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Analyzing Mortgage Funds

A few months ago, I introduced you to Mortgage Investment Corporations, or MICs. MICs are in the business of
investing in mortgages. Shares issued by MICs are eligible investments for registered plans. MICs can distribute
profits to shareholders without payment of corporate income tax. A few key restrictions placed on MICs are
listed below:

« invest at least 50% of assets in residential mortgages;
* have a minimum of 20 shareholders, and no shareholder can own 25%+ of the total outstanding shares;
» all investments must be in Canada

The low interest rate environment in Canada has driven a lot of attention to MICs in the past few years. MICs
are normally a low risk investment that provide annual dividends/yield to investors. Typically, low-risk profile
MICs generate about 5% — 7% p.a., while medium to high risk profile MICs generate about 7% — 10% p.a. to
investors in the current environment.

Since my last article on MICs, we have completed due diligence on three funds that invest in mortgages. The
managers of the funds are - Bancorp Financial, Caplink Financial, and Tri City Mortgage. A lot of MICs do not
charge any sales commissions, as investors purchase shares directly from the manager. The table below shows
the cash flow of a typical MIC, assuming no sales commission, and that 100% of the capital raised is invested in
mortgages.
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Capital Raised (gross) $100.00
Sales Commission $0.00
Capital Deployed $100.00
Interest Revenue (9% p.a.) $9.00
Management Fee (2% p.a. of Investors' Capital) -$2.00
Other Expenses (0.5% of Capital Deployed) -$0.50
Provision for Loss (0.5% of Capital Deployed) -$0.50
Net $6.00
Yield 6.00%

The MIC in the above example lends capital at a 9% p.a., and returns 6% p.a. to investors.

The table below lists the key parameters of a MIC. When you analyze a MIC, ask the manager of the MIC the
items listed under “Parameters”, and use the “Comments” to evaluate management’s response.

© 2013 Fundamental Research Corp. “ 10 Years of Bringing Undiscovered Investment Opportunities to the Forefront ©“ www.researchfic.com

PLEASE READ THE IMPORTANT DISCLOSURES AT THE BACK OF THIS REPORT



Fundamental
Research
Corp

Parameters
Management Experience / Track Record

Comments

Analyze the manager’s performance in the past 10 years. We
have seen a ‘boom’ and ‘bust’ in that period, therefore,
evaluating managment’s 10 year track record will give you a
good understanding on their ability to peform in good and
bad times.

Type of mortgages

Loan duration

Mortgages can be first, second, or lower tier — first mortgages
are lower risk as they have the first claim on the collateral
(property) in the event of a foreclosure.

Loan duration of MICs is typically 6 — 24 months — longer
durations will have more exposure to real estate price
fluctuations and interest rates.

Portfolio Diversification

A good MIC will have a diversified portfolio of mortgages
across property type, region and borrower profile.

Deal flow

Average Loan to Value (LTV)
Historic Default or Loan Loss Rate

Line of Credit (LOC)

This is very crucial for a MIC, as timely deployment of
capital is critical. As mortgages are short-term, a manager has
to always source new loans or roll-over old loans to ensure
cash is deployed all the time. This can be verified by
checking the cash balance on the balance sheet at various
times.

50% - 85%

The cash flow example above uses a 0.5% p.a. default rate —
a higher rate default rate will eat into investors’ returns.

It is normal for MICs to use LOC to bridge gaps between a
new loan and an old loan. The LOC amount typically is
below 25% of the total pottfolio.

Expected return for investors

5% to 10% p.a., depending on the risk profile

Management Fee

Loan origination fee

1.0% - 2.5% p.a. — the fee can be tied to Net Asset Value
(NAV), investors’ capital, or investors’ capital + LOC
withdrawn; the best structure is to tie fees to NAV as NAV
reflects the health / performance of a portfolio.

Managers typically charge a loan origination fee of 1% - 3%
of the loan amount. Managers might either keep this amount
for themselves or pass it on to the fund.

Operating Expenses

If managers keep the loan origination fee to themselves, it is
reasonable for operating expenses of the find to be 0.5% of
the size of the portfolio. If the origination fee is passed on to
the fund, operating expenses can be 2% - 2.5%.

Hurdle Rate

MICs tend to have a hurdle rate — al the retums up to the
hurdle rate will be passed on to investors. Returns on top of
the hurdle rate will be shared beween investors and
managers. Typical hurdle rate - floating (GOC + 4% - 7%) or
fixed (6% to 8% pa.). A floating structure is better as
management might take on undue risks, in a low interest rate
environment, if the hurdle rate is fixed.

Performance Share (on top of the hurdle rate)

Redemption option

80% to investors : 20% to manager
Unlike a lot of private company investments, most MICs
offer redemption options — subject to certain penalties if
redeemed prior to a lock-in period.
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If you are interested in public MICs, a few names are - Trez Capital (TSX: TZZ), Atrium Mortgage (TSX: Al),
First National Mortgage (TSX: FNM), Firm Capital Mortgage (TSX: FC), MCAN Mortgage (TSX: MKP),
Timbercreek Mortgage (TSX: TMC) etc.
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Video Games

China has recently announced that it has plans to lift a 13 year old ban on the sale of gaming consoles in the
country. The government said it would allow foreign companies that operate in the free trade zone the ability to
sell gaming consoles throughout the country. The consoles and content would have to be approved by the
ministry of culture first. This announcement offers significant opportunity for major console makers Microsoft
(NASDAQ: MSFT), Sony (NYSE: SNE) and Nintendo (TOKYO: 7974) as well as video game makers.

In response to the new regulations, Microsoft last week announced it has formed a $237 million USD joint
venture with BES TV Media Co. a Chinese internet television company to work on programming and software.
Nintendo plans to release a low cost console that targets the broad Chinese market. It will retail for the
equivalent of $60 USD.

The market opportunity of console gaming is unknown in China, with critics arguing that consoles have been
available through the black market since the ban started and the adoption rate has been low. However, the price
for black market consoles were high, and companies could not focus content to the Chinese market. The newer
consoles also allow users to view media content and use the internet, which is attractive to Chinese consumers.

We looked at the console gaming market in the USA, and the Chinese computer gaming market, to give a rough
indication to the possible market and growth for Chinese console gaming.

In the USA, it is estimated that 51% of households own at least 1 gaming console (source: ESA). Estimated
revenue comparisons of video games (console games) and computer games by the Electronic Software
Association (ESA) are shown below.
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U.S. Computer and Video Game DOLLAR Sales Growth
DOLLARS IN BILLIONS*

6z 19 4
e
17 Combined Dollar
Sales (shown for
11 2089 - 2012)
Il Dther Delive
| ' ; tlivery

- A

Compuler Games
28 B Video Games

002 2003 2004 2005 2006 Z007 0GR 1m0t H0* D011t Rt

Source: The NPD Group/Retail Tracking Service; Games Market Dynamics: LS.
* Figures include lolal consumer spend
* Ofher delfvary formats include subscrphions, digtal G games, digital add-on confant,
mobile apps, social nafwork gaming and other physical delivery, 2002-2008 figunes are
sales of new physical conlend af refad axclusiely

Iresearch China, a leading research firm focused on the internet industry in China has been tracking the rapid
increase in computer gaming. They found a rapidly growing online gaming industry that produced $43.38 billion
Yuan of revenue in 2011 (exchange rate 6.12 Yuan to 1USD). This gives a rough indication to the possible
market for Chinese console gamers.

The estimated value and growth of the massive multiplayer online games (Eg. World of Warcraft, StarCraft etc.)
in China is shown below.
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The number of Chinese Web based game players and the growth is shown below.
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NMumber of China Web Game Players 2007-2016
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From the rough data discussed, we feel that there is the possibility for rapid growth in the Chinese video game
console market. We will continue to follow these developments and look for investment opportunities as the

ministry of Culture outlines what will be approved for consoles sales and content.
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Disclaimers and Disclosure

The opinions expressed in this report are the true opinions of the analyst(s) about any companies and industries mentioned. Any “forward looking statements™ are our
best estimates and opinions based upon information that is publicly available and that we believe to be correct, but we have not independently verified with respect to
truth or correctness. There is no guarantee that our forecasts will materialize. Actual results will likely vary. Companies mentioned in this report may be covered by
FRC under an issuer paid model. Distribution procedure: our reports are distributed first to our web-based subscribers on the date shown on this report then made
available to delayed access users through various other channels for a limited time. The performance of FRC’s research is ranked by Investars. Full rankings and are
available at www.investars.com.

To subscribe for real-time access to research, visit http://www.researchfrc.com for subscription options.

This report contains "forward looking" statements. Forward-looking statements regarding the Company, industry, and/or stock’s performance inherently involve risks
and uncertainties that could cause actual results to differ from such forward-looking statements. Factors that would cause or contribute to such differences include, but
are not limited to, continued acceptance of the Company's products/services in the marketplace; acceptance in the marketplace of the Company's new product
lines/services; competitive factors; new product/service introductions by others; technological changes; dependence on suppliers; systematic market risks and other risks
discussed in the Company's periodic report filings, including interim reports, annual reports, and annual information forms filed with the various securities regulators.
By making these forward looking statements, Fundamental Research Corp. and the analyst/author of this report undertakes no obligation to update these statements for
revisions or changes after the date of this report.

Fundamental Research Corp DOES NOT MAKE ANY WARRANTIES, EXPRESSED OR IMPLIED, AS TO RESULTS TO BE OBTAINED FROM USING THIS
INFORMATION AND MAKES NO EXPRESS OR IMPLIED WARRANTIES OR FITNESS FOR A PARTICULAR USE. ANYONE USING THIS REPORT
ASSUMES FULL RESPONSIBILITY FOR WHATEVER RESULTS THEY OBTAIN FROM WHATEVER USE THE INFORMATION WAS PUT TO. ALWAYS
TALK TO YOUR FINANCIAL ADVISOR BEFORE YOU INVEST. WHETHER A STOCK SHOULD BE INCLUDED IN A PORTFOLIO DEPENDS ON ONE’S
RISK TOLERANCE, OBJECTIVES, SITUATION, RETURN ON OTHER ASSETS, ETC. ONLY YOUR INVESTMENT ADVISOR WHO KNOWS YOUR
UNIQUE CIRCUMSTANCES CAN MAKE A PROPER RECOMMENDATION AS TO THE MERIT OF ANY PARTICULAR SECURITY FOR INCLUSION IN
YOUR PORTFOLIO. This REPORT is solely for informative purposes and is not a solicitation or an offer to buy or sell any security. It is not intended as being a
complete description of the company, industry, securities or developments referred to in the material. Any forecasts contained in this report were independently prepared
unless otherwise stated, and HAVE NOT BEEN endorsed by the Management of the company which is the subject of this report. Additional information is available
upon request. THIS REPORT IS COPYRIGHT. YOU MAY NOT REDISTRIBUTE THIS REPORT WITHOUT OUR PERMISSION. Please give proper credit,
including citing Fundamental Research Corp and/or the analyst, when quoting information from this report.

The information contained in this report is intended to be viewed only in jurisdictions where it may be legally viewed and is not intended for use by any person or entity
in any jurisdiction where such use would be contrary to local regulations or which would require any registration requirement within such jurisdiction.
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