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FOREWORD

The following evaluation of the federal Assisted Rental Program
(ARP) is one part of an overall evaluation of the Federal Housing Action
Program (FHAP). This program was amnounced in late 1975. The purposes
of this evaluation are to permit the Minister of State for Urban Affairs
to report to the Prime Minister and the Ministers of the Treasury Eoard
on the achievements of FHAP and the directions it might take in the future,
and to provide information for a wider review of social policy on shelter,
now under way.

The evaluation presented here assesses the successes and failures
cf ARP at the national level primarily in relation to the major geal of
the program: increasing the supply of new rental accommodaticn in Canada.
Although there is some discussion of regional and lccal market differences,
the report does not attempt to evaluate the impact of ARP market by market.
Further studies of ARP are now being desinged to permit such detailed
assessment.

Richard Peddie
.Assistant Director
Program Evaluation Unit
Corporate Planning Division
Central Mortgage and Housing
Corporation






CHAPTER ONE:

CHAPTER TWO:

* o

I
. .
[ W I VAR SN ]

[V RV RO N
Lo NN

L0 S S
S~

TABLE OF CONTENTS

LIST OF TABLES
LIST OF FIGURES

INTRODUCTION

DELIVERY PROCESSES

Participation of Approved Lenders

Controls on Rent

Resale of ARP Projects and Cver-Mortgaging
Contrcl of Tenants

Audited Financial Statements

Summary

CHAPTER THREE: ACHIEVEMENT OF GOALS: (1) INCREASE THE

PRODUCTION OF NEW RENTAL HOUSING

Estimate of Increase in Rental Units
Estimate of Employment Generated by ARP
Lags in the Delivery of ARP

Summary

CHAPTER FCOUR: ACHIEVEMENT OF GOALS: (2) PRODUCTION OF

MODEST HOUSING

Effect of Price Limits on ARP
Types of Units Built Under ARP
Other Characteristics of ARP Units
Summary

CHAPTER FIVE: THE CAPITAL COST ALLOWANCE AND ARP

5.1 The CCA Provision
2 The Relationship of the CCA to ARP

Regional Distributiorn of ARP by Type of Construction
Surmary

PAGE

10
15
17

-~
-

21

35

35
39
41
44






(HAPTER SIX: THE COST (F ARP

Cash Flow Implications of ARP
Subsidy Costs of ARP
Distribution of Subsidy
Provincial Stacking

AONT O
. .
~ Lo -

(1) British Columbia Supplementation
(ii) Ontario Suplementation

The Value of AR to the Cwrer
Summary

oo
own

CHAPTER SEVEN: THE IMPACT OF ARP ON SELECTED MARKETS

7.1 Overswpply of Rental Housing

(i)  Evidence of Cver-Supply:

General Vacancy Rate

(i)  Evidence of Over-Supply:
New and Unoccupied Units

(iii)  Evidence of Over-Supply:
A Long Run Perspective

Defaults and Arrears in ARP

The Effect of ARP on Rents
Surmary

NN
T RN

CHAPLER EIGHT: ISSUES IN THE ARP PROGRAM

8.1 Special Program for Small and Large Commmities

(1)  Small Commmities
(ii) Large Centres

8.2 Extensiom of ARP to Existing Rental Units

8.3 Sumary

GHAPLER NINE: SUMARY AND CONCLIJSIONS
9.1 Nature of the Program

ii

The Effect of ARP on Employment

101

102
102
103
107
110

112
112






PAGE

9.2 Delivery Mechanisms 114

(i) Private Lenders Participaticn 114

(ii)  Rent Control 114

(iii) Resale 115

(iv)  Over-Mortgaging 115

(v) Audited Finamncial Statements 115

(vi)  Tenants 116

9.3 Achievement of Goals 116

9.4 ‘'lhe Capital Cost Allowance 117

9.5 Cost of ARP 117

9.6 Impact of ARP 119

9.7 Issues 119
APPENDICES

APPENDIX A Pata Sources 121

APPENDIX B Cash Flow Lmplications of ARP 133

APPENDIX C Selected Tables 142

APPENDIX D The Cost o£ ARP and CCA 151

LIST OF PROGRAM EVALLUATION REPORTS 159

3ii






TABLE

[§8)
-

~
™~

2.3
3.1

w
.
~

3.3
3.4

3.5

4.1
4.2

4.3

4.4

4.5

S.l

5.2

5.3

L1 ST OF TABLES

Distributionn of Approvals bty Lending Institution ARP;

AHOP and Other Yew Residential Construction . . . . . . .
An Example of the Effect of a DPecline in Interest Rates

on Costs , Assisted Rental Program, 18576 . . . . . o oe s
Estimate of Characteristics of ARP lenants in 1976 . . . . .

Estimate of New Units Attributable to the Assisted Rental
Program, 1976,

¢ @ ® e e e e e & e e o 0+ e o 0w

Cemparison of Hypothetical Costs in Rental Projects,
1971 and 1976+ « ¢« = 4 4 v 4 e .0 s

Trends in Costs and Revenues For Mew Rental Heusing . . .

Estimated Additional Direct Employment Generated by
m’ 19 76 . L] . . - L] L] . .

ooooo e e+ o & 8 © o e o o

Monthly Distritution of ARP Approvals (1976-77). . . . . ..

Assisted Rerrtal Program , Maxdmum Unit Size Criteria . , . .

Comparison of Assisted Home Cwnership Maximum House Prices
and lendang Values Under the Assisted Rental Program, 1976

Assisted Rental Program : . Distribution by Locanon and
Structuxal Type (1976~ 7/) C e e e e e e

Ccmpanson of M\ Rental Loans By Program (1971-77

Density of Development Under Selected NHA Rental Programs
1n-77) . e o e

e *e @ & 9 e ® ¢ *o o 2 e o o e ®

Tax Benefits of Capital Cost Allowance Provisions,
Hypothetical Example . . . .

Capital Cost Allowance, Estimated Value for Cemparable
Masonry~ and Wood Frame Bmldmgs C e e et e e e e e

Capital Cost Allowance, Estimated Use of Certificates. . .

iv

PAGE

14

19

25

o)
-3

(9]
o

(92)
(91]

37

40
42

43

48

S0
54



TABLE
5.4

5.5

PAGE

Capital Cost Allewance, Estimation of Cverall Cost

Over TenYears . . . « « ¢« v v v v o « & 53
Assisted Rental Program, Type of Constructicn

by Location . . . ¢« ¢ o ¢ v o0 o . et e e e e e e 57

. Cash Flow and Subsidy Implications per Unit of Average

AM Approval o . Ll Ld L . . ® e e e e o . . . . L] . . 61
Cash Flow Implications of ARP, to 1994 . . . . . e e e e 64
Assisted Rental Program: Distribution of Average Assistance

Loan and Mumber of Units by Location . . . . . . . . . . 67

Assisted Rental Program: Cash Flow Effect on British
(olunmbia Supplementation, Hypothetical Exarples ., . . . . 68

Assistad Rental Program: Owner's Financial Benefits,
Base Year Values and Assumptions .

e o e« o o o o 75

Assisted Rental Program: Fmanc:.al Benefits to
_Cwner

@ o ¢ o e s e © e o e e o & & e o o 2 e s *o s o 74

Assisted Rental Program: Cost Simulation for Rental Unit .
Cwnership . ... . 76

. L] . e o e o e @ o o o o o s o o+ o .

Vacancy Rates in Publicly and Privately Initiated Apartment
Structures of Six Units and Over: Selected Metropohtan
Areas (1972‘77) e ® ©® ® o e e e e o e o & o & e o . 81

Number of Units Completed and Unoccupied in Selected
Metropolitan Areas (1974=77) . . & v v v ¢ ¢« ¢ o o o o 82

Dwelling Starts for Row and Apartment Units in Selected
Metropolitan Areas (1973-77) . . .« e oo s s oo . 85

Estimated Increase in Supply of Rental Units in Selected
Metropolitan Areas (1976-77) . . . ¢ ¢ v v ¢ v 0 0 0 o . 86

Relation of Starts to Units Under Construction, Row and

Apartment Units, Canada (1974-76) ., . . . 87

e o e o e o o -

/2



TABLE
7.6 Characteristces of Indivicdual MarketS . « o« v v o ¢ o o o o o

7.7 Estimate of Annual Demand for Rental Accommodation in
Selected Metropolitan ATEAS . & v 4 v 4 « 4 4 v 4 e 0 4

1.8 Comparison of Estimated Lemand and Supply on New Row and
Apartment Units for Selected Metropolitan Areas (1977) .

7.9 Excess of Rents Over Costs After Ten Years: Hypothetical
Examples C 1 s e s e 8 e s s e s s e e st ee e e e
7.10 Employment Indices in Building Construction for Selected
Metropolitan Areas (1975=77) . & v v v ¢ v ¢ 0 v o o o v
8.1 ARP: Average Subsidy Under Alternative Assistance Loan
ATTANEEIMENELS . & 4 4 4 4« 4 4 v v v e v v et e s s o e u
8.2 Arrears and Defaults in Multiple Rental Projects (1977) . . .
APPENDIX A
A.l Assisted Rental Program, Steps Invclved in Processing the
. Application for Rental Loans . . . v . v v v e o o o 4 .
APPENDIX B
B.1 Cash Flow of Typical ARP Recipient . . . . . . . . . « « ..
B.2 Cash Flow Implications of 1976 Approvals . . . .. . . .
B.3 Cash Flow Implications of Future ARP Approvals to 1993 . . .
APPENDIX C
c.1 Assisted Rental Projects, Distribution by Lnterest Rate . .
C.2 Assisted Rental Program , Project Distribution by Neighbourhood
'lmo [ ] - . L] . . . - . - L] L] . L] . . L] . . . . . Ld L . .
C.3 Assisted Rental Program, Project Distribution by Lot Source.
Cc.4 Assisted Rental Program, Project Distribution by Mortgage
AmortizationPeriod . . . . . . ... . ... .- .
C.S Assisted Rental Program, Project Distribution by First
MortgageTerm... ..........

PAGE
88

90

92

94

98

104
108

125

135
138
141

144

145
146

147

148



TABLE

C.6 Assisted Rental Projects, Distribution by Project Size. .

c.7 Assisted Rental Program, Unit Distribution by Bedrocm
Comt - Ll . . L] L] . - L] . . . . . . o

APPENDIX D

D.1 Assisted Rental Program, Cwner's Detailed Cost
Calculations ., . . .

L1ST OF FIGURES

FIGURE

Al Program Management System Reporting Form . . . . . . . .
A2 Report - Appraisal Rental Loan Form . . . . . .. ...
A3 Undertaking to Insure Request Form . . . . . . « . .« .
A4 Mortgage Insurance Monthly Activity Reporting Form . .
A.S Certificate of Miultiple Unit Residential Comstruction

startooooon.ooo

vii

ooooooooooooooo

oooooooooooooo

PAGE

149

150

154

123
127
128
130

131



CHAPTER ONE

INTRODUCTION
In November, 1975, the Minister of State for Urban Af<airs anmounced
the establiskment of the Federal Housing Action Program, a package of measures
intended to produce one million new housing units over the next four years.l
The goals of the FHAP program, as expressed by the Minister, may be sumrmarized

as follows:

(a) to increase the supply of new housing;

(b) to do so at prices that moderate-or low-income
purchasers and renters could afford; and

(c) to stimulate employment.

The three main instruments developed for achieving these aims were:
the Assisted Home Ownership Program (AHOP), the Assisted Rental Program (ARP),
and the Municipal Incentive Grant (MIG). Each of these three instrments is
the subject of a separate report by the Program Evaluation Unit, Corporate
Planning Division, Central Mortgage and Housing Corporation. The present
report is an evaluation of the Assisted Rental Program, but AHOP and MIG

inevitably enter the discussion from time to time.

INews release, Honourable Barney Danson, Minister of State
for Urban Affairs, Ottawa, November 3, 1975.



At the time of the amnouncement of the Federal Hcusing Action
Program, an Assisted Rental Program was already in existence.l The
FHAP announcement involved substantial modification to the ARP program. The

basic features of the new Assisted Rental Program were:

1. An Assistance Loan (AL) of up to $1,200 per unit per
annum in the first year is given to the entrepreneur

of new rental acccnmodation to bring rents down to
market levels.

2. Assistance is paid directly to the entrepreneur and
secured by a second mortgage. Assistance is normally
free of interest for ten years., At the end of ten years,
the AL begins to earn interest.

(91}
.

Units must be "modest'' in size and must be priced gt or below
the AHOP maximm price limit for that market area.>

4, To qualify, a new rental project must have
a) normally a minimam of eight units, and

b) an insured mortgage for 90 per cent of the
value of the project.

S. There are norestrictions on who may rent units built under
the program.*

louidelines for the criginal ARP program were announced on
April 29, 1975,in QHC General Memorandum B-952.

2See Appendix B for a discussion of the alternative methods of
repayment.

3I’or discussion of the size restrictions and AHOP price limits see
Chapter Four.

41\hile privately insured mortgages qualify, the project must meet
National Housing Act standards, As a result, virtually all projects
have NHA insured mortgages.

5Under the previous ARP program, a renter at time of entry could not
have an income greater than five times the rent paid.

I



6. Nommally an AL is given each year for ten years
and the size of the AL is reduced by one-tenth
of the original amount each year.

7. The entrepreneur must submit an annual audited financial
statement along guidelines established in an operating
agreement with QHC. If, on the basis of this statement,
the entrepreneur does not earn a fair return on equity
(5 to 10 per cent per annum depending on the individual
agreement), assistance can be continued at the same level
as before (i.e.,not decreased by one tenth as is normally
the case) . If his yield is above this fair return rate,
assistance may decline more rapidly than one tenth; although
the interest-free period remains ten years.

8. Under exceptional conditions, the interest-free period
may be extended to 1S years.

9. Rents are established in the first year by agreement be-
tween CMHC and the entrepreneur. Thereafter, rent levels
are set by market conditions. Any increase in rent

will of course raise the yield on equity; if the yield

goes above the agreed fair return, assistance will be
reduced.

*
The target for 1976 was 19,000 units to be financed by approved
lenders at a cost of $92 million. This target was in fact exceeded and
over 23,000 units were approved inn 1976, almost all financed by private

lenders. In some regions, ARP accounted for almost all rental units approved

for financing under the National Housing Act in 1976.1 This large-scale

lln the first eight months of 1977, 86 per cent of all rental ac-
commodation financed under the National Housing Act received ARP assistance.



participation by approved lenders represents one of the major achievements
of ARP--the ability to shift the financial burden of subsidizing housing

from the government to the private sector.t

The primary reason for this large-scale participation in ARP by
builders is that the subsidy in the program enables entreprensurs to earn
a profit on housing even if the rents they charge on new housing are

not sufficient to cover cash outflows.

determined by the large stock of existing rental accommodation built in

previous years when costs were lower. Rents on the latter were controlled

in most of the provinces by provincial rent boards and therefore could not
rise to their full market value. The Corporation was concerned that, with
vacancy rates already low in many' centres, failure to produce new rental ac-
commodation would increase pressure on the rental market. The consequences
of this would be rent increases (perhaps illegal), or substantial political

pressure for government to solve a worsening housing situation.

How successful has the Assisted Rental Program been? In this report,

the program is evaluated in terms of the mechanisms used for implementatiorn,

lFor a discussion of whether it is more efficient to use private
or government finds to finance housing programs, see J. Guttentag, 'Direct
Federal Housing Loans versus Interest Rate Subsidies" in Housing in the
Seventies:Working Papers (Washington, D.C.: U.S. Govermment Publications,

1974) , Volume 2, p. 1317 - 1325,

The rents that they could charge vere

s



the extent of the achievement of its goals, and its overall costs. The

structure of the report is as follows.

Chapter Two presents an evaluation of the delivery processes and

program criteria. The specific mechanisms examined in that chapter are:

(i) the participation of approved lenders;
(ii) controls on rents aﬁd Tresale prices;
(iii) overmortgaging and resales;

(iv) control of tenants; and

(v) the requirement for audited financial
statements.

In Chapter Three, ARP is evaluated in terms of its success in

reaching two goals: increasing the availability of rental units to
individuals, and increasing output and employment in the econcmy as a
whole. Economic conditions at the end of 1975 were relatively depressed,
and residential conistruction had been an effective tool of govermment for

1

generating new employment.” The analysis begins with an estimate of how

lSee L.B. Smith, The Post-War Canadian Housing and Residential
Mortgage Market and the RoIE—o_i: Govermment (loronto: University or lorcnto
Press, 1974).




many of the units started in 1976 under the Assisted Rental Program would

not have otherwise been built. The employment component of these additional

units is then estimated.

Apart from increasing the supply of rental wnits and generating
new employment, another goal of ARP was to ensure that the< new housing
produced was modest and within the financial reach of low-and mcderate-
income people. There vwas concern that the new units not be too luxurious
nor a waste of resources. As a result, price and size constraints were

imposed. In Chapter Four an attempt is made to identify the extent to

which ARP succeeded in mederating quality in new rental construction.

Cne important aspect of the FHAP program that made ARP particularly
attractive to investors was the extension to December 31, 1977, of income
tax provisions allowing an individual investor to offset losses created by
depreciation of new rental wnits against other income.! Because of the

importance of this program to the overall ARP program, Chapter Five estimates

the extent to which it is being used, both generally and within ARP.

Chapter Six examines the costs of the ARP program. These costs
will include both cash flow implications and subsidy costs implicit in the

IIn the Income Tax Act, depreciation is referred to as Capital
Cost Allowance or CCA.

)



interest-free nature of the ARP loan and the CCA provisions described above.
Furthermore, the effect on costs of provincial supplementation of ARP, as

now takes place in British Columbia and Ontario, will be estimated.

In September, 1977, the total allocation for ARP was increased to
60,000 units, or more than twice the level approved in 1976. Should this
level continue for the next few years, the program will likely have a sign-
ificant effect on the rental housing markets of most market areas in Canada.

Chapter Seven examines the nature of this impact in several of the major

markets.

Chapter Eight reviews a number of the problems that have arisen
during the past year and half in the delivery of the ARP program and, 'on
the basis of information currently available, attempts to recommend courses
of action. Chapter Nine sumarizes the findings and the recommendations

of the evaluation.



CHAPTER TWO

DELIVERY PRCCESSES
The ARP prcgran under FHAP includes a number of new processes

ocutlined in Ciapter Cne, designed to ensure the efficient delivery of the

program. This chapter will examine these processes in turn.

2.1 PARTICIPATION OF APPROVED LENDERS
A principal concern of ARP is to shift the financing of subsidized
hcusing from QHC onto private lenders in order to reduce the cash flow ré—
quirements of govermment. Under ARP, OVHC pays only the subsidy, and not
the full mortgage. The evidence reported here indicates that the private
lending institutions have been extremely willing to participate in ARP, as
in AFOP. Trust companies and 1ife insurance companies have been the major

source of funding for ARP projects (Table 2.1). In contrast, banks have
beenn the major AHOP lenders.

This pattern is ccnsistent with the traditional lending practices
of these institutions. Specifically, banks have a highly decentralized
branch structure and are therefore in a good position to cater to the
requirements of the individual home owner. By contrast, life insurance
companies have a highly centralized structure and therefore prefer admin-

istering a single large mortgage to a large number of small 1::::»rtg-.;ges.:L

L The average mmber of units in ARP projects financed by life
insurance companies is greater than in projects approved b):’ banks or
trust companies. Thus, as can be seen in Table 2.1, life insurance
companies have a larger share of units than of projects.
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Since 1life insurance ccmpanies already own a large stock of rental accommo-

dation, they are in a better position to take over a project that goes into

defanlt than are ban.ks.2

The reduction of QHC capital commitments was ore of the major
goals of the FHAP revisions. Note in Table 2.1 the very small requirement
for QHC direct financing, only 3 per cent of all projects and 1 per cent

of a1l units. It is clear that ARP has been successful in the achievement

of this goal.

2.2 CONTROLS ON RENT

Under the Limited Dividend housing program, the control of rent
was the key feature of rental ass:i.sta.m:e.3 Rents could not be increased

in LD projects without QFC approval. While the control on rents was

zI‘he extent to which 1ife insurance companies also have equity or
participation in the ARP projects that they finance is rot known. In the
late 1560s, early 1970s, life insurance companies frequently held a porticn
of the equity in the renewal nits they financed. See J.E. Hatch, The

Canadian Mortgage Market (Toronto: Goverrment of Cntario, 1975), pp. 145-156.

3'I‘I'J.e LD progran was the major OQHC direct lending program for
rental acccmmodation between 1946 and 1975, providing preferred interest
rate mortgages. It was gradually replaced by ARP in 1975.

10
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desirable insofar as it would ensure that landlords did not earm excess
profit, it placed a substantial administrative load on QHC local offices
which frequently lacked the time to determine whether requests for rental |
increases were reasonzble. As a rTesult, most requests for increases were
granted on the basis of minimal information supplied by the entrepreneur

to the branch office.

Partly because of this administrative problem, the ARP program
removed any direct control of rents. Instead, it established an incentive
for not increasing rents abnormally. Specificaliy, the level of Assistance
Loan in any year beyond the first year is based on the difference tetween

cash outflow and rent:As.1

' Should Tents rise without an increase in cash
outfl%w, the level of assistance wili fall accordingly. Since the AL is

not taxable, while rent increases if they generate a net income are taxable,
there is a strong implicit incentive not to increase rents. This incentive
is augmented by a regulation that does not allow increases in the AL over
time. Thus, should a landlord raise rents and thus substantially reduce

the size of his Assistance Loan, he cannot request an increase in the AL

in subsequent years.

lLegitimate operating costs include debt charges, contingency,
vacancy loss, general maintenance , property taxes, return cn equity and
resexves for replacement. A QMHC appraiser from Edmenton has argued that
the latter is in fact profit for the entrepreneur and ought to be excluded
from costs.

11



In additien, there is also the control exercised through provincial .

-

rent control legislation. Although new units in most provinces are exempt frem _

rent control, the control in the remainder of the rental market prevents -
owners of new units from increasing their rents out of line with the rest

of the market. This can occur either through the downward pressure on rent

as supply increases or through psychological pressure on the owner regarding

what he can charge.

Despite these indirect controls on rent levels, it is nevertheless
possible that there might be a substantial change in the revenues or costs
of a landlord, warranting a reassessment of the level of assistance. For
exarr-le, in the sixth year of a project's life, most mortgages will be re-

1 Shculd interest

newed at the rate of interest prevailing at that time.
rates fall from the average of 11} per cent that prevailed in 1976 to 10
per cent in 1981, the result will be a substantial decline in debt carrying
chaxrges on the project, and the typical unit will not require further as-
sistance at this time (Table 2.2). In fact, the landlord can lcwer rents

by $164 per anmum and still break even.

1Of the 971 projects recorded on file to August, 1977, 69 per cent
were for a S-year temmand 18 per cent for a 10-year term; the remainder .
were for 15 years or longer. See Appendix C, Table C.S.

12



Despite this eventuality, the ARP agreement provides for contiriua-
tion of the interest-free period for the accumlated AL tc the end of the
tenth year. Given the possibility of a fall in interest rates, it would
have been desirable to have some control in the program at that point (for
example, by requiring re-negotiation of the ARP agreement after five years).
What has happened instead is that many of the new ARP projects in 1977 have
mortgages with a 10-year, rather than a 5-year, initial term. lhile the
exammple in Table 2.2 describes what might happen if interest rates fall,
the opposite problem will arise for ARP projects being negotiated in 1977 at
10} per cent, should interest rates rise to 12 per cent in 1982. In such
cases, the AL might not be sufficient to cover the gap between costs and
rents and assistance might have to be renegotiated upwards. However,

current agreements preclude any~ increases in Assistance Loans-above the

1

levels in the preceding year. This may create problems of default or

arrears, depending on interest rates in 1982.

2.3 RESALE OF ARP PROJECTS AND OVER-MCRTGAGIN
A previous evaluation of the Limited Dividend program suggested that

many entrepreneurs were able to get a mortgage loan that exceeded the value

]'While rents and costs are also likely to inflate more rapidly
during a period of higher interest rates, the net effect would still be
the need for an increase in the size of the AL,

13
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of the entire proj ect.! This can be done by over-appraising the project

and/or efficient construction 1::1:'actices.z

In ARP, a high appraisal would
lead to an increase in the size of the AI.-.3 There exists, therefore, a
strong incentlve for a builder to value a project at the highest possible
amcunt. On the other hand, the lender and the QHC appraiser attempt to
provide a loan based on the true value of the project. The difficulty, of
course, is determining the true value. C¥C uses two different methods to
do this—-an income approach, and a cost-of-replacement a.pproa.ch.4 Hewever,
with large rental projects, these methods have wide margins of error, es-
pecially in times of rapid inflation. Thus, the extent of over-mortgaging
is difficult to measure or evaluate on a national basis. Even on an in—
dividual project basis, it is difficult to estimate the degree of over-
mortgaging, although most persoris involved in the construction industry

would agree that it is an essential aspect of all rental production.

1M. Demnis, Low-I.néome Housing (Ottawa: QHC, 1972), Pp. 225-242.

This is frequently referred to as 'mortgaging out."

2For example, if a company has its own architect, it can charge
itself more for architectural fees than the actual cost.

3‘E\.ren without ARP there is an jncentive to mortgage out since the
interest paid in mortgage loans is 10 to 20 per cent cheaper than on
builder loans.

4Under the income approach, the estimated revenue generated by the
proj ect is compared to amual costs. The cost approach compares actual
costs to the appraiser's estimate of how much it would cost to reproduce a
similar structure using benchmarks derived from previous experience. Since
the income approach is based on the size of the AL and the AL is based on
income, it is clear that this approach is of no use in ARP projects to
determine whether there is over—mortgaging. Since large projects tend to
be unique in design and locatiorr, the cost approach is also very inac-
curate. For a detailed discussion of methods, see QHC Appraisal Manual.
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A related issue in the case of ARP involves projects that receive
a mortgage based on legitimate construction costs but which, on the basis
of market value, are underpriced. As a result, the original owner is able
to resell the project, together with ARP assistance, at a higher pz:ic:e.:L In
terms of his own equity, the original owner is able to earn profit rates as
high as 100 per cent.z Even if construction costs are the same as market
value, Capital Cost Allowance provisions make the prorerty substantially
more valuable to an individual investor such as a doctor than to an incorp-
orated land.lord.3 As aresult, the individual investor may be willing to pay
a substantial premium for an ARP project relative to the original value of

the project to the corporate builder.

There is, however, little that QHC can.do to.offset this high rate
of profit. Since the C(A provisions do not enter into the calculation of

AL assistance, renegotiation cf ARFP terms upon resale, even if permitted,

4

would not solve the problem.” CMHC might not permit transfers of ARP

lUnder a bona fide sale agreement with a second owner, OHC must
agree to the sale. However, under a sale agreement to a 'beneficial' trust,
the Corporation maintains no control; a beneficial ownership occurs when a
group of private investors purchase units primarily as tax shelters, but where
the original owner continues to manage ‘the project and is responsible to QHC
under the ARP agreement.

2If equity is 10 per cent of original value, and the selling price
is 10 per cent above original cost, the profit rate is 100 per cent on squity.

(%)

See Chapter Five below.

+~

The altermnative possibility of including CCA benefits in the cal-
culation of AL would be difficult, though not impossible, to implement.

16



assistance to subsequent purcha.sers.l However, this would create hardship
for the owner of an ARP project who, for various reasons such as sickness

or death, is forced to sell the project.

2.4 CONTROL OF TENANTS
A second major differerzice between the ARP (1976) program and the
old Limited Dividend program was the removal under ARP of any control on
the income of possible tenants. A tenant entering an LD unit could not
have an income above four times the rent of that unit. Furthermore, if in-

o . 2
come rose above five times rent, the tenant was supposed to leave.

While the operating agreement under LT between an entrepreneur
and OHC required the entrepreneur to implement the income criterion, the
Corporation rarely checked to see if, in fact, the entrepreneur was enforcing
it.> The major reason for non-enforcerent was the lack of personnel at the

local office to undertake the required surveys.4 Consequently, in developing

]‘This is done under AHOP. 1In the evaluation of AHOP it is
recommended that the Interest Reduction Loan assistance be transferred
to subsequent purchasers,

2IJu:ring the life of the LD program, these limits (i.e., four and

five times rents) were frequently changed.

M. Demnis, Low-Income Housing, pp. 238-241.

411:1 addition, there was a fear that even if inccme was too high,
it would raise substantial adverse publicity to have to evict a tenant
for this reason.

17



ARP (1976) CEC decided to remove all inceme Limitaticns.® It justified the
action not only on the grounds that it was administratively difficult to
implement inccme controls, but, more importantly, because ARP wnits were

rented at market rents, and not below market rents like LD wnits.

Since C.KC maintains no control on tenants of ARP units, there is
no direct information on who occupies the units. Presumably, the typical
ARP tenant is very much like the typical non-ARP tenant renting a unit at
or above the average rent in that market area.2 As can be seen in Table 2.3,
the typical tenant in 1974, relative to the total population, is scmewhat
poorer, substantially yomnger, more likely to be an wnattached individual,

a single parent or married without children. To the extent that these are
alsg the characteristics of ARP unit tenants, then the very pcor are not
being directly assisted by ARP. However, ARP is able to increase the

surply of rental umits, thus indirectly increasing the availability of other

rental accomrodation for the very poor through the filtering process.

lUnder‘ the previous ARP program, there was an income entry require-
ment, but once in the tenant's income was no longer controlled.

Z¥hile ARP units are at the upper end of the range of rents for
rental accommodation, it is impossible to determine exactly where in the
range to cut off the potential hypothetical tenant. The critericn of at
or above the average rent was selected in part to ensure that the sample
was large enough. As can be seen in Table 2.3, the distribution is much
the same if the average or 25 per cent above the average is used. In
several ARP projects, the provinces have agreed with entrepreneurs to permit
a limited number of rent supplement units, i.e., units which are rented
to lLow inccme households from the public housing waiting list. The
province thus guarantees the builder that these units will be rented by
the province and the temants pay rent to the province according to the
rent -to-income scale. The difference between the two is cost-shared by
the province and CMHC on a 50/50 basis under section 44.(1).(@). of the
NHA.

1

/e



ABLE 2.3
ESTIMATE CF QIARACTERISTICS OF ARP TENANTS

Renters Paying Renters Paying More
More Than Than 1215 Per Cent Total
Craracteristics the Average Rent of Average Rent Populaticn
unber  Per (ent Number  Per- Cent Nmber Per Cent
1. ‘lotal Fiousenolds 1,113,900 100 139,000 100 6,590,000 100
2. Manber of Dedrooms
tachelor 32,000 3 5,000 1 197,000 3
1 3€9,000 M) 21,000 19 959,000 15
2 443,000 40 206,000 42 1,720,000 M1
3 203,000 24 152,000 31 2,558,000 39
4 49,000 4 18,000 6 858,000 13
5 11,000 1 6,000 1 296,600 H
1
3. inccme” in ly7o
tnéer $5,000 131,uc0 2 10,300 S 951,000 14
$5,C00 = 9,999 227,000 20 75,300 15 1,350,000 2
$10,000-14,599 303,400 ihd 126,200 26 1,511,000 23
§15,000-19,599 227,000 20 109,000 2 1,205,000 18
20,0007 210,060 19 131,c00 27 1,482,000 2
4. lPelution to Low
Income Line
At or belew 192,000 17 v4,000 13 1,196,000 18
Above 922,0c0 83 425,000 87 5,394,000 82
5. Age of Head
I
Under 28 204,000 24 ud, 000 20 682,000 10
25-34 360,000 32 164,000 33 1,440,000 =2
35-34 281,000 25 142,000 29 2,449,000 37
55-04 $6,000 9 41,000 8 998,000 1§
65" 115,000 3 49,000 10 1,021,000 16
v Type of louseiold
Urattached (ndividual 341,000 3] 138,600 28 1,357,000 2
varried, Mo Children 250,000 23 104,000 21 1,402,000 2
varried, With Children | 3S0,u00 31 172,000 35 2,995,000 46
Single Parent 163,000 10 47,000 10 393,000 [
Other 58,000 H 25,000 5 442,000 6
7.  Urban Size Croup
over 100,000 736,000 67 298,000 6l 3,447,0C0 2
30,000-99,949 119,006 11 62,000 13 652,000 10
15,060-29,999 34,000 8 33,000 7 440,000 7
1,000-14,999 93,000 8 51,000 10 758,000 12
Rural 71,000 6 46,000 9 1,287,000 20
4. Provincial Distribution
NFLD 10,060 1 5,000 1 115,000 2
p.E.IL. 3,000 -~ 1,000 - 30,000 -
N.S. 28,000 3 12,000 2 226,000 3
N.b. 26,000 2 12,000 3 172,000 3
WL 363,000 33 184,000 40 1,731,000 20
ONT 409,000 37 144,000 30 2,468,0C0 37
wa 47,000 4 24,000 5 311,000 S
SASA 32,000 3 17,000 4 269,000 4
ALTA 90,000 8 36,000 7 511,000 8
B.C. 167,000 10 42,000 5 752,000 11

——

Sk dir Gwivsy of Household Incere, Facilities and Lquimment (HIFE), 1974, special tion:
b {igures may nct add to total because of romﬁg‘. (HIFE), 197, wbulation;

1 o
The 1974 HIIT survey asked for 1973 incomes. These i
to appraxisate 1976 iacores. Ki S7 < ese inccmes were multiplied by 1.25
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2.5 AUDITED FINANCIAL STATEMENTS

Cne area in which the Corporation is likely to encounter substan-
tial difficulty is the requirement that, within four months after each
anniversary date, the owner of an ARP unit must present an zudited financial
statement of revenues and expenditures. For the person who owns a Single
project, the keeping of reliable financial accounts is likely to prove to
be an impossible task. VWithout scme background in accounting, it is very
difficult for an cwner to maintain financial accounts in 2 fom that can
be easily and readily audited. For the corporation that ocwns several
projects, costs of such items as m.anagemént fees, legal fees and even
rnaintenance and repairs are chargeable to the entire portfolio of projects
owned and not just to ARP wnits. The allocation of costs becomes arbitrary.
Even if the Corporation had some control over the efficiency of the original

owner, it has no control over subseguent purdmsers.l

Cn the other hand, without an audited statement it is impossible
to determine whether ARP assistance should be decreased at a rate different
from the anticipated decline of one-tenth of the original amount. Only
owners capable of maintaining audited statements will be able to vary frcm

this norm.

lDennis compiained that owners of rental projects frequently lack

the management expertise needed to efficiently operate a rental project.
(cw—TIncome Housing, p. 235.) Under LD the keeping of accounts was also
necessary in order to justify a rent increase. Experience under LD revealed
how difficult it can bte to have to authorize rent increases on the basis of
these accounts. '

20
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2.6 SOMMARY
This chapter examined a number of the prccesses used in the delivery

of ARP under FHAP. The major findings were:

Approved lenders, especially life insurance and trust
companies, have participated fully in the program.

Lack of control on rents may provide some with an
unforeseen windfall and others with a large deficit,
depending on what the rate of interest will be at
the time of the five-year roll-over of the mortgage.

The program contains a built-in incentive for builders
to over-mortgage their properties, tut, apart from the
usual diligence applied by the local QVHC lending office,
little further control can be exercised.

Builders can eam a substantial profit, over 100 per
cent on equity, through the resale of the property to
a beneficial trust.

Tenants 1living in ARP units are likely to be poorer
than average, wnattached individuals or married persomns
without children. '

The requirement for annual audited statements will, in
many situations, be impossible to enforce; as a result,
the AL will decline by one-tenth per annum in lieu of
the audit.

21



ACHIEVEMENT OF GQALS: (1) INCREASE THE PRODLtTION OF NEW RENTAL HCUSING

A major goal of the FHAP program was to increase the production

e

of new housing, to satisfy demand and to generate employment, since it

was felt that sufficient production would not be forthcoming without assis-
tance. The goal of ARP as stated in the General Memerandum is "to encourage
the immediate production of new rental housing that would othendise be de-

ferred because of the gap between the costs to build and operate, and

market rentals", 1

Another goal of ARP was to increase the level of employment in
Cana‘c.‘.a.2 Section 3.2 of this chapter estimates the number of new man-
years of employment created as a result of increased constructicn under the
ARP program. Because of the importance of delays or lags in determining
whether a program will have its effect on emplcyment at the right time,
Secticn 3.3 briefly examines the lag between initial program amnouncement

and the final occurpancy of the rental wnits built under ARP.

lGeneral Memorandum B 1067, March 30, 1976, Central Mortgage and
Housing Corporatiom, Ottawa.

2Sv.:.bmissim'z by Central Mortgage and Housing Corporation to Cabinet,
Cctober, 1976, p. 1.



3.1 ESTDMATE CF INCREASE IN RENTAL UNITS

In the evaluation of the Assisted Hcme Ownership Program, the
procedure used to estimate net new prcduction involved estimating what
would have been the value of mortgage approvals in 1976 had lender behaviour
in 1976 resembled lender behaviour in the period frcm 1558 to 1972.1
Specifically, the RDX2 econcmetric model of the Bank of Canada was applied
to 1976 mortgage approvals data £for each of the major lending institutions.z
The estimated value of mortgage approvals represents the value of mertgages
that these institutions would have approved had there teen no significant
govermment program. That estimate of mortgage approvals was then compared
to actual approvals in 1976. The excess of actual over estimated approvals
was attributed to government programs; specifically, 52; per cent was
attributed to AHOP, 37 per cent to ARP and 10 per cent to varicus other
government programs that use private lenders. This division between ARP
and AHOP was based on the relative value of approvals wnder each program

in 1976,3 and the fact that these two programs were the major government

housing subsidy programs using private lenders.4

lPor a detailed description of the regression method, see "An
Evaluation of the Federal Assisted Home Cwnership Program (1976)," Report
by Irwin Lithwick, Program Evaluation Unit, Corporate Planning Division,
CentTal Mortgage and Housing Corporation, October, 1977.

%pank of Canada Researchh Department, The RDXZ Model Estimated to
4Q2 (Ottawa: Bank of Canada, 1976).

3Ba.sed on estimates to December 31, 1976, by the Program Manage-—
ment System, Central Mortgage and Housing Corporation, Ottawa.

4Prov7incial Mortgage Cormipanies, such as Ontario Mortgage Corpora-
tion, are classified as '"private lenders.' These are assumed to account
for the additional 10 per cent.
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In these calculations, it was estimated that net additicnal mort-
gage approvals by these institutions totalled $26S million. If 37} per cent
of this tptal carz be "allocated'' to ARP, then it generatad $69 millicn more
in mortgage approvals in 1976 than would otherwise have cccurred. Since the
average loan amoumt per wnit was $21,000,1 this suggests that 4,601 units

out of a total of 25,290 approvals, or 19 per cent of the total, can be

considered as net new additions. 2

A major difficulty in the econometric method cutlined above is its

failure to take into accomt the gap between market rents and operating costs

plus cebt service c:csts.3 As can be seen in Table 3.2, a typical unit built

in 1971 with an 8% per cent mortgage would cost $176 per month to operate
in 1976. A similar wnit built in 1976 would have cost $310 to operate,
with the large increase being due to increases in mortgage rates and capital
costs over the five years. Since over 95 per cent of the rental wnits
existing in 1976 had been built before 1976, at a time when capital costs
and interest rates were relatively low, the rents that could be charged

for rental accommodation would be based largely on this existing stock.

Thus new units, according to this example, could not be built without some

ICalcula.ted from approvals to July 31, 1977.

%See Table 3.1, No attempt was made to estimate the increment in
mortgage funds to mid-year 1977 because of measurement difficulties.

Shile conceptually a model might incorporate this gap, the fact
that it was not significant prior to the 1970s means that equations that
use it would not te relisble; as a result, it is not present in RDXZ.
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TABLE 3.1
ESTIMATE OF NEW UNITS ATIRIBUTABLE TO THE ASSISTED RENTAL PROGRAM, 1976

1. Total Additional Mortgage Approvals $265m
2. Total Approvals Attributable to ARP $9%m

(37% per cent of (1) )

(2]
)

Average Loan per Unit $§21,600

4. No. of New Units Attributable to ARP ((2) + (3)) 4,601

5. Total ARP Apprevals 25,290
6. Per cent of Approvals Considered Additional 19
(4) = (8)

SOURCE: Estimates by the author using the RDX2 econcmetric model of the
Bank of Canada, The ROX2 Model Estimated to 4Q72 (Ottawa: Bank
of Canada, 1976).

See also Irwin Lithwick, ''An Evaluation of the Federal Assisted
Home Ownership Program" (Ottawa: QMHC, October 1977).
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form of assistance. The histerical experience with NHA-approved rental
accarmedation confirms this, with average rents increasing by only 56 per

cent from 1970 to 1976 Principal and Interest costs increased by 106 per

ts

cent over the same period.l

This situatiocn does not hold true across the entire cowntry,
though it would appear to hold for most of the metropolitan areas. FHad it
been a universal situation, none of the units would have been built without

ARP (i.e., 100 per cent of all units under ARP can be considered as net

new starts) 2

Taking the average of the lower estimate of 19 per cent of ARP
units using the econometric methed, and 100 per cent using the gap assump- -
tion, it is estimated that 60 per cent of all wnits built under ARP would
not have been built without the ARP 1;:1-c:g-ram.3 In other words, of the
25,290 approvals under ARP in 1976, 15,174 would not have been built with-

out some form of assistance.

Given the diffiaulty of estimating the behaviour of the housing
market without ARF, this estimate should be treated with a substantial

degree of caution.

lsee Table 3.3.

2In. the first eight mnths of 1977, 86 per cent of all rental starts b
under the National Housing Act were designated as ARP-eligible units.

3As stated in Chspter One, the Capital Cost Allowance provisicns of
the Income Tax Act are considered to be part of the ARP program.
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In 1977, the 1level of activity under ARP has almost tripled to an
estimated 60,000. Because of this change in the overall scale of the pro-
gram, it. is impessible to argue by analogy that €0 per cent of the wnits
are also incremental. In Chapter Seven of this report, the implications of
this large-scale increg.se in program activity will be examined in greater
detail. In particular, the overall impact of the program on five metropoli-

tan areas will be analyzed in that chapter.

5.2 ESTIMATE OF EMPLOYMENT GENERATED BY ARP
To calculate the total number of new man-years of employment gen-
erated by ARP in 1976, CHC estimates of labour requirements derived from a
1971 survey were used.:L On the assumption that 6Q per cent of total ARP
approvals can be attributed to the program, Table 3.4 indicates that the

”
ARP program generated 12,510 new man-years of direct employment.”

New housing umits also generate additicnal employment in comple-
mentary industries, such as furniture and appliances. In the evaluation of

AHOP (1976), it was assumed that for each man-year directly involved in

lL. Hansen, Labour Recpiremenés for the Residential Construction
Industry (Ottawa: QMHC, March 1976) .

L

2If the lower estimate of additional starts were used, ARP would
have generated 3,800 additional man-years.
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housing, an additional three-tenths of a man-year would be involved in

ccmplementary industries. 1

Using that figure, it is estimated that a
total of 16,263 additicnal man-years of employment were generated by the
ARP program in 1976: 3,753 in ccmplementary industries and 12,510 in

empioyment directly related to new construction.

5.5 LAGS IN THE DELIVERY CF ARP
Although the FHAP program was announced on November 3, 1975, it

was not until March 31, 1976, that the General Memorandum outlining the de-
tailed operations of the program was issued. Since the FHAP announcement
cutlined the broad details of the program, it appears that a number of
builders were able to proceed with the planning of eligible projects befcre
the General Memorandum. However, the bulk of applicaticns occurred in the
last four months of 1976, and the number has continued to grow rapidly in
1977.2 Thus, the lag betxfeen the announcement of program rules and the

submission of applications would appear to be approximately three gu:rn:l':gs.3

1See Lithwick, "An Evaluation of the Federal Assisted Home Owner-
ship Program," pp. 43-44,

2In several centres, it has been necessary to refuse further appli-
cations for ARP assistance because so many wits are currently being completed,
giving rise to the fear that many of the units would stand vacant. In August,
1977, the following centres were identified by QHC's lending office as being
saturated: Halifax, Sydney, Saint John, Kull, Peterborough, Amherstville,
Moose Jaw, Estevan, Prince George, Kamloops, Penticton, Kelowna, Vernon,
Terrace, Prince Rupert, Victoria, Chilliwack, Vancouver, Squamish, Kitimat,
Abbotsville, Whitehorse.

3From March 30 to July 1. In fact, rental projects may take up to two
years of direct negotiation between the builder and the lccal QYHC office.
During this time, the local of£ice feels it makes an implicit comitment to
the entrepreneur by requesting that he make changes and adjustments. It is thus

very difficult, after this long period, to tell the entrepreneur that QHC
has run out of money.
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The above two lags, from program arnouncement to program rules
and £rom rules to general acceptance are lags associated with the original
establishment of the program. They do not recur as .lcng as the program
does not change. In addition, there are a number of recurring lags. The
first involves securing appropriate zoning. For most projects approved in
1976 , appropriate zoning appears to have been already in place. Otherwise,
the securing of zoning changes may take as leng as two years.l With ap-
propriate zoning, it is then necessary to secure municipal approval for
the project. This can take up to three months, depending on the size and
location of the proj ect.? Generally at the same time mmicipal zpproval
is sought, the builder will spply for final mortgzge financing, which
" jncludes CHC approval.

The final lag is the amownt of time it takes to secure a mortgage
and erect the wnit. While the time varies by type of structure, OHC esti-

mated that it takes approximately seven months for row housing wnits and

ten months for smaller apartment projects. Large apartment projects generally

lln response to complaints by developers that delays in securing
zoning significantly increase the holding costs for developable land, the
Minister of State for Urban Affairs created a task force under Mr. A. Green-
span to examine the land development process.

21n some areas, mnicipal approval can take substantially longer,
although the Mmicipal Incentive Grant program was designed to reduce
this 1lag.
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take up to two years to compiete.l Since most of the ARP units approved in
1976 were low rise, wood frame structures, most will bte completed and

ready for occupancy by the end of 1977.

3.4 SOMARY

In this chapter, it has been estimated that from 19 per cent to
100 per cent of all ARP wits approved in 1976 can be considered to be net
new approvals attributable to the FHAP program. The average, 60 per cent,
has been selected as the best estimate of the incremental effect of ARP.
These units provided a total of 16,263 new man-years of employment, including
toth direct and indirect jobs. The average lag in the delivery of the program
is 17 months, consisting of five months from program announcement to issuance
cf program rules, a further three months until plams are in a final form, and

about nine more menths wntil the project is built and ready for occupancy.

lAccording to Statistics Canada, the median lag between start

and completion for row and apartment dwellings is 11 and 14 months respect-
ively. 2
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CHAPTER FOUR

ACHIEVEMENT OF CGOALS: (2) PRODUCTION OF MODEST HOUSING
The guidelines to the ARP program state that '"the program is direct-
ed towards the production of modest rental housing acccmnodation."l To ensure
that units are modest, the program requires that the average lending value
per unit be below the AHOP price limits and that the size of the wnit be with-

in the maximm size Iimits listed in Table 4.1.2

4.1 EFFECT OF PRICE LIMITS ON ARP
With regard to the price 1limit, Table 4.2 indicates that lending
values for ARP projects are generally substantially below AHOP limits. This
is not surprising since rental uniits are valued below the price of identical

wnits put up for sale and ARP wnits are primarily cne-and two-bedroom units

lmbid., Section 1.2.

Units in a project can be averaged, i.e., some individual wnits
may be above t_‘.hese limits, but the average size of a unit must be at or
below the maximm. In 1974, the Appraisal Division of QHC drew up an
extensive definition of what would qualify as an economical unit under LD.
However, because of regicnal variation in construction practices and because
of the great amount of detail in the Appraisal Division paper, this defini-
tion was not used. When FHAP was introduced, it was decided to use only
the two criteria of price and floor area.



TABLE 4.1

ASSISTED RENTAL FROGRAM
MAIMIM UNIT SIZE CRITERIA

Unit Apartmrent Other
Sq. Ft. Sq. Ft.
Studioc 400 -
1 Bedrcom 600 650
2 Zedroom 800 900
3 Bedroom 1000 1100
4 Bedroom 1200 1300

SCURCE: QMHC General Memorandum B1067, March

30, 1976.
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sale and *RP units are primarily cre-and two-bedrocm units whereas AHCP
units are mainly larger row housing units].‘ Thus, the imposition of AECP
price limits has had very little ef£fect on the quality of units teing built
under ARP. For example, despite the price limit, several projects tuilt
under the ARP program have facilities such as swimming pools and temnis
cou:rts.z “nile the cost of these facilities, when averaged over an entire
project, may not add significantly to the rent for an individual unit, they
would appear to contradict the objective that:

it is both necessary and desirable for the present level

of expectaticns about housing consumption to te restricted

and redefined; f£rugal, but well-designed and constructed

wnits...are the desired end preduct.?
In a rzndom survey of S8 projects aprroved for ARP assistance, it was found
that six had swimming pools and thrase had ssunas. The capital cost of the
former when averaged over all uznits in the project was $241; for saunas, the

average COst per unit was 330.4 Thus, while these 'luxuries'' do occur in

Lhe valve of a rental unit is related to the inccme that it can
generate. The low rents in 1976 have resulted in low values to rental pro-
jects. In contrast, cwnership prices are based on both the intrinsic value
of the umit to the occupant and, in pericds of inflaticn, the potential fcr
capital gains.

2In the May, 1977, Activity Report by Lending Division, Central Mort-
gage and Housing Corporation, one project in Calgary is reported to have
stoves, dishwashers, refrigerators, garburators, tennis courts, swimming
pools and playgrounds.

Memorandum to Cabinet, Cctober 24, 1975.

4Basecl_ on approximately every tenth record cn file at National
Cffice 2t the time.



approximately 10 to 15 per cent of the projects, they do not add

significantly to the costs, and therefore to the rents, of the units.

4.2 TYPES OF UNITS BUILT UNDER ARP
What type of units have been built under ARP? As can be seen in

Table 4.3, most of the units are low-rise apartment dwellings: 42.3 per

cent in 1-3 storey walk-ups and a further 10.8 per cent in 1-3 storey build-

ings with elevators. As will be discussed in Chapter Five, the Capital
Cost Allowance provisions have fostered the constructicn of low-rise struc-

tures under the ARP progranm.

A surprisingly small number of units are double or row units, and,
of these, almost all are in Calgary, Winnipeg and smaller centres. Such
structures are being built under AHOP without maximum floor area constraints.
The typical three bedroom rov tnit under AHOP is 11,200 square feet, or 100
square feet greater than that all owable under arp.t Many builders ap-
parently feel that families who would demand row or duplex housing general-
1y prefer ownership under AHOP to rental under ARP, whereas potential
renters prefer paying less for an apartment, especially in a low-rise build-

ing, relative to the higher rent :r:equiréd for row umnits.

lThgre is some evidence of projects being refused under ARP be-
cause the size was too great. While it would appear that most were re-
submitted with smaller sizes, there is no reliable information on the ex-—
tent to which projects are being refused because of size.

39



150'n 0°7 91 €S Ay S'0L 118 L6 AL £ 86'd 88 [0l 128 B ) { o't 8L cpmim) jo 353y
S95°¢ 9's W 618 BU'L Joror  sus 8°t 9 v'sE 8611 L°01 28 - - 9°0 02 0000
AJAQ S21IUI) 1YI0

(4420 ¢ 9°L1  0SZ 6’9 86 S L 201 B9 96 2°ST  85¢ L S0 S 4 ¢ -- - -- -- Fodruury
06S [ 28 %1 Sig 2L Sy - - - - €708 6LL £°S 189 - - [ 281 0z JOoSputy
6SL°1 - - L BT ety e 60 6iL 69 It - - - - - - BTI01D1A
£6Y's 1A B 11 - - LU 6V R6E°7 0T ¥6S 0s - .- 't 4] J9ANOJUEA
(XA ¢ 0°001 ssct - - - - - - - - - - - - - i ojuaiol
505 - == - - - - - SOt €6 £°98 S0z - -- -- -~ feq 2apumyy,
6LT - == UM 6L -- -- -- - - - 6°SS 00t - - — - ) Langpng
(410 - -— _— - - -- - . 0700t 116 -~ - - - - - uoojeysrg
FL - - - - (AL YA 3] | ot 9°99 69 -~ - - - - -- s, njor *1g
1% - - e -- - - == -- 0°001 8g2 - - - -~ - - wjor uINg
SE6 - - - - 9°97 Gtz - - €8y ISy 0°ST ort - .- 1°0t "% eurdmy
151z - - - - v'8 081 - - R°68 156°'1 L 58 B 4 - - Lo 91 A1 29qany
|10°T S°L9 (0L 0's S S It 0zl - - €T W Ll SHt - - - - 1ini-eme330
3¢ °rt 09t 0yt ¥t [est sor - - st o 0792 12 - - — - emeysQ
ta | == -- S == -- - -- S°8E 0L - - - -- - - viedery
165°01 U 8661 v'e 068 L8 F X (A S T AT () or 9%y -- - - - o 8 Teaajuy
)] 9tk L67 8'sk ¢ - - - - 9°0l - .- - - - - uopuoy
(i} S'69 9.5 -— = - - = == S°L 79 vzt sot 9°01 8% - - AUNPITY
}14 - - 0°001 8r - - - - - - - - - - - - wolrwry)
a9 ¥LE SLU - - - -- rAk4 S AY VLY 2z 0o's 144 - - - -- xejriei

- — - - _— - - - tT'r9 86 6°SE  SS - - - - uozucry
£ o o - e - - 0°001 6 - e - - -- -- Ll tlesile)
nro's '8 %7 (L8 A L' 9% - - Lru ~.....~.~ 101 O 11 - e -~ -- Aaediey
995 vy 9Kt 925'0 '8 Ws's |est Gk6'9  |BioU Zom'y £°70 o¥e'el | FL  fot's ¥l 202 80 0sg nprue)

)y ) W ) ) ) 33y 199
FENTLY 194 1aquy  Jaog  1oqmy Jaag  soquey | aag aaquwy | 1ag  soquw 194 2oquw | 194 Joqu | 194 EaqEn

sha1015 11 |4~1035 01-¢ Koaors 9-¢ 103eA i dn-1iem uotIn0y

Ka101g §-1 Kkazoag §-1

oy, sieandy oy xady ..ﬂqﬂuud

(LL-9L61) LAAL TVHUDRLLS (BN NOLLYXUY A® NOLUTARLSNI MV TVANEM (FLLSISSY

€70 irievl,

i



4.3 COTHER CHARACTERISTICS OF ARP UNITS
In Appendix C, several of the characteristics of ARP units are
described in detail. Briefly, most ARP projects are built with outdoor
parking and with fully or partly finished basements. Most of the projects
are electrically heated, using baseboard radiation. These features reflect
an attempt on the part of the builders to reduce costs by using space moTe
efficiently, providing fewer luxcuries and putting the costs of maintenance

1

(e.g., heating) onto the terant. In addition, most units are in mediium-

sized projects of 50-99 wits and are two-bedrocom apartments.

How do ARP units compare with other rental wnits built wnder the
NHA? As can be seen in Table 4.4, there has been a shift since 1972 away
from oil heating and, later, away from gas, into electricity. This reflects
the rising costs in utilities and, consequently, the attempt by landlords
to put the cost of utilities onto tenants. This can be done most effect-
ively through the use of electrical heating. With regard to bedroom ccunt,
ARP units are likely to be smaller than other rental wnits. This occurs
because of the use of AHOP Maximmm House Prices and the availability of
AHOP subsidies on the larger, usually row, wits. With regard to wmits per

acre, ARP units tend to be built at densities of 25 to 100 units to the

lIn several cases, the attempt to reduce cost has resulted in a
significant decline in the quality of the basic constructicn, requiring
substantial investment in rehabilitation soon after building. This is
especially significant for QHC since such projects have a high probability
of defaulting and thus becoming a part of the mortgage insurance find.
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TABLE 4.5

PENSITY OF DEVELOP} (ENT UNDER SELECTED
NHA RENTAL PROGRAMS (1971-77)1

. Year
Net Densities by
NHA Program 1971 1972 1975 1974 1975 1976  1977%
1. Section 6--Rental
Under 10 1 1 1 2 3 -— n.a.
10 - 24 14 11 9 19 28 41 n.a.
25 - 44 32 32 26 31 51 39 n.a.
45 - 99 32 36 45 27 23 13 n.a.
100+ 21 20 19 21 13 .8 n.a.
2. Limited Dividend
Under 10 1 - 3 - 1 n.a. n.a.
10 - 24 21 24 10 14 24 n.a. n.a.
25 - 44 46 38 30 26 45 n.a. n.a.
45 - 99 19 14 37 24 19 n.a. n.a.
100+ 13 24 20 35 10 n.a n.a.
3. Assisted Rental
Under 10 n.a. n.a. n.a n.a. n.a 2 -
10 - 24 n.a n.a. n.a. n.a. n.a. 17 16
25 - 44 n.a. na, n.a. n.a. n.a. 48 41
45 - 99 n.a. n.a. n.a. n.a. n.a. 27 30
100+ n.a. n.a. n.a. n.a. n.a. 6 43

SOURCE: OHC Computer File NOSIN9SL.
L1977 figures based on approvals on file to September 15, 1977.

2Density classes in wits per acre.
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gross acre. In centrast, LD units tended to be built at both higher and
lower densities. The imortance of medium densities probably reflects the

use of wood frame dwellings, resulting from the CCA, rather than any in-

fluence of the MIG program.l

4.4 SUMMARY

This chapter described the extent to vhich ARP has succeeded in
promoting eccnomy in rental wnits. The use of the AFOP price limits was
found to be generally ineffective because rental units generally have a
value significantly lower than ownership units. The size constraints have
been more effective, with several projects being rejected on those grounds.
In general, units built wder the program have been modest, with evidence
of cost savings on the part of the builders in such areas as parking.

There are, however, a number of cases of swimming pools and saimas teing

included in the projects.

A very large proportion of the units built under ARP are low-rise

apartments. This is largely because of current competition with AHOF in

lUnfort:mately, it is J’.mposs{ble to identify which ARP wunits
qualified for MIG. See S. Carey, '"Evaluation of the Mumicipal Incentive
Grant Program" (QHC: Program Evaluation Unit, Cctober, 1977).
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the row-housing market on the one hand, and, on the other hand, because of
the CCA provisions of the tax system which promote wood frame units. In
addition, the MIG program has been a factor in promoting this type of

medium-density structure.
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CHAPTER FIVE

THE CAPITAL COST ALLCWANCE AND ARP
In ammouncing the FHAP Program, the Minister also stated that the
government would
extend to the end of 1977, capital cost allowance for
rental accormodaticn. This measure encourages invest-

ment in rental construction by allowing capital_costs to
be deducted from other income for tax purpeses.

Normally, an individual taxpayer must include net income frem all
sources in his taxable income. If he has a loss, it can be deducted from
his income. With regard to rental properties, the calculation of net inccme
involves subtracting from.gross income both current e:cpenszes2 and an amount

to account for capital consmption.s

Frem 1972 to 1974, the latter could not

be included if it created a net loss on the property.d' In 1974, z temporary
provision was made to allow owners of rental units started between November, 1974,
and the end of 1975 to deduct CCA even if it created a net loss. This was
designed as a tax shelter to encourage investment in residential construction

for rental tenure. The FHAP annoumncement extended this measure for a further

two years.

’

]'News release, Eonourable Barney Danson, Minister of State for
Urban Affairs, Ottawa, November 3, 197S.

2Inclucl:?.ng mortgage interest but not principal repayment.
SThis item is called the Capital Cost Allowance (CCA).
4'I'he reason for this Tule was that in times of inflation, the cap-

ital value of a building increases in value, especially if general repairs
are made; the latter are permissible expenses.



What exactly is this CCA provision and how important is it to the
owner of an ARP project? Section 5.1 of this chapter describes the CCA

briefly. In Section 5.2, an estimate of the value of the CCA, by itsel£ and

in conjunction with ARP assistance, is made.

5.1 THE CCA PROVISION
Table 5.1 describes the hypothetical tax position of an individual
under two alternative sets of assumptions. In situaticn A, gross inccme on
the property is less than current expenses. Without the CCA provisicns ,
he could claim $30,918 as a loss against other income but could not use the
CCA. With CCA, he could claim a total of $120,918 as a lcss against other
income. At a 50 per cent tax level, this means that he would pay $15,409

and $60,409 less respectively in income tax under each set of mles.1

In situation B, net income excluding CCA is $9,082. Without CCA
provisions, he could use only $9,082 of his depreciation since he camot
use his CCA to create a loss. With the CCA he could create a loss of

$80,918 and reduce his income tax by $40,459.

Mhese sums are somewhat high since his marginal tax bracket
woul.d decline as well.
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TABLE S.1

TAX BENEFITS OF CAPITAL COST ALLOWANCE PROVISIONS

HYPOTHETICAL EXAMPLE

ASSUMPTIONS:

Tax Bracket of Individual Excluding Project

Price of Project

Price of Building (excl. land)

Principal and Interest per Year at 11} Per Cent
of Which Interest in First Year

Depreciation at 10 Per Cent (Class 32)

Operating Expenses

CALCULATION CF TAX: Situation A

Gross Income
Less Expenses:

(1) Interest $100,918
2) Operating 30,000 —_—
Total Expenses $130,918

Net Loss on Current Expenses
Capital Cost Allowance
Capital Cost With CCA Provisions

CALCULATION OF TAX: Situation B

Gross Income
Less Expenses:

(1) Interest $100,918
(2) Operating 30,000
Total Expenses $130,918
Net Income on Current Expenses
Capital Cost Allowance
Net Income Without CCA Provisions
Net Income With CCA Provisions
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When he sells the propexrty, he must repay the value of the capital
costs deducted during the time that he held the building, provided he sells
the property for at least as much as he paid for it. If he sold it for 1less,
he would have_ to repay only the amount of the CCA up to the selling price.
Since it 1s rare for the price of properties to decline as long as there is
general inflation, the latter situation is unlikely to occur on most of the

rental properties currently being constructed.

The value of the CCA to the recipient is in the income that he can
earn with this interest-free loam, its cost to the government being the in-
terest lost on the loan. Table 5.2 shows that the value of the CCA loan on
a $§1 millicn building, if the property is held for 10 years, is $118,800 if
masonry and $206,906 if wood frame (i.e., 5 per cent and 10 per cent rates
respectively) .1 In other words, the value of the CCA is 11.9 per cent and
20.7 per cent of a masonry and a woed frame building, respectively. With a
10 per cent equity, in the form of the land, in the original project if the
property is held for 10 years, this is equivalent to a yield of 7.5 per cent
and 11.1 per cent per anmum, respectively, cn the CCA, independent cf any

other profits that might be earmed on the property :i.tself.2 If the property

IThe Income Tax Act defines two classes of rental prcperties: Class
31 properties are masonry and Class 32 properties are wood frame. Origin-
zlly, it was believed that wood £rame buildings had a shorter life than
masonry, partly because of the risk of fire. As a result, they could be
depreciated at 10 per cent per anmum whereas masonry structures could be
depreciated at only 5 per cent.

2For ARP projects, the average value of the building is 14.3 per cent
of the total value of the property, or 16.7 per cent of the building, The yield
on equity is $118,800 for masonry frame buildings. If held for 10 years, this
amounts to 5.5 per cent per annum.
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