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1. INTRODUCTION

Housing occupies a special place in Canadian society. Over two-thirds of Canadian families own
a home, which is one of the highest homeownership rates among OECD countries.! As well as
being a home, housing is a financial asset: it is the biggest family asset for most households, and
housing-related expenditures (mortgages, property taxes, and maintenance) are the main cause of
household debts.? The housing sector accounts for about 7.5% of the Canadian economy and new
housing starts is an important indicator of the state of the economy.® Any “crisis” associated with
housing can have profound impact on Canadians. There are fiscal and regulatory policies to
affect the supply and/or demand of housing for social and economic reasons.

This chapter considers the role of tax policy in Canada’s housing policy. Drawing on existing
literature and publicly available data, it claims that current tax policy is biased in favour of
homeownership, which has propelled demand for housing as speculative investment assets, and
that, in turn, potentially contributes to rising housing prices and less access to affordable
housing. And yet, tax policy has not been well integrated into Canada’s national housing policy.
This chapter argues that it should. Tax instruments can be redesigned to help address, although
not necessarily prevent, housing risks in terms of financial risks and affordable housing.

Research on the importance of tax policy in housing was inspired by the “scare” of a housing
bubble being punctured by the Home Capital’s crisis in 20174 and possible connection between
tax policy and speculative investments and secondary mortgages market. This research is
important for two reasons. First, it contributes to the housing policy debates by drawing attention
to the role of tax policy. It shows that, even though the existing tax instruments were originally
intended to promote economic activities in the housing sector they are now likely contributing to
the housing crisis. These tax instruments can be redesigned to reduce speculative investments in
housing while encouraging investment in affordable housing.® Second, this research contributes
to Canadian literature on housing by examining the significance of tax policy on the demand and
supply of housing. Existing literature in this area is limited (e.g., Dowler,® Fallis” and Steele® and
Bird®, and Hulchanski'®) and rather dated. This chapter seeks to remedy this gap.

This research is timely. The COVID-19 pandemic amplifies the health risk associated with
housing because housing became “the front line defense against the coronavirus”* and poor



Tax Reform and Housing Crisis Page |4

housing conditions are correlated to higher infection rate. For example, the number of COVID-
19 cases is nearly four times higher among people living in areas of the city with high levels of
overcrowding, which are also areas with high concentration of poverty and racialized
communities.*? Post-pandemic era will likely see broader political support for a more coherent
public policy framework to reduce such inequity at the top end (e.g., reducing speculative
investment in oversized housing or second or third homes) as well as the bottom (more access to
affordable housing). As in other major public policy areas, tax policy can be a major element of
the national housing policy framework. This chapter illustrate how that can be the case.

Following this introduction, Parts 2 to 4 provide the necessary context for developing the central
argument. Part 2 discusses the importance of housing in Canada. It also examines the housing
situation from a market perspective: demand for housing driven by a fundamental need of a
home and by speculative investments that regard housing as an investment asset or commaodity,
and supply of housing out of profit motivations and social policy reasons. Part 3 presents the
existing federal, provincial and municipal taxes on housing and notes that the most significant
tax measures are those in the Income Tax Act (the “Act”),'3 such as the principal residence
exemption, first-time home buyers tax credit, tax-free treatment of imputed rent and the
availability of self-help tax shelters through investment in rental housing. Part 4 considers the
impact of the tax bias for homeownership on speculative investment in housing and the supply of
affordable housing. Part 5 makes the case for using tax policy to advance housing policy
objectives. It identifies some main options and teases out some potential challenges. Part 6
concludes the chapter.

2. HOUSING AND HOUSING CRISIS

A. HOME OWNERSHIP

Housing has a unique place in Canadian society because of its multifaceted relationship with
their owners. A housing unit can be a family residence, an instrument of savings, or an object of
speculation. For most Canadians, housing is a hybrid of consumption and savings. According to
Statistics Canada, the decision to own or rent one’s home is “one of the most important decisions
for a household” as it “affects household finance, the ease with which people can relocate, the
choice of location and type of dwelling, and other important factors related to how people
live.”

About two-thirds of Canadian households own their home. For example, in 2016, more than
67.8% (9.5 million of the 14.1 million) Canadian households owned their home while about 26%
of households rent at market rate, 6% participate in social housing and 25,000 Canadians are
chronically homeless.™ Some Canadian households own more than one housing property. For
example, in 2018, 1.2 million multiple-property owners in British Columbia, Nova Scotia and
Ontario owned around 2.1 million properties and the non-owner-occupied properties were used
to generate income or capital gains or for personal use.’® The majority of multiple-property
owners were concentrated in Toronto and Vancouver and most own two single-detached
houses.!’


https://houses.17
https://homeless.15
https://communities.12
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Since housing wealth is the most important form of wealth for ordinary Canadians, disparities in
homeownership widen the wealth inequality gap in Canada. Home ownership is concentrated in
higher-income groups and with older Canadians. For example, in 2017, the lowest-quintile
households held 7% of total housing assets, compared to a 46% share among top-quintile
households.'® Among households in the top-income quintile, net worth rose by 56% from 2010
to 2017.1° During recent decades, the growing gap between high-income and low-income
Canadian households has increasingly manifested itself in the housing system; with households
that cannot afford to buy remaining in the rental market.?°

Inter-generalational enequality between baby boomers and younger Canadians is also evident.
Canadian families with a major income earner aged 65 and older reported the largest median
value in home equity in 2016 at $300,000, where those aged 35 to 44 had median home equity of
$168,000.2! In 2016, the homeownership rate was 74.6% for households aged 65 and over, but
only 43.1% for households under 35.2 Millennials are purchasing homes at a slower rate than
baby boomers did when they were young adults, and those purchases are more likely to be
condos, rather than detached homes.?®

Homeownership in Canada has social and economic implications. In general, housing is
considered to have significant social implications in terms of children’s education, health, sense
of security, community life, environment, and has been considered the “root of human
flourishing” and critical to “personhood.”?* Access to affordable housing is considered a basic
human right.2> When housing becomes a speculative investment asset or trading commodity, it
may create financial risks.

B. AFFORDABILITY CRISIS
The Current Crisis

Affordability is “the sum of a range of factors including the ability to access affordable housing,
trade-offs made on quality and location and the range of other costs associated with housing
consumption such as taxes and utilities.”?® There are different methods used to calculate housing
affordability in Canada.?” A minimum income threshold is the conventional method that uses
“the shelter-cost-to-income ratio, which most commonly sets the affordability threshold at 30%
of before-tax household income.”?®

Research commissioned by the CMHC found that affordability pressures are acute for both
single adults and lone-parent households across several largest metropolitan areas.?® According
to a recent RBC Economic Brief, in the last quarter of 2018, the share of income a household
would need to cover homeownership costs is 84.7% in Vancouver, 66.1% in Toronto, 44.5% in
Montreal, and 40.6% in Ottawa.*® The down payment for an “average” home in most major
Canadian cities exceeds the annual household income, and was more than 150% in Vancouver.3!
The time required to save for the down payment on a representative home at a savings rate of
10% is 342 months in Vancouver, 33 months in Montreal, and 92 months in Toronto.*
Exorbitant down payments particularly affect the ability of younger Canadians to purchase a
home.

The challenges in affordable rental housing are well-recognized. For example, over 50% of
Ontario households headed by someone aged 25 to 34 rent their home, and nearly half of Ontario


https://Toronto.32
https://Vancouver.31
https://Ottawa.30
https://areas.29
https://Canada.27
https://right.25
https://homes.23
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renters pay more than the affordability threshold of 20% of before-tax income.®® Across Canada,
1.7 million people are in core housing need; living in homes that are either inadequate or
unaffordable.3* For many Canadians, shelter costs grow faster than incomes. Low-income and
private rental households are particularly vulnerable to “housing stress.”*® On average, a full-
time worker needs to make $22.40/hour to be able to rent an average two-bedroom apartment
using no more than 30% of her income.® In some cities, the hourly wage needed is much higher:
$35.43 in Vancouver and $33.70 in Toronto.®” The minimum wage in 2019 is $13.85 in
Vancouver and $14 in Toronto.

It can be said that there is an affordability cricis in many parts of Canaa and it has serious social
concerns.® A recent study found that, on average, immigrants face more severe housing
challenges than non-immigrants, homeowners tend to fare better than renters, and non-couples
tend to face greater housing difficulties than couples.®® The most vulnerable Canadians include
“women and children fleeing family violence, Indigenous peoples, seniors, people with

disabilities, those dealing with mental health and addiction issues, veterans and young adults.”*°

Government intervention

The government at all levels have intervened to improve affordability of housing. “Conquering
the lack of affordable housing is key to solving the rising poverty in Canada. A government
housing policy is therefore a necessary ingredient of a comprehensive social policy as well as
economic, health and environmental policies.”** The first modern example of a housing program
is from 1918, when the federal government made $25 million available to build new homes for
“young returning soldiers of modest income who needed help to purchase a small home.”*? At
the end of World War 11, the National Housing Act was introduced, and the Central Mortgage
and Housing Corporation (later renamed the Canada Mortgage and Housing Corporation, or
CMHC) was created to house returning war veterans, and to lead Canada’s housing programs.*
Today, the CMHC exists for a single reason: “to make housing affordable for everyone in
Canada.”** The most recent example is the National Housing Strategy, which was launched in
2017 to increase investment in social housing, and help vulnerable Canadians.*® The Strategy
contains a 10-year, $55 billion investment initiative to help ensure that “Canadians have housing
that meets their needs and they can afford.”*°

3

C. FINANCIAL RISKS
Potential crisis

Risks related to housing can have significant impact on the Canadian economy because of the
size of the housing sector. The housing and real estate sector is a major pillar of the Canadian
economy.*’ In 2019, residential real estate represents 7.5% of the Canadian economy, compared
with 4.9% in the United States, and 4.1% in the United Kingdom.*® About one fifth of the
Canadian economy is related to real estate, including through construction, rental and leasing,
finance, and insurance.*

The Canadian housing market is comprised of three segments: ownership, private market rental,
and the social and non-profit sector where rents are administratively set below market rates.>
Outside the social housing sector, the price of housing is a function of supply and demand,


https://rates.50
https://insurance.49
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https://economy.47
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https://programs.43
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which, in turn, is influenced by many factors, including government policies, regulatory
measures as well as general state of the conomy, employment rate and population growth. A
buoyant housing market contributes to sustained economic activity.>!

Meanwhile, household debt and overvaluation in the housing market are among Canada’s largest
domestic economic risks.>? Canadians have a propensity to view housing as a “can’t lose”
investment,® and maximize debt to finance home ownership. Mortgage debt accounts for two-
thirds of all outstanding household debts in Canada.>* In 2018, 51.9% of household income was
needed to cover ownership costs.>® High housing prices make homeowners believe they are
wealthier than they are, and increase consumer spending. This mindset poses some risks,
particularly because “a growing share of the mortgage market is made up of less-regulated
financial institutions beyond the big banks”, such as Home Capital. Some recent data show that
“nearly a quarter of new borrowers hold debt exceeding 450% of their income — a level far
beyond the 170% debt-to-income ratio at the national level that is normally quoted — making
them significantly more vulnerable to the current rising interest rate environment.”

The COVID-19 pandemic does not appear to have affected much of the housing markets as
housing sales bounced back in the summer after an initial drop in the spring of 2020. On the
other hand, it has “cooled” the rental markets in some largest cities, such as Toronto, Montreal
and Vancouver during the “lock down”.>” The economic shock of the pandemic and the
uncertainty in post-pandemic recovery can cause financial strains on homeowners, posing a risk
for the residential housing market.

A downturn in housing may trigger a deleveraging episode among Canadian households, which
could adversely affect the financial system and the broader economy.>® The Bank of Canada
recently noted that the “vulnerabilities associated with high household debt and imbalances in
housing market have declined modestly but remain significant.”*® Younger homeowners would
suffer disproportionately if prices subsequently fall, since they are more likely to have
outstanding debt secured against their homes.®® As suggested by the Home Capital case, the
residential mortgage market is tied to the overall financial system of Canada, and its risk may
affect the Canadian economy.®!

Regulatory Policies

Policy interventions in the ownership and rental markets tend to be behavior-inducing measures
to encourage demand or supply of housing, or establishing or enforcing the rules of the game
through regulation. “Most of the history of the role of Canadian government housing policy and
programs is a history of efforts targeted at the house-ownership sector.”®? Behavour-inducing
measures include tax subsidies to first-time home buyers and home owners.%® An example of a
regulatory regime is the “stress test” for obtaining mortgages and mortgage insurance where the
down payment is less than 20% of the total purchase price.%* As discussed below, income tax
instruments are mostly geared towards home owners.

3 TAXATION OF HOUSING

Three types of taxation affect housing in Canada: income taxes, the GST, and property taxes.5
While income taxes and the GST are imposed by the federal and provincial governments,


https://taxes.65
https://price.64
https://owners.63
https://homes.60
https://economy.58
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https://costs.55
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property taxes are imposed by provinces or municipalities. Housing-related income tax and GST
measures are predominantly tax expenditures®® as they provide preferential treatment of owner-
occupied housing. In contrast, property taxes are designed to target housing directly, and are an
important source of revenue for local governments. Property taxes take the form of land transfer
tax, property tax, vacancy taxes, and the foreign buyers’ tax.®” All of these taxes can be viewed
as part of Canada’s housing tax system, even though they were not introduced with much, if any,
coordination. The impact of these tax instruments on the demand or supply of housing is
explored in Part 4.

A. INCOME TAX

The Income Tax Act provides several tax subsidies to owner-occupied housing, including the
principal residence exemption and first-time home buyers’ plan.®® It does not tax imputed rent —
the economic value derived by an owner from living in his/her home®® while taxing imputed
income from some other forms of investments (such as long-term debts or shares of controlled
foreign affiliates).”® Finally, the ITA contains opportunities for owner-investors to create “tax
shelters” — investment in housing creates “losses on paper” to offset income from other sources,
and as such, the after-tax return on such investment is higher. The ITA is biased in favour of
homeownership.

The Principal Residence Exemption

The principal residence exemption is a popular tax subsidy. It, in effect, exempts gains realized
from the sale of a principal residence by resident individuals from taxation.” It makes buying a
home much more attractive than buying investment assets, such as bonds or stocks as gains from
the sale of these assets are taxable. A principal residence is a home that was ordinarily inhabited
during the year by the taxpayer, their spouse or common-law partner, their former spouse or
common-law partner, or their child under 18 years of age.”® The property can be located outside
Canada. There is no limitation on the amount of capital gains eligible for the exemption.

The principal residence exemption was introduced during the 1972 tax reform which added a tax
on capital gains.”® The main justifications for this exemption were the social and economic
implications of residential housing. "Homeownership is part of the Canadian way of life"’* and
the exemption “recognizes that principal homes are generally purchased to provide basic shelter
and not as an investment, and increases flexibility in the housing market by facilitating the
movement of families from one principal residence to another in response to their changing
circumstances.”’”® The Department of Finance gave the following explanation in the explanatory
booklet that accompanied the legislation adding the exemption:

Many who commented on the [white paper] provisions felt that substantial tax liabilities
would still occur in areas where pressure on the housing market pushed prices up strongly
and that homeowners would continue to face uncertainty about their tax position. It was
also argued that the economic use of our housing stock might be inhibited if families
could not 'move up' to larger houses as they grew and established themselves.

The Government has decided that these arguments can best be met by a complete
exemption. This will save homeowners from valuation problems and meet the very strong


https://gains.73
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views of Canadian homeowners and many other Canadians who aspire to home
ownership.”®

The principal residence exemption is the second most expensive federal tax expenditure,’’
costing the government about $5 to $7 billion each year from 2013-2018.7 It dwarfs federal
direct spending on social housing. For example, CMHC plans to spend an average of $2.8 billion
per year on assisted housing programs over the ten-year term ending in 2027, and Employment
and Social Development Canada plans to spend $225 million per year on homelessness
programs.’®

The tax exemption benefits homeowners, especially the top 20% of income earners who receive
55% of the benefit from this exemption. Only 10% of the tax benefit goes to the bottom half of
income earners.®% The distributional effect is thus regressive: the more capital gains realized from
the sale of homes the more government subsidy. Renters do not benefit from this tax subsidy;
owners of smaller homes benefit less. The tax exemption thus subsidies the higher-end of the
housing market. It favours investment in housing over other types of investments. It has been
suggested that the tax exemption, coupled with low interest rates, makes “investing in our homes
an irresistible means of savings.”® As will be explained in Part 4, the tax exemption has the
effect of encouraging accumulation of housing wealth on a tax-free basis, which may cause
speculative investment or house flipping.

First-Time Home Buyers Tax Credit

The first-time home buyers tax credit and the tax-free withdrawal from a RRSP under the Home
Buyers Plan®assist first-time home buyers. The First-time Home Buyers’ Tax Credit was
introduced in 2009 following the 2008 global financial crisis. It provides an annual tax relief of
$750.8% Its estimated foregone tax revenue is roughly $100 million per year.8* The Home Buyers
Plan is available to individuals who have money accumulated in an RRSP. While withdrawals
from RRSPs before retirement age are taxable,® withdrawals of up to $35,000 are tax-free if the
money is used for a down payment of purchasing a home for the first time. It was found to
encourage Canadians under the age of 45 to use the RRSP to save for home ownership.®’

Non-Taxation of Imputed Rent

Imputed rent is not regarded as taxable income. Non-taxation of imputed rent is not even counted
as a tax expenditure in the annual tax expenditures report in Canada.®® The Act is biased in
favour of investment in a home as opposed to other forms of investments, even if such
investments are sheltered in a Registered Retired Savings Plan (RRSP) or a Tax-free Savings
Account (TFSA). There are two main reasons for this: (1) the money spent on renting is not tax
deducible while income from investment (such as interest or dividend) is taxable; and (2) capital
gains from the sale of the investment assets is taxable.

The following example shows the favourable treatment of owner-occupied homes:®°

A taxpayer (the Homeowner in the chart below) with a marginal tax rate of 50 per cent owns a house, free
and clear, which could be rented for $12,000 per year, and he lives in the house. Assume that he moves to
another city and becomes a renter (the Renter in the chart below). He leases his house in the old city for
$12,000 per year and rents an equivalent house in the new city for $12,000 per year. See how this move
leaves him worse off to the tune of $6,000 per year.


https://Canada.88
https://ownership.87
https://2013-2018.78
https://ownership.76
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HOMEOWNER RENTER
Salary $ 100,000 $ 100,000
Rental income (old city) 0 12,000
Taxable income $ 100,000 $ 112,000
Tax (at 50 per cent) (56,000) (50,000)
Cost of rent (old city) 0 (12,000)
Discretionary income $ 50,000 $ 44,000

In the above example, Homeowner paid no rent and received no rental income for tax purposes.
But Renter paid rent of $12,000 and received rental income of $12,000. For tax purposes, the
$12,000 paid by Renter is not deductible from taxable income, while the $12,000 received by
Renter is subject to tax at 50 per cent. Therefore, Renter had a tax liability of $6,000 and is thus
worse off by $6,000 each year.

The non-taxation of imputed rent has similar distributional effect as the PRE: higher-income and
older taxpayers who can afford to buy valuable homes benefit the most. An earlier study found
that the non-taxation of imputed rent “tends to favour taxpayers with the greatest amounts of
equity in a house, and who have owned the dwelling for the longest time.”%

Rental Housing as a Tax Shelter

While there are currently no specific subsidies for rental housing investors, the Income Tax Act
permits self-created tax shelters. Previously, a tax incentive for Multiple Unit Residential
Buildings (MURBS) allowed taxpayers to deduct capital cost allowance (CCA)-generated losses
on a rental property from income derived from other sources.®* The MURB program was
criticized for being too costly, inefficient, and prone to abuse; it was repealed in 1981.%2 Now,
taxpayers can help themselves in using rental housing as tax shelters.®® The CCA regime is based
on the idea that assets will depreciate in value, and a portion of that loss should be reflected on
the individual’s or corporation’s tax returns as an expense. * This regime makes sense for assets
with a finite useful life, like a piece of manufacturing equipment, but is less reasonable when the
asset holds its value or appreciates, like with housing. However, under the current regime, the
landlord can deduct CCA as an expense, even when the asset has not lost its value.*® These
losses can then be used to offset income earned by the landlord’s other operations, reducing their
overall tax burden.®® The Act only requires that a loss arise from either business or property,
leaving it to the courts to determine if a rental loss is from a source. The courts have adopted a
very low threshold.

For example, in Stewart v. Canada,®” the Supreme Court of Canada held that a highly-leveraged
investment in a rental housing, which was designed to generate paper losses, constituted a source
of income, and the losses were tax deductible. In the Stewart case, the taxpayer bought four
condos that he then rented to unrelated parties. There was no evidence that the taxpayer intended
to make use of any of the properties for his personal benefit. Rather, it appeared that Stewart
intended to later sell the condos after they had appreciated in value. In the year after he
purchased the condos, Stewart claimed losses on his taxes for the interest he had to pay on the
mortgages to acquire those condos. The loss was denied as an expense by the Minister of


https://burden.96
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National Revenue. Both the Tax Court and the Federal Court of Appeal found that there was no
reasonable expectation of profit from property because the scheme “held out no expectation of
profit from the rental income”. The scheme was promoted by the vendor/developer as a tax
shelter to “use rental losses to offset other income and realize a gain at the end of the day from
the expected appreciation in the value of the property.”®® The Supreme Court of Canada reversed
the lower courts’ decisions and ruled that there was a source of property income because the
investment was in pursuit of profit. It further held that “the motivation of capital gains accords
with the ordinary business person’s understanding of “pursuit of profit”, and may be taken into
account (as one of several factors) in determining whether the taxpayer’s activity was
commercial in nature”.%® Stewart is just one example of the favourable treatment tax planning
receives by the courts.1®

B. GooDS AND SERVICES TAX

The GST is a multi-stage value-added tax.1°! It is collected by businesses that supply goods and
services, but the tax burden falls on consumers. Businesses that purchase goods and services to
be used in the course of their commercial activities can claim input tax credits and receive a tax
refund. The current federal GST tax rate is 5%. Housing is eligible for special treatment.

Canadians who sell their principal residence, or who purchased a used home are not required to
pay GST. However, new housing, including newly constructed or substantially renovated
housing, is subject to the GST. 1% To encourage home ownership, individuals who buy new
housing may be eligible for a tax rebate to recover some of the GST paid on the purchase.®®
When the pre-tax price exceeds a threshold (currently $450,000), the rebate is not available,
suggesting that the tax rebate was intended to assist lower-income homeowners. The estimated
annual amount of revenue cost to the government is over $500 million from 2013 to 2019.%%4

Canadians who rent a house, apartment, or condo for a period of at least one month are exempt
from the GST.% This exemption “is intended to preserve the affordability of housing”.1% The
estimated annual cost to the government rose from $1.8 billion in 2013 to $2.2 billion in 2019.1%
Short-term accommodation is also exempt from GST where the daily charge is less than $20.%%8
The new housing rebate also applies to new residential rental property.1® As such, owner-
occupants and owner-landlords are receive identical GST treatment.

C. PROPERTY-RELATED TAXES

Property-related taxes include land transfer taxes and recurring taxes on the assessed value of
homes and other municipal level vacancy taxes. The main policy objectives of these taxes are to
raise revenue, combat restate estate speculation, increase the supply of rental housing, and reduce
the wealth gap.1*°

Land Transfer Taxes

Land transfer tax is imposed by all provinces except Alberta and Saskatchewan, which levy a

nominal transfer fee.!! In most provinces, the tax is calculated as a percentage of property value,
using the closing price as a close estimate. These tax rates are also progressive. For example, the
marginal rate in Ontario and Toronto is: 0.5% of the first $55,000 of the purchase price, 1.0% of
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$55,000.01 to $250,000, 1.5% of $250,000.01 to $400,000; 2% of $400,000.01 to $2 million;
and 2.5% of more than $2 million.*? The rates in British Columbia are slightly higher: 1.0% of
the first $200,000; 2.0% of $200,001 to $2 million; and 3.0% of over $2 million. First time home
buyers can be partially exempted from this tax. For example, the rebate of the Toronto land
transfer tax effectively exempted the first $400,000 of the purchase price from the tax.*®

Non-resident buyers are liable to pay an additional land transfer tax in British Columbia and
Ontario. This tax was introduced as a response to the skyrocketing housing prices, which were
believed to be caused, in part, by housing speculations by foreign buyers.!'* In both British
Columbia and Ontario, this tax was among a number of measures adopted to improve the
affordability and stability of housing market in specified areas.!'® The tax rate is currently 15%
in Ontario, and 20% in British Columbia.!®

Recurrying taxes on property

A property tax is a tax on the assessed value of real property*!” at provincial and/or municipal
levels.!’® A portion of the tax is earmarked for educational funding or the municipal budget, that
is why the tax is often referred to as a “school tax.” The rates of property tax can either be flat or
progressive, depending on the jurisdiction. For example, in Toronto, the total property tax rate
was 0.63% in 2018, with 0.46% being allocated to the city, 0.17% to education, and 0.002% to
the city building fund.!'® British Columbia recently introduced progressive property tax rates on
high-value homes: starting in 2019, the value of homes between $3 and $4 million are subject to
an additional school tax of 0.2%, and any value assessed at $4 million or more is subject to a
0.4% school tax.?°

An anti-speculation tax targeted at out-of-province home owners was introduced by the British
Columbia government in its 2018 budget.'?! It is an annual property tax applicable in specified
areas, such as Metro Vancouver and the Fraser Valley. The tax rate for 2019 is $20 per $1,000 of
assessed value. This tax is creditable against British Columbia’s income tax up to $2,000, so that
only homeowners who do not pay income tax in BC pay this tax. The tax is aimed at individuals
residing in foreign countries, other provinces, and “satellite families —households with high
worldwide income that pay little income tax in BC.”*?? Long-term rental housing as well as
principal residences are exempt from the tax.

Vancouver also levies an additional Empty Homes Tax.!? This tax does not apply to principal
residences or homes rented for at least six months of the year. Each year, homeowners in

Vancouver must submit a property status declaration to determine if their property is subject to
this tax. Properties deemed empty are taxed at the rate of 1% of the property’s assessed taxable
value. Revenues collected from this tax are earmarked for investment in affordable housing.1?*

4. TAX POLICY AND HOUSING CRISIS

A. TAX BIAS FOR HOMEOWNERSHIP

The income tax and GST treatment of housing is biased in favour of homeownership. For
example, the Income Tax Act does not “see” any capital gains from the sale of a principal
residence, regardless of the value and length of ownership, or imputed income from owning the
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property. As such, owner-occupied housing is a “nothing” for tax purposes. Such policy is
particularly “striking” in light of the fact that housing is the biggest asset for most Canadian
households and the 1972 tax reform was guided by the idea that all revenues should be treated
and taxed equally.'?® This bias for homeownership goes beyond tax exemptions. Through the
Home Buyers Plan and First-time Home Buyers’ Tax Credit, the Act grants “free capital” to
home buyers. For example, when a taxpayer withdraws funds out of their RRSP through the
First-time Home Buyers Plan, they are using money on which no tax has been payable
representing a significant government subsidy. As such, the owner-occupied housing is bought
with some free money from the government.

The Income Tax Act contains no explicit tax subsidies to suppliers of housing. Allowing self-
help tax shelters could be viewed as an implicit tax subsidy to the supply of rental housing, but it
was arguably not intended as such. The government introduced draft legislation in 2003 to shut
down such tax shelters, but the proposal was withdrawn after concerns about its potential adverse
impact on the market and businesses.!?

B. TAX-INDUCED FINANCIAL RISKS

The tax bias induces demand for housing, including “harmful demand” which may lead to rising
prices and financial risks.'?” Demand for housing is “harmful” if the housing is an over-sized
property, the second or third “home” of a household, a speculative investment or a tax shelter.
Conceptually, harmful demand is associated with investors who buy housing to multiply the tax
exemptions, to accumulate wealth in a tax-preferred form, or to flip housing as commodities.
This is in contrast to “natural demand,” which arises when a home is bought to accommodate
non-investment reasons, such as a larger home to accommodate a growing family or relocation.
Even though people are motivated by different factors to buy a housing property, tax incentives
may entice some people to become first-time home buyers and others to buy more valuable
homes.!?®

There is no conclusive evidence on the exact effect of tax incentives on increasing
homeownership rate in Canada or encourage harmful demand for housing.*?® Inferences can be
drawn from research on the United States and Australia which have largely similar housing
markets and homeownership biased tax policies.'*® For example, the Research on American
housing tax policies suggests that they have encouraged “over-investment” in the form of buying
bigger houses, or buying homes before the buyers were financially prepared and that the value of
the tax subsidies changes the taxpayer’s marginal tax rate, leading to a rise in housing prices and
an increase loan-to-value ratios.”*3! Similarly, Australian research shows that their housing tax
incentives result in “inflated housing prices,”**? and, in fact, “rising housing prices” are “driven
in large part by the commodification of established housing and growing demand for housing
assets by ‘mum and dad’ investors.”*3

Also, the principal residenc exemption was found to be one of the causes of housing price
inflation during the 1970s:34

Since other assets are subject to capital gains tax, the attractiveness of housing as an
investment increases, particularly during periods of inflation (since when inflation rises,
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higher nominal gains on assets held by investors are subject to capital gains tax).
Therefore, demand rises and house prices increase as investors seek to avoid the rising
margin of capital gains tax on other investments. Existing homeowners experience
substantial capital gains and potential homebuyers find the opportunity of purchasing
moving out of reach. No detailed evaluation of the effects of these tax subsidies on
housing markets is presently available."**®

The technical design of the principal residence exemption allows the exemption to be used for
multiplying the number of tax exemptions by a household or maximizing the amount of a tax
exemption. For example, the exemption is limited to each household consisting of a taxpayer,
his/her spouse or common-law partner and children under the age of 18. As such, a property can
be “owned” by the taxpayer’s parent or adult child and qualify for the exemption. There is no
maximum limitation on the amount of gain to be exempted, which, in effect, promotes demand
for more valuable housing and more “trading” or flipping of houses. As such, higher-income
earners, who pay higher rates of marginal tax, have the most to gain by investing capital in
housing.

Demand pulled up by the tax incentive causes higher prices when supply is constant. The
“counter-speculation” tax measures at local levels are not significant enough to offset the effect
of the bias in the Income Tax Act. Housing debts, market shocks, and price fluctuations driven
by investors can pose major risks to the Canadian economy.

C. AFFORDABILITY

The issue of affordability is directly related to housing prices. As such, tax policies that drive up
harmful demand simultaneously reduce affordability for first-time buyers and renters. The
affordability of homeownership is tied to affordability of private rentals. If renters can afford to
buy homes, they create more rental spaces on the market, which may reduce the price of rent.
Higher cost of purchasing a house by the landlord is translated into higher rental charges. Prior to
the outbreak of the COVID-19 pandemic in early 2020, due to the increases in condo prices in
major cities, demand for rental units had been increasing: rent increased by an average of 6.4%
in Vancouver, 4.4% in Toronto, and 7.6% in Victoria in the past three years.*® The impact of
pandemic on the rental market is unknown at the time of writing (November 2020).

The Income Tax Act offers no explicit subsidies to renters or businesses that supply low-cost
housing.®*” The municipal level vancancy taxes may encourage the supply of rental spaces, but
the effect is unknown, and presumably neglectable.

Overall, there is sufficient evidence to show that the tax bias for homeownership is likely a
contributing factor in Canada’s housing crisis. It would thus make sense to consider tax policies
as part of the housing policy in order to address the fiscal risks and affordability problems.
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5. TAXREFORM AS PART OF HOUSING POLICY

A. WHY?

Canada’s National Housing Strategy currently focuses on increasing the supply of housing to
address the problem of affordability for the most vulnerable.!® That is undoubtedly important.
However, it is not enough to achieve the vision of affordable housing for all Canadians,
especially younger, working Canadians®®® as it does not address the economic risks associated
with speculative investments and inequity issues. Because the three segments of the housing
market (ownership, rental and social housing) are inter-connected, a national housing strategy
would ideally address the system as a whole through a combination of tax and non-tax measures.
Meanwhile, however, housing tax policies are outdated and are in need of reform.

Tax reform and the new housing reality

The Income Tax Act currently regards housing mainly as a personal consumption property for
owners. Profits on the sale of a home are treated as a recovery of the personal expenses of the
owner, and thus should not be taxable like profits from sale of investment assets.'*° Not taxing
the owners means that tax policy treats housing as a unique product and the housing market
differently from other markets. Such view of housing may have made sense when the problems
of income and wealth inequality were not as severe, and owning a home was a fact of life
without government intervention.**! However, this is no longer the reality today. As discussed in
part 2, the new reality is that housing is a complex multi-faceted issue.

The current housing crisis presents an opportunity for Canada to modernize the housing tax
system. There appears to be increasing awareness of the housing crisis and political support for
improving affordability. “Polling data show that housing affordability is now a top issue for the
electorate, especially for younger Canadians.”%?> Major political parties seem to recognize the
problem of housing and indicate commitment to addressing it.}** The COVID-19 pandemic only
heightens the importance of housing.

The Pathway to Affordable Housing for all Canadians

Tax reform is a pathway to achieving the goal of affordable housing for all Canadians, including
the “middle class”. In the current system, the “middle class” misses out because social housing
spending benefits Canadians in low-income groups and indirect government spending through
tax subsidies benefit those with high incomes the most. Little goes to the middle-income
households.'** To improve equity in housing and help the middle class, tax reform is necessary.

Reducing the tax bias for homeownership at the top may help reduce housing prices so that
housing is more affordable to Canadians in the middle class. It would also improve tax equity in
respect of housing because the bias results in a “upside-down subsidy” to those who are already
better-off. Only 10 per cent of the benefits of the $5-7 billion per year from the principal
residenc exemption® went to the bottom half of taxfilers, while 35 per cent of the benefits went
to the top 10% of income-earners.1*® Inter-generational inequality is aggravated by housing tax
policies to the extent that the tax subsidies benefit older homeowners and raise housing prices
beyond the reach of younger Canadians. In fact, “for an individual aged 25-34, the ratio of
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median fulltime, full-year income relative to average home costs increased from 4:1 in 1976 to
10:1 as of 2017.”**" Even if younger Canadians can benefit from the tax subsidies to first-time
homebuyers, the front-end tax subsidy pales in amount in comparison to the back-end tax
subsidy through the principal residence exemption. Savings from a more strategically-targeted
principal residence exemption can be re-deployed to improve equity, such as increasing the
subsidy to low-income first-time home buyers.

Tax feform and additional funding for social housing

Direct and indirect spending through tax expenditures on housing are not integrated at the
moment. In 1990, the Liberal Task Force on Housing led by Paul Martin and Joe Fontana
recognized the importance of tax policies in housing policy, and recommended a review of all
forms of taxation on housing in order to create a “fair and integrated reform of the entire tax
system.”**® That recommendation has not been heeded to thus far. The current housing taxes
were introduced piecemeal and can be redesigned to promote national housing objectives.

Also, a redesigned housing tax system can generate extra revenues that can be earmarked for
improving affordable housing. Funding for investment in social housing may be insecure or
unsustainable. There is no earmarked revenue source for the $55 billion investment in the
National Housing Strategy. A change in government or policy would put this funding at risk. It
would make sense to “recycle” or re-direct the fiscal resources from the generous tax
expenditures on high-income homeowners and/or speculative housing investments to funding
affordable housing.

B. How?
Redesigning the principal residence exemption

The principal residence exemption should be retained, but redesigned. Its abolishment is not
politically feasible or necessary. However, additional safeguards are necessary to ensure that it
remains true to its original aim of helping Canadian families. Possible new safeguards include
tightening up disqualifying conditions for the exemption and putting a lifetime limit on the
amount of gains eligible for exemption.

The qualifying conditions for the exemption can be better targeted at “ordinary homes” to
prevent multiplying the exemption by a taxpayer. For example, the qualifying property must be
actually used by the taxpayer as a home and any housing property owned by a taxpayer’s parent
or adult child and bought with the taxpayer’s money should be treated as owned by the taxpayer.
The latter test is akin to an attribution rule that, in effect, attributes the ownership of the property
registered in the name of a parent or adult child to be the taxpayer’s for purpose of the principle
residence exemption. As a result, gains from such attributed property would not qualify for the
exemption unless it is designated as the principal residence of the taxpayer.

In recognition of the fact that a home is both a personal consumption and a key investment asset,
the principal residence exemption should be limited to the portion of gains attributable to the

“home” aspect. Conceptually, the portion of gains attributable to the ‘investment’ aspect will be
taxable just like capital gains from the sale of other investment assets. The practical difficulty in
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bifurcating the capital gains as accruing to the home and to investment means that it is
impossible to do this on a property-by-property basis. A presumptive rule must be used: any gain
below the chosen limit is presumed to be personal gains from the home, and any amount above
the limit is presumed to be investment gains.

The design of the limitation can be informed by research on the value of “average” home in
Canada. Since the housing prices vary greatly from region to region, it may be possible to have
the limit “indexed” to reflect regional differences.’*® If it is impossible to reach a consensus on
such “nuanced” limitation, a national arbitrary amount can be used. This is the case with the
current lifetime capital gains exemption for owners of small businesses.®® The Carter
Commission recommended a lifetime exemption for each family unit or individual up to a total
of $25,000 (a present value is close to $200,000).2°! The United States also imposes a limit: the
first $250,000 of gain from the sale of a home is exempt from tax of a single individual, or
$500,000 for a married couple filing jointly.1>2

Imposing a cap on the principal residence exemption would improve tax equity and reduce
harmful demand. It would put Canadians who invest in housing on equal footing to those who
invest in other assets, and thus reduce investment distortions and improve efficiency of the
capital market. More importantly, it would improve tax equity, especially inter-generational
equity because homeowners are predominantly older.*>® Limiting the amount of the tax
exemption also make sense in tax policy as the excessive gains are mostly “windfalls” arising
from the location and societal environment. Furthermore, limiting the tax exemption will also
bring this expensive tax subsidy in line with other major tax subsidies to individuals, none of
which is open-ended. For example, the child care expense deduction is limited to a fixed amount
per child, and the tax-free contribution to an RRSP is limited to $14,500 per year.’>* It is
difficult to predict the effect of the proposed lifetime limitation on reducing harmful demand. It
is hoped that the limitation reflects a balance between preserving Canadian attitudes towards
housing, without stimulating speculative investment in Canadian housing or using housing as a
wealth accumulation vehicle.

New tax incentives for supplying affordable housing

Increasing supply is a possible solution to the “serious middle-income housing affordability
crisis.”*® The private market alone has not worked efficiently, and public policy intervention is
necessary. Tax policy should be in the mix of policy instruments to incentivize the supply of
more affordable housing, especially rental.*>® A new tax incentive can be introduced for this
purpose.

Several options can be considered. One is to revive and redesign the MURB program.®®” This
program provided a tax subsidy to promote the building of rental housing in urban areas. It
allowed investors to deduct losses from deducting capital cost allowance associated with the
construction of new residential buildings against other income. The effect was to create a tax
shelter for investors, which would lower the cost of capital or increase the rate of return. Lessons
could be learned from this earlier program on how to minimize abuse of the tax shelter.'%®

Another option is an American style low-income housing tax credit.*>® This tax credit is the
federal government’s primary program for encouraging the investment of private equity in the
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development of affordable rental housing for low-income households.*®° Qualifying rental
properties include apartment buildings, single-family dwellings, townhouses, and duplexes.

More specifically, it supports the construction or rehabilitation of affordable rental units by
allowing an investor to take a federal tax credit equal to a percentage of the development cost. To
obtain funding, developers generally sell tax credits awarded from state housing agencies to
private investors who claim the tax credit when the rental property is made available to
tenants. 161

To encourage owners to rent, the capital cost allowance deduction can be redesigned as a tax
incentive through increasing the rate of depreciation or accelerating the deduction if the property
has a tenant. When a rental property is sold, a rollover can be allowed to defer the taxation on
capital gains and the recaptured capital cost allowance on the condition that the former and new
property provide affordable housing.

The main justification for the above measures is to correct the homeownership bias of the current
tax policy and to solve the affordable housing problem through private market mechanism. Tax
incentives to provide housing support to low or middle income individuals would encourage
more stable communities and neighbourhoods and therefore is defensible on the basis that it
encourages behavior with positive externalities. There are numerous tax expenditures of this type
in the Income Tax Act, such as the small business deduction®? or the scientific research and
experimental development tax credit.63

Considering taxation of imputed rent

Non-taxation of imputed rent is one of the major tax advantages for investing in a principal
residence. It benefits homeowners only. The economic value of living in one’s own house is a
significant source of implicit income. A Statistics Canada research study finds that on average,
“this implicit source of earnings raised the incomes of retirement-age households (aged 70 and
over) by 16%” from 1969 to 2006, and the implicit returns to housing have risen over time.®* It
is reasonable to assume that the recent increasing housing prices raised the implicit returns even
further.

Taxing imputed rent is supported by economic theory — income should measure a person’s
consumption plus savings, the principle of ability to pay, and tax neutrality between housing and
non-housing investment assets. 1% The economic advantage of not having to pay rent for
accommodation out of after-tax earnings constitutes income in the broad sense. It aggravates the
tax bias for owner-occupied homes. This can be explained by this simple example. Two
individuals, X and Y, have a net worth of $100,000. X invests $100,000 in buying a house as a
principal residence. Y invests $100,000 in stocks, earning $10,000 dividend annually and pays
$12,000 rent to the landlord. Each year, taxable income for X would be zero, but $10,000 for Y.
If both X and Y sell their assets for a gain of $20,000, this gain is exempt for X, but taxable for
Y. In this example, Y must pay rent with after-tax income while X enjoys housing tax-free.
Taxing X’s imputed rent, and removing the principal residence exemption, would remove the
bias for X and treat X and Y the same.

Imputed income is taxable in other areas. For example, when a corporation supplies rent-free
housing to its controlling shareholder, the shareholder is deemed to receive a benefit from the
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corporation and is required to include the value of the benefit in her income.'®® In a sense, the
shareholder becomes an owner-occupier of the house, albeit through her corporation and must
pay tax on the value of the housing, or the imputed rent. Another example is the imputation of
interest on long-term investment contracts on an annual basis for tax purposes.'®” A third
example is imputing dividends to the Canadian resident controlling shareholder of a foreign
corporation in respect the corporation’s foreign accrual property income.®® Several OECD
countries, including Iceland, Luxembourg, the Netherlands, Slovenia, and Switzerland tax
imputed rent. 16°

The main reasons why imputed rent taxation is not possible are administrative and political. The
administrative difficulties involved in valuing annual imputed rent can be formidable. These
difficulties are presumably not insurmountable, as other countries have done it. Imputed rent is
taken into account in measuring national income and gross national product (GDP).1" Political
pressures and entrenched interests that led to the current homeownership-biased tax policy are
expected to block any reform to remove such bias.

If a general taxation on imputed rent is not feasible, Canada should at least consider recognizing
imputed rent as “income” for the purposes of qualifying for social assistance programs, such as

the Canada Child Benefit and Old Age Security, that are means-tested. House-rich and income-

poor households should, ideally, not be able to qualify for social assistance that are designed as

poverty-relief measures.

6. CONCLUSIONS

Housing is important to all Canadians, owners and renters alike. The tax treatment of housing
affects homeowners and renters differently. Federal tax policies are structurally biased in favour
of owners, especially those with high incomes. This Chapter has offered evidence on the
implications of this bias for demand for housing and speculative investment. Even though local
property taxes may help “correct” the effect of such bias through transfer taxes or property taxes,
the bias remains significant.

This chapter argues that housing policy and housing tax reforms should not be viewed in
isolation because tax bias is at play in the housing market. Addressing this tax bias would help
advance Canada’s housing objectives — affordable housing for all. Further, by addressing the tax
bias, the housing tax regime would be updated to better suit today’s complex reality of housing
in the Canadian society and economy. Tax reforms should ideally take place in conjunction with
or at least in the context of the national housing policy. More specifically, the principal residence
exemption should be redesigned to encourage “natural’ demand for homes and remove those
elements that induce speculative investments and increase housing risks. That can be done
through limiting the amount of the tax-exempt gains and tightening the eligibility of homes for
the exemption. Specific tax incentives should be seriously considered to increase the supply of
affordable housing. Any savings from the tax reform can be earmarked for investment in social
housing.

It is important to note, however, while this Chapter argues for a better role of tax policy in
Canada’s housing policy and offers some ideas for tax reform, it urges more research be done on
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the costing of tax reform options and the impact on housing prices and affordability. For
example, the impact of tax reform on harmful demand for housing and the linkage between
harmful demand and secondary mortgage market and financial risks needs to be quantified or
estimated.
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