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Further Thoughts on the Capital Gains Tax

Melville McMillan

ABSTRACT

The paper illustrates why Canada’s Budget 2024 tax rules do not treat the earners of capital
gains uniformly or fairly, because of inflation. The effective tax rates on real capital gains vary
substantially among taxpayers depending upon the holding period and the rate of return.
Furthermore, capital gain taxes may even create real losses. Uniform inclusion rates applied
to nominal capital gains poorly measure real capital gains and typically result in considerable
underassessment or overassessment of actual capital gains income (i.e., improvement in
purchasing power). An appropriate measure of capital gains should use a cost base adjusted
for inflation.



Canada’s plan to increase the inclusion rate on capital gains exceeding $250,000 from 50

per cent to 66.7 per cent as announced in the 2024 federal budget has renewed attention on the
taxation of capital gains. Some economists (e.g., Tombe 2024) have spoken favourably of this
move, because the two-thirds inclusion approximately equalizes the income tax rates applied to
corporate value-added, whether distributed as interest, dividends or capital gains. The enhanced
neutrality yields efficiency and equity improvements.

On the other hand, the financial media has been replete with concerns and criticisms. Much of
that relates to capital gains from real property (notably cottages or second homes?"), which
typically are held for many years before capital gains are realized. Those concerns stem largely
from a fundamental, though rarely mentioned, problem of capital gains taxation in Canada—that
taxable capital gains are based upon nominal gains. Nominal gains, the simple difference between
the sale and original purchase prices (net of sale and acquisition costs), typically do not represent
actual income. With inflation, today’s dollar does not have the same purchasing power as a dollar
many years ago. Hence, capital gain as taxed can be quite different from the real gain in
purchasing power (i.e., the appropriate measure of income 2) that the taxpayer realized. As a
result, the effective tax rate on capital gains across taxpayers can be, and generally will be, quite
different and therefore unfair. The problem is demonstrated in the following three illustrations.

These illustrations consider properties acquired in 1960, 1970, 1980 and so on to 2020, and in
2023. It is assumed that the properties are sold in 2023, but (lacking an inflation rate for 2024)
the taxable capital gains are calculated according to the 50 per cent and 66.7 per cent rules
introduced in the 2024 budget—that is, as if the 2024 budget rules applied in 2023. The 2023
(net) sale price of the properties is assumed to be $800,000. In the first illustration, Case A, it is
assumed that property values increased over time only at the rate of inflation (as measured by
the Canadian CPI). In the second illustration, Case B, it is assumed that property values increased
at the rate of inflation plus one per cent. Case C demonstrates the effects of higher rates of value
appreciation; three and five percent beyond the rate of inflation. The capital gain tax results are
presented in the accompanying figures.

In Case A, it is assumed that the post-acquisition value of the property just kept up with inflation.
That is, the property served as an inflation hedge and no more. Thus, for example, a property
acquired in 1980 for $224,061 (1980 dollars) appreciated to the $800,000 2023 sale price.

In that instance, the capital gain measured by the tax authorities would be $575,939 and the
taxable capital gain $342,401. Assuming a rate of 53 per cent applied, the tax would be $181,473.
Since the increase in the property value only offset inflation, the sale price of $800,000
represents no increase in purchasing power over the years, so the capital gain taxes impose a
real (2023 dollar) loss of $181,473 to the property owner. That is, the net of tax proceeds from the
sale ($618,527) provides less purchasing power in 2023 than the $224,061 investment in 1980.
Such tax-generated losses result for purchases in all years prior to 2023. (The purchase and sale
in 2023 is assumed to have a zero capital gain.) Those losses are shown in the Case A figure
below. The total after tax losses for properties acquired from 1960 to 2020 range from $232,778
to $27,124. Thus, despite there being no real gain in purchasing power (i.e., no income) because
property values only appreciated with inflation, taxable capital gains were assessed, and the taxes
paid on those gains imposed real dollar losses on the property owners.

' The problem also relates to business property and farms, and even financial assets if held for extended periods.

2 The standard economic definition of income is the Haig-Simons definition—the money value of the net increase to an
individual’s power to consume during a period. That is, the real or inflation-adjusted gain. For a discussion of income
concepts and complications due to inflation, see H.S. Rosen et al. (2023) especially pages 326-333, 349-351 and
392-393.



Case A. After tax gain (loss when negative as here)
on (zero) real capital gains per Budget 2024 capital
gain taxation when property value increases only
equal inflation, all in 2023 dollars
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It is reasonable to assume that property prices increase somewhat faster than inflation. Hence, in
Case B, it is assumed that a property that sold for $800,000 in 2023 increased in price at the rate
of inflation plus one per cent annually. Hence, real capital gains result. In this case, a property
acquired in 1980 is obtained for $137,760 and upon sale is deemed to have a (nominal) capital
gain of $662,240, a taxable capital gain of $399,964 (under Budget 2024 taxes) and, at a 53 per
cent tax rate, tax payable of $211,981. A real (2023) dollar capital gain—that is, an improvement in
2023 purchasing power—of $308,133 is realized in this instance. The taxes payable amount to an
effective tax rate of 68.8 per cent on the real capital gain. Parallel calculations for properties
acquired in other years are reported in the Case B figure below. Across the years 1960 to 2010,
the taxes payable on the capital gains as a percentage of the real dollar capital gains range from
57.2 to 79.8 per cent respectively. Capital gain taxes in the case of the 2020 property convert the
real gain of $22,500 into a loss of $9,823, which results in a tax rate of 143.7 per cent on the real
capital gain. Even under just the 50 per cent inclusion rate, the capital gain taxes convert the real
capital gain into a real loss. In this case, all the effective tax rates on real capital gains exceed the
53 per cent rate applied to ordinary taxable income. That is one problem. A second problem is
that the tax rates vary across taxpayers and so further violate horizontal equity.

Case B. Budget 2024 taxes on capital gains as
percent of real (2023 dollars) capital gain when
property prices rose at the inflation rate plus
1 per cent from year of purchase
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Variations in the appreciation rates of properties add a further disparity. As the appreciation rate
increases beyond the inflation rate, the effective tax rates decline. This is illustrated in Case C for
appreciation rates of three and five per cent beyond the annual inflation rate. As comparison with
Case B shows, the effective tax rates are lower than when the appreciation rate was assumed to
be one per cent. In addition, the effective rates at five per cent are lower than when the
appreciation rate is three per cent. To be more specific, if property values increase at the inflation
rate plus three per cent, the effective tax rate on the 1960 property is 36.7 per cent, it increases
to 50.5 per cent by 2017 and peaks at 71.7 per cent for 2021. However, if the appreciation rate



was inflation plus five per cent, the effective rate becomes 33.7 per cent on the 1960 property,
becomes 49.1 per cent for the 2020 property and peaks at 53.4 per cent in the 2021 case. Hence,
the percentage of real capital gain income taken as tax varies (not only by the period held but)
by the rate of return realized—decreasing as the rate of return increases—when one would expect
that fairness requires that personal taxes (when taxed at a constant rate as assumed here) be a
uniform percentage of real capital gain income regardless of the rate of return.

Case C. Budget 2024 taxes on capital gains as a
percentage of real (2023 dollars) capital gain when
property prices rose at the inflation rate plus
3 per cent and 5 per cent from year of purchase
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These illustrations demonstrate that the Budget 2024 (and the previous) tax rules do not treat
the earners of capital gains uniformly or fairly.® The effective tax rates vary among taxpayers
depending upon the holding period and the real rate of return realized, and, capital gain taxes
may even create real losses.* This poor treatment results from the inclusion rate being a uniform
percentage of nominal capital gains despite inflation having eroded the purchasing power of a
dollar. Uniform inclusion rates applied to nominal capital gains poorly measure real capital gains
and typically result in considerable underassessment or overassessment of actual capital gains
income.®> An appropriate measure of capital gains should use a cost base adjusted for inflation.

Under the current system, capital gains are taxed differently across comparable taxpayers so
taxpayers are treated unevenly and unfairly. If real capital gains were the tax base, capital gains
would be taxed at a uniform rate across like taxpayers. Taxpayers without real gains, even if
experiencing nominal gains, would (unlike now) pay no capital gain taxes. Assuming that a 53 per
cent income tax rate applied to the full amount of real gains, those facing an effective tax rate on
capital gains that exceeded 53 per cent of real gains under present methods (e.g., Case B) would
benefit from lower taxes on their real capital gains. In situations where a larger real appreciation
rate would result in an effective tax rate on real capital gains that was less than 53 per cent (e.g.,
Case C where effective rates are less than 53 per cent in most instances), those taxpayers would
pay greater capital gains taxes than now. Furthermore, these benefiting from a higher rate of
return would experience a larger increase in their tax rate. Thus, some earners of capital gains
would benefit from a conversion to capital gain taxes assessed on real gains versus the existing
system based on portions of nominal gains, while others would lose, but the tax treatment would
be equitable and less distorting.

3 The problems exist quite independent of the proposed Budget 2024 changes. The 66.7 per cent inclusion rate on
capital gains exceeding $250,000 has only modest impacts on the calculations reported here.

4 In addition, tax rates vary among individual investments and, again, even real losses may be taxed.

5 Asimilar problem arises in the case of capital gains that emerge from holding stocks. See McMillan (2023).



Equity and efficiency call for the taxation of real capital gains. Nevertheless, comparatively few
countries do adjust for inflation. Where capital gains arise from real property, as discussed here,
six countries index for inflation—Chile, Israel, Mexico, Portugal, Greece and Turkey.® Various
arguments have been made concerning indexing capital gains,’ citing the issue of deferred taxes
when capital gains are taxed at realization, the treatment of debt, administrative complexities and
ensuring that other sources of capital income (notably interest and dividends) are treated
appropriately. Nonetheless, Israel, Mexico and Turkey index capital gains from shares as well as
real property, and capital gains were indexed in Australia from 1985 to 1999 and in the United
Kingdom from 1988 to 1999. Also, Harding and Martens (2018, 14) report that “... a few countries
index interest income for inflation.” Although existing indexing systems may have their faults,
even critics acknowledge the advantages of a comprehensive indexing system implemented
through fundamental tax reform.® A notable proposal in that direction was made by Helliwell
(1969, 1971 and 1972) who advanced a methodology to index the range of incomes from capital
assets that dealt, in particular, with the deferral of tax issue.® Helliwell also advocated for income
averaging, a feature whose adoption for capital gains would be fairer for the large share of capital
gain taxpayers, who rarely or infrequently report substantial capital gains.'o"

Indexing capital gains for inflation is manageable. As illustrated here, even a relatively simple
indexing mechanism for capital gains from property (but ideally also extended to financial assets,
notably stocks) could go some way towards improving the equity and efficiency of the Canadian
tax system. It is recommended that inflation indexing receive serious consideration and further
investigation.”?

6 Also, a presumptive return is used in Netherlands. See Harding and Marten (2018) and Hourani et al. (2023) for a
survey of the diverse approaches to taxing capital income in the OECD countries.

7 For example, see Burman (1999), Lochan (2002), Kesselman (2023) and the closing observations in McMillan (2023).

8  For example, note Burman (1999) and Lochan (2002). Slemrod and Chen (2023) note the desirability of indexing and
the primarily political difficulty of implementing it and other reforms in the context of the United States.

2 Also see Auerbach (1991).

10 Kesselman (2023) also supports averaging.

T See Mintz (2024, Table 2) for some evidence of the infrequency with which taxpayers report large capital gains.

One may argue that what the tax rate on capital gains (or capital income more generally) should be an open question.

Here it is assumed that real capital gains are fully taxable as personal income and taxed at the taxpayer’s marginal tax

rate (here taken as 53 per cent). In some countries, capital gains are subject to a separate tax schedule typically using

lower flat rates. Harding and Marten (2018, 29) note eight such countries including the United Kingdom. What tax rates

on capital income are appropriate is a separate question and one that cannot be addressed appropriately without the

proper measurement of the capital gains tax base.
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