Portfolios because
of the potential for the Portfolio to give up unreal-
ized gains when the option gets called and at the
same time, as part of the Portfolio’s mandate, it
may have to repurchase the security again in the
market but at a higher price, thereby compressing
the Portfolio yield and impacting its ability to meet
the dividend payments to the Preferred Shares.

Trends (1998-2006)

DBRS ratings on Preferred Shares reflect the avail-

able asset coverage and downside protection levels,
which can vary from time to time with market con-
ditions and the mandate of the investment manager.

During the downturn in equity markets in 2000-
2001, index linked Portfolios and those with a
high exposure to the technology and telecom-
munications sectors witnessed significant declines
in NAV’s. For this same period Issuers with
actively managed Portfolios having option writing

programs that required high hurdle rates to meet
targeted distributions to Preferred Shares also
experienced a deterioration in NAVs. Investment
managers with a high reliance on option premium
income had to encumber large portions of the
underlying Portfolio to meet the targeted distri-
butions, limiting the capital appreciation of the
underlying Portfolio. As a result, DBRS ratings for
such Issuers were adjusted to reflect the coverage
and protection levels available to the outstanding
Preferred Shares.

\

DBRS ¥

7



Split Share Issuers: A Performance Overview
January 2007

The performance of Issuers with passively
managed Portfolios composed of securities with
blue-chip companies have historically remained
stable and there has been a continuing trend in
names with good credit quality underpinning the
Portfolios of these Issuers.

Issuers having well diversified Portfolios in terms
of industry exposure with low correlation risk and
those with structural features offering additional
protection to Preferred Shares have also displayed
ratings stability.

In 2005, two downgrades were carried out
(Capital Gains Income Streams Corp. and
Financial Services Income Streams Corp.), not as
a result of any recent equity market weakness,
but due to the weak performance of the managed
Portfolios stemming from 2002. Oil Sands Split

Trust was the single Issuer to receive an upgrade
in 2005. Downside protection for this issue
increased from 53.6% at the time of closing to
81%; consequently the rating was upgraded from
Pfd-3 to Pfd-2 (low). To date September 30, 2006,
a single Issuer, High Income Preferred Shares
Corp. (Series 2), was downgraded from Pfd-2 to
Pfd-2 (low), based on the declining NAV of the
managed Portfolio, which was the result of man-
agement fees and administration costs outstripping
a low Portfolio yield.

DBRS ratings on specific Preferred Share Issuers
have been adjusted during the period from 1998
to September 30th, 2006. DBRS undertook 23
ratings downgrades and nine upgrades relating

to a total of 14 Issuers. The Rating Migrations
Table below provides a complete ratings migration
history for these Issuers.

Rating Migrations Table (1998 — September 30, 2006)

Issue 1998 1999 2000

5Banc Split Inc.

Allbanc Split Corp. Pfd-1 Pfd-2 Pfd-2
(low), (high) (high)
Pfd-2

(high)***>*

Capital Gains Income

STREAMS Corp.

Financial Services In- Pfd-2

come STREAMS Corp.

High Income Preferred

Shares Corp. (Series 2

Shares)

Income STREAMS 111

Corp.

Mulvihill Premium Global Pfd-2 Pfd-2 Pfd-2

Telecom

Mulvihll Split Share Corp.

Pro-AMS RSP

Oil Sands Split Trust

Sixty Split Corp.

SNP Health Split Corp.

SNP Split Corp.

Split Yield Corp., Class | Pfd-1 Pfd-1 Pfd-1
(low)* (low) (low)

Split Yield Corp., Class Il Pfd-3 (low) Pfd-4 Pfd-4

Thirty-Five Split Corp. Pfd-2, Pfd- Pfd-3 Pfd-3
3****

* Technical Change.
** New rating following redemption of initial issue.

Year Ended
2001 2002 2003 2004 2005 2006
Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2
(high)  (high)  (high)
Pfd-2 Pfd-2 Pfd-2** Pfd-2 Pfd-2 Pfd-2
(high)  (high)
Pfd-2 Pfd-3 Pfd-4 Pfd-4 Pfd-5 Pfd-5
(low)
Pfd-2 Pfd-4 Pfd-4 Pfd-5 Pfd-5 Pfd-5
(high) (high) (low) (low)
Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2
(low)
Pfd-2 Pfd-3 Pfd-4 Pfd-4 Pfd-4 Pfd-4
(low)
Pfd-3 Pfd-5 D D D D
(low) (low),
D***
Pfd-2 Pfd-3 Pfd-3 Pfd-3 Pfd-3
Pfd-3 Pfd-3 Pfd-2 Pfd-2
(low) (low)
Pfd-2 Pfd-4 Pfd-3 Pfd-3 Pfd-2 Pfd-2
(low) (high), (low) (low)
Pfd-2
(|0W)***
Pfd-2 Pfd-3 Pfd-3 Pfd-3 Pfd-3
(high)  (high)  (high)  (high)
Pfd-2 Pfd-4 Pfd-4 Pfd-3 Pfd-3 Pfd-3
(low) (low) (low)
Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2 Pfd-2
(low) (low) (low) (low) (low)
Pfd-4 Pfd-5 D D D D
Pfd-3 Pfd-3 Pfd-3 Pfd-2 Pfd-2 Pfd-2
(high),
Pfd-2
(low)**>*

*** |ssue was upgraded or downgraded more than once in calendar year.

**** |ssue was upgraded or downgraded in year issued
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The ratings downgrades were predominantly
experienced by actively managed Portfolios whose
exposures to the telecommunications and tech-
nology sectors resulted in material erosion in

their NAV’s. Managers who wrote covered calls
and cash covered puts also found it challenging

to generate meaningful income and at the same
time maintain a stable NAV during volatile equity
market conditions and consequently experienced a
series of downgrades.

The Migrations chart below demonstrates that
the probability of one downgrade followed by
another outweighs the probability of a subsequent
upgrade. For the reasons outlined above, impair-
ment to the Portfolio’s NAV increases an Issuer's
need to generate additional income to meet the
Issuer’s management and operational expenses, as
well as distribution of dividends to the investors.

A review of the chart below provides a context

for the migration of ratings for various Issuers.

In 2002, Preferred Shares experienced the highest
number of downgrades at nine Issuers compared
with the total 28 outstanding Issuers for that year.
In 2004, as the equity markets regained strength,
so did some of the Preferred Shares’ ratings as

five Issuers were upgraded, in contrast to a single
downgrade. Year to date September 30, 2006,
there was only one downgrade out of 70 outstand-
ing Issuers. The earlier vintage deals displayed
more aggressive strategies and lesser structural
mitigants to prevent volatility in the Portfolio’s
NAV. More current transactions, however, have
had the benefit of a relatively robust equity market
and tighter structural mitigants to reduce the
potential volatility that the NAV may face during
unstable markets.

Number of Preferred Share Rating Migrations (up to September 30, 2006)
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Conclusion

DBRS ratings depend on the downside protection,
the quality and the volatility of the underlying
Portfolio, the mandate of the Portfolio managers
and any inherent structural features related to the
offering. The general quality of Preferred Shares
is high as 92% ($ market value) of the Preferred
Shares rated by DBRS are rated at the Pfd-2 (low)
level or above.

Given historically low yields in the bond market,
split share issuance gained in popularity over

the last several years. Equity markets have been
experiencing historically low volatility, which

has favoured the performance of the Portfolios

of various Issuers. The federal government’s fall
2005 indecision and their 2006 Halloween Eve
announcement relating to the tax treatment of
income trusts created some valuation issues in

the markets which translated into volatility in

the downside protection of those Issuers with
exposure to income trusts. This event led to several
ratings of Preferred Shares being placed on “Under
Review” by DBRS.

Equity dividend yields and income trust distribu-
tion rates have been compressed over the last
couple of years and this has been reflected in
lower dividend coverage for many of the actively
managed Portfolios. Consequently, investment
managers are searching for alternate sources of
income to supplement the low yields, which may
prove a challenge to maintaining a stable Portfolio
NAV. These alternate sources include adding
external leverage to the split share structure by
way of a senior credit facility, incorporating option
writing to generate additional premiums, engaging
in securities lending or using forward agree-
ments to create a more tax efficient return for the
Investors.

To the extent that market conditions weaken and
the management activities of a Portfolio impact the
downside protection to the Preferred Shares, DBRS
ratings on these shares may undergo changes. We
continue to see new and innovative structures,
which signal the growing acceptance of split share
corporations and anticipate continued evolution of
the structures as split shares continue their growth.
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