
Personal Income Taxation : (d) The Imputed Income from Owner–Occupied Housing

One of the most difficult to accept, and politically unpalatable, consequences of the Haig–

Simons definition of income, is that people who own their own houses should include in their

taxable income an “imputed income” for the consumption of housing services. That is, if we were

to use the Haig–Simons definition in calculating taxable income, then owner–occupiers would have

to add on to their income the annual rent they should pay themselves for living in their own house.

To see the logic behind this rule, consider a world in which there is no personal income tax,

and consider three otherwise–identical people, who each have a net wealth of $300,000. Person

1 invests her money in a house. Person 2 invests $100,000 in a down payment on a house worth

$300,000, and invests the other $200,000 of his money in a bond, paying 6 percent per year. Person

2 also needs to take out a mortgage for $200,000 to pay for the house. I assume that this mortgage

has an interest rate of 6 percent ( and that the person does not have to pay down the principal on

the mortgage ). Person 3 buys bonds paying 6 percent with her $300,000.

Person # 1 Person # 2 Person # 3

value of house $300,000 $300,000 0

value of bonds 0 $200,000 $300,000

(−) mortgage 0 $200,000 0

net wealth $300,000 $300,000 $300,000

Person 3 has to live somewhere. In keeping with my assumption that all three people are

identical, except in their investment choices, I assume that she rents a house identical to the

houses owned by people 1 and 2. The rent on this house is $2000 per month. Finally, I assume

that the annual maintenance, tax, and other expenses associated with owning the house are $6000.

( Person 3 does not pay these expenses ; her rental contract specifies that her landlord pays all of

those expenses. ) That provides the following table of annual expenses and earnings :

Person # 1 Person # 2 Person # 3

interest income 0 $12,000 $18,000

(−)mortgage interest due0 $12,000 0

(−)rent 0 0 $24,000

(−)housing expenses $6000 $6000 0

earnings minus expenses−$6,000 −$6,000 −$6,000
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The numbers for the rate of interest, the cost of maintaining the house, and the annual rental

on the house appear to have been fixed so as to give each person exactly the same financial position.

Each has assets worth $300,000, each lives in the same house, each spends $6000 more on housing

than she or he earns from her or his assets.

But the numbers must work out that way if asset markets are in equilibrium. The prices of

bonds and of houses are both determined in competitive markets. If one asset earned a higher net

return than the other, than no–one would buy the lower–yielding asset. Prices of bonds and houses

adjust in equilibrium, until people are willing to buy either asset. In my initial equilibrium, both

assets, bonds and houses, earn a net return of 6 percent. The bonds pay out 6 percent of their

face value in cash. The houses provide accommodation which is worth $24,000, for a net return of

$18,000, or 6 percent, after the costs of maintenance are subtracted. So, although the exact return

on bonds ( 6 percent ) was something I picked out of a hat, if bonds do pay 6 percent, then the

net yield on housing must also be 6 percent ( assuming here that the risk and capital gains on the

two assets are similar ).

Now suppose that a personal income tax is introduced. Suppose that each of the three people

earns $75,000 per year in salary. I consider three different principles for computing taxable income

the Canadian system : salary is taxable, interest income is taxable, “imputed income” from

housing ownership is not taxed, mortgage interest is not tax deductible

the American system : salary is taxable, interest income is taxable, “imputed income” from

housing ownership is not taxed, mortgage interest is tax deductible

the Haig–Simons system : salary is taxable, interest income is taxable, ( net )“imputed income”

from housing ownership is taxed, mortgage interest is tax deductible

Person # 1 Person # 2 Person # 3

salary $75,000 $75,000 $75,000

interest income 0 $12,000 $18,000

mortgage interest due 0 $12,000 0

( gross ) imputed income$24,000 $24000 0

(−)housing expenses $6000 $6000 0

taxable income : Canada$75,000 $87,000 $93,000

taxable income : US $75,000 $75,000 $93,000

taxable income : H–S $93,000 $93,000 $93,000

In the above table, owner–occupiers were allowed to deduct mortgage interest, and housing
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ownership expenses from their gross imputed income of $24,000, in order to calculate net imputed

income. That is because, under the Haig–Simons principle, expenses of earning taxable income

should be subtracted from gross income. Also, the above table somewhat understates the advantage

given to owner–occupancy in the United States, since some housing expenses ( such as property

taxes ) are also tax–deductible.

But the main point of the table is that only the Haig–Simons treatment of housing leaves all

three people in the same position. Both the American and Canadian system give tax advantages

to people who choose to purchase houses. In Canada, the advantage increases with the size of the

owner’s equity in the house.

Now my example above began by specifying a world with no income taxes whatsoever. Why

was that? In a world with no taxes, the housing and bond markets would be in equilibrium with

the numbers in the example. That’s no longer true if there are taxes (unless the taxes were of the

Haig–Simons variety). As the last table above shows, person 3 is worse off, under the Canadian

system, than person 2, who is worse off than person 1. So if the three people really are identical, if

the asset prices and returns were the ones in the table, then all would want to put all their available

wealth into housing, rather than into assets (such as bonds) on which the return was taxed.

The tax advantage to owner–occupied housing would therefore tend to drive up the price of

housing, and drive down the price of financial assets ( or at least drive down the prices of financial

assets on which the return was taxable ). For housing and bond markets to be in equilibrium,

the marginal investor must be indifferent between buying bonds or a house. So the favourable tax

treatment of owner–occupied housing tends to drive up the price of houses, and to drive down the

prices of bonds.

Of course we’ve had a personal income tax in Canada for more than 85 years. And the

imputed income from owner–occupied housing has never been taxed. The interest on bonds has

always been taxable. So whatever asset price changes have been caused by the favourable tax

treatment of owner–occupied housing have already occurred, long ago. In other words, the tax

advantages have been capitalized into the prices of housing, and of urban land which can be used

for owner–occupied housing.

So what would happen if we actually did adopt Haig–Simons principles, and taxed the imputed

income from owner–occupied housing? One of the consequences would be a fall in the price of

houses, and of urban land. Current owners of houses would be hurt, and potential buyers of new

houses would actually benefit.

Another consequence would be that existing tax rates could be reduced significantly, since

including imputed income from owner–occupied housing would increase the tax base by quite a

bit.

And what, again, are the objections to the current tax treatment of owner–occupied housing,

from the Haig–Simons perspective? There is still an equity argument, even though tax benefits

have been capitalized. The tax system discriminates against people whose personal characteristics

( family size, desire to live downtown, holding jobs with high probability of moving, lack of cash
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for down payments ) keep them from owning their own houses. Since the benefit of avoiding tax on

imputed income depends on the marginal rate you face, the benefits of not taxing owner–occupied

housing increase with a person’s income ; high–income people in high tax brackets benefit more.

There are also efficiency arguments against the favourable tax treatment. The favourable

treatment drives up demand for housing, and transfers resources from other sectors into the housing

industry. This transfer of resources violates one of the conditions for Pareto efficiency : the marginal

rate of substitution between housing and consumption of other goods will not equal the marginal

rate of transformation.

Of course, many might argue that housing is a good for which the consumption should be

encouraged. There is a “paternalistic” argument that people somehow become better citizens

when they own their own houses, and that it is better for them to spend their money on houses

than on tobacco and entertainment ( or on food and clothing? ). Politically, of course, the housing

industry would like to see investment in housing encouraged. But even if it is agreed that housing

consumption should be encouraged, perhaps it would be better to do so directly, rather than in

the hidden form of tax preferences. For one thing, tax preferences are a costly way of stimulating

housing consumption : the tax revenue lost from imputed income of owner–occupiers in the highest

tax brackets exceeds the benefit to the housing industry.

There is another benefit to owners of houses in the Canadian (and American) tax systems.

The capital gains on the sale of a principal residence are not taxed. So if someone lives in a house,

and if the house goes up in value, the owner does not have to pay any taxes on the capital gains

which accrue while she owns a house. In this respect, the tax treatment of capital gains on owner–

occupied housing is no different than the tax treatment of other types of capital gains. However,

when she realizes the capital gain, by selling the house, she does not have to report the realized

capital gain on her income tax. in other words, the inclusion rate for capital gains on the sale of

owner–occupied housing is 0, as opposed to 50 percent on other assets.

Since the value of houses, in aggregate, in Canada , is very high, the magnitude of this tax

preference created by not taxing capital gains on the sale of a principal residence is also very large.

For very many people, equity in their house accounts for a substantial fraction of their wealth. In

recent years, real estate has risen considerably in value. So the amount of income which is sheltered

from taxation in this way is quite high.
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