Executive

Rebuilding Sustainable Communities

As Canada looks for ways to recover and rebuild in the wake of the COVID-19 pandemic,
infrastructure is often cited as a way to get people back to work and to build the foundation for a
broad-based economic recovery. To encourage private investors to help develop and deliver new
community infrastructure, this paper proposes a revival of the “limited dividend” company,
which the Canada Mortgage and Housing Corporation (CMHC) previously used to expand
affordable housing. In a post-pandemic recovery, the limited dividend company may prove to be
an effective way to provide essential infrastructure services to households and businesses and
accelerate sustainable recovery, especially in hard-hit municipalities and regions across Canada.

The Challenge

Infrastructure investment programs are important contributors to economic and ultimately fiscal
recovery.[1] Infrastructure programs can also be designed to help to achieve environmental and
social goals. Decisions regarding post-pandemic fiscal-stimulus spending will need to strike an
appropriate balance between immediate job creation, economic growth, environmental benefits,
resiliency, and affordability. The United Nations’ principle of “Build Back Better” was
conceived precisely to reflect these considerations./2 As was the Canadian government’s

standard that it’s not enough for a project to be “shovel-ready”—it needs to be “shovel-worthy”
as well.[3]

Historically, federal and provincial governments have seen it as their proper role to build the
infrastructure needed to support sustainable communities and improve the quality of life of
residents. Public assistance for community infrastructure has typically come upfront, in the form
of grants and generous loans to reduce the service provider’s obligation to finance and build
capital-intensive enabling infrastructure.!! This arrangement, in turn, allows the service provider
to reduce the user fees and achieve a corresponding increase in public usage rates because the
project is not burdened by excessive financing and depreciation costs.

Most governments express a desire to see more private-sector investment in public infrastructure
to mitigate risk and reduce the financial burden for taxpayers. However, in the post-pandemic
environment, many policymakers and political leaders are expressing concerns about fiscal
support and stimulus measures being used to fund dividend payments, share buybacks, and
executive bonuses.[5]

These are legitimate concerns, but they should not negate the potential benefits of a major role
for the private sector in building infrastructure projects as part of the economic recovery.



What Is a Limited Dividend Company?

In the 1960s, CMHC created the limited dividend company program to encourage private
investors to develop and operate low- to moderate-rent housing. Rents on these projects were
based on the cost-of-service (COS) rate model, which included a rate of return of 5 per cent per
year or less.[6] The Income Tax Act was amended so that limited dividend owners did not pay
tax on income earned by these companies.[7]

The limited dividend owners benefited from direct government loans at interest rates below
prevailing conventional lending rates.[8] Projects were governed by an operating agreement
between CMHC and the owner; this agreement dictated the renting of units to households below
specified income levels and placed restrictions on rent increases. The agreement was in force
through the duration of the mortgage (30 to 50 years), but the owner could prepay the mortgage
and terminate the operating agreement after an initial period.

By the 1990s, most limited dividend owners had repaid or prepaid the mortgages and the CMHC
had moved to other housing initiatives.[9] However, the limited dividend company remains on
the books as a tax-exempt entity to improve the quality of life in Canadian communities.[10]

What Is Cost of Service?

The COS model used by a limited dividend company to set the rates it charges consumers is
essentially the same as the one used by a broad range of rate-regulated public services in Canada
(e.g., energy, broadband, housing).

Under the COS model, the provider recovers the cost of delivering the public or utility service
through rates charged to consumers—unlike roads, bridges, or parks, which are paid for by
taxpayers. The provider is overseen by an independent board, which approves investments and
rates as prudent and ensures that the provider operates in the public interest.

The COS rate-setting process provides price transparency for all stakeholders. The rate charged
by a provider to a consumer is the sum of all the costs of delivering the service to that consumer,
including a provision for return on invested capital that is deemed by the overseeing board to be
fair and reasonable.[11]

The COS model has proven effective in addressing the problem of “privatizing profits and
socializing losses,” where the profitability of assets may be maximized for the benefit of
shareholders while poorly executed or underperforming ventures become the responsibility of
taxpayers.[12] In addition, this model responds to a perceived lack of responsiveness in certain
utility sectors to the needs and wishes of local consumers.[13]

The COS model is established as a good public policy in areas well beyond affordable housing
and utility services. It has been used in Canada and internationally in a range of critical



infrastructure, from airports to postal services, and can be applied to community projects such as
district energy and renewable power. Three attractive features of the COS model are:

1. Transparency in financial operations by demanding that the provider recovers only its
direct actual costs including a return on invested capital that is deemed fair by an
independent board,;

2. Protection of the public interest by ensuring that providers do not exploit their market
power to set prices above reasonable levels or engage in business practices that are likely
to be harmful to consumers; and

3. Appropriate sharing of risk. Providers are allowed to exceed their allowable return only
if they deliver a project under budget or exceed their financial forecasts. Conversely,
providers may not earn their allowable return if they deliver a project that is over budget
or they fail to meet their financial forecasts.

Why Reyvisit the Limited Dividend Company
Now?

There is a long waiting list of community infrastructure projects seeking federal and provincial
funding, and these projects are at risk due to municipal operating deficits and large decline in
GDP resulting from the economic slowdown caused by the COVID-19 pandemic.[14] New
private-sector resources could be allocated to help address this funding gap through a modified
limited dividend company program that is based on the COS model for community infrastructure
investments.

Virtually all regulated municipal utilities that provide water, wastewater, gas and electricity
services, and broadband infrastructure services use a COS model and are subject to operating
agreements and covenants to protect the public interest. Most of these municipal utilities also
lack access to private-capital markets, so their ability to build new facilities and provide new
services is constrained.[15] At the same time, Canada has seen an emergence of progressive
infrastructure ventures that have access to deep pools of private capital and have employed the
limited dividend concept and COS model as part of their goal to maximize social and
environmental returns.

Are there examples of this model in practice? Nipigon LNG is an example of an infrastructure
services provider fashioned as a limited dividend company and based on environmental, social,
and governance (ESG) principles of investing. Nipigon LNG is an affordable-energy provider in
Ontario that has adopted the COS model to expand natural gas infrastructure in northern Ontario
using LNG. Consumer rates recover only Nipigon LNG’s direct actual costs (without markup)
including a return on capital that is aligned with Ontario Energy Board guidelines—even though
its rates and pricing are not subject to regulatory approval. Nipigon LNG is a public-private co-
investment. The public-sector sponsor is the Government of Ontario and the private-sector
sponsor and facility owner is Northeast Midstream LP.[16]



Following the precedents of limited dividend housing companies, municipalities, regional
authorities, band councils, and Indigenous organizations could be encouraged to engage with
private-sector partners to establish new limited dividend companies for community
infrastructure. These limited dividend public-private ventures would use the COS model to
channel post-pandemic fiscal-stimulus spending to deliver new infrastructure services to create
long-term economic growth, support a low-carbon green economy, and build inclusive
communities.

Conclusion

In the post-pandemic environment, the public policy question is not, “Do we invest in
infrastructure?” Rather, it is, “How do we invest in infrastructure over the short and medium-
term for the greatest impact?”” The limited dividend company is a proven investment vehicle to
provide essential public services for Canadians and assure that the public interest is served and
upheld. It can readily be revived to accelerate sustainable recovery in communities and regions
across Canada.

In a limited dividend company for community infrastructure, each party’s primary needs are met:

1. Public stakeholders realize significant economic, environmental, and social benefits, with
downstream fiscal dividends, by leveraging private-sector co-investment as well as
development and operating expertise to deliver projects on time and on budget.

2. Municipalities and First Nations gain better infrastructure services and a boost to the
local economy and their quality of life, with the assurance that the public interest will be
served and upheld, backed by operating agreements and covenants. This reduces the
potential for opposition to the project and completion delays, disappointingly recurrent
risks in most infrastructure projects, large and small.

3. Private investors have access to reliable, utility-type returns in a globally volatile
investment environment, along with the opportunity to achieve broader environmental
and social impacts.
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based on the Sendai Framework for Disaster Risk Reduction from the Third UN World
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the corporation loses its tax-exempt status (although some are subject to payments in lieu of
taxes) and the municipal owners are subject to a transfer tax on the value of the transaction.
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