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house if you decide to rent part of it out or have 
your office in it 
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If you've recently taken out a whopping mortgage to buy a home in one of Canada's soaring, red-hot housing 
markets, one way to ease the burden of those sky-high monthly mortgage payments is to consider renting 
out a room or perhaps even the entire basement of your home. But before you decide to take on a tenant in 
your principal residence, be sure to familiarize yourself with the change-of-use rules which could limit the 
availability of the principal residence exemption (PRE) if you subsequently sell your home at a profit. 

Under the Income Tax Act, you can be considered to have disposed of either part or all of your principal 
residence even if you didn't actually sell it to a third party. This can occur if you convert part (like a room or 
basement) or all of your principal residence to a rental property. The tax rules state that if you change the 
use of a property, you are "deemed" to have disposed of the property at its fair market value and to have 
immediately reacquired the property for the same amount, which becomes your new tax cost or adjusted 
cost base (ACB). 

As a result, the general rule is that upon such a change in use, you are required to report the resulting 
capital gain in the tax year that the change-in-use occurs. While any initial gain resulting from the deemed 
disposition related to the change-in-use may qualify for the PRE, the concern is that when you subsequently 
sell your home to a third-party, part of the gain may be taxable. 

Fortunately, if you change your entire principal residence to a rental property, there is a special tax 
election you can make that will allow you to designate the property as your principal residence for up to 
four years, even if you don't use your property as your principal residence, provided you don't claim any tax 
depreciation against the rental income. But you can only do this if you don't designate any other property, 
such as a vacation home or cottage, as your principal residence during this period of time. 

Unfortunately, however, this election is not available for a partial change-in-use. Luckily, though, the CRA 
has a longstanding administrative policy wherein it will consider you to have not changed your home's use if 
you meet three conditions: the rental use of the property is "ancillary" in relation to its use as your principal  
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Disclaimer: 

As with all planning strategies, you should seek the advice of a qualified tax advisor. 

This report is published by CIBC with information that is believed to be accurate at the time of publishing. CIBC and its subsidiaries and affiliates are not 
liable for any errors or omissions. This report is intended to provide general information and should not be construed as specific legal, lending, or tax advice. 
Individual circumstances and current events are critical to sound planning; anyone wishing to act on the information in this report should consult with his or 
her financial advisor and tax specialist. 
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residence, you don't make any "structural changes" 
to the property and you don't deduct any tax 
depreciation on the portion of your home you are 
using for rental purposes. 

If you meet these three conditions, the whole 
property may qualify as your principal residence, 
even though you are using part of it for rental 
purposes. CRA has stated that these conditions 
could be met, for example, if you run a daycare 
business in your home, you rent out one or more 
rooms in the home, or you maintain an office or 
other work space in the home which you use in 
running your own business. 

If you don't meet the three conditions, then when 
you sell your home which contained a rental unit, 
the tax rules require you to allocate the selling 
price between the part you used for your principal 
residence and the part you used for rental 
purposes. The CRA will accept a split based on 
square metres or the number of rooms, provided 
the split is "reasonable." You must then report any 
capital gain on the part you used for rental 
purposes. 

A recent CRA technical interpretation released last 
month clarified how the CRA interprets the factors 
"ancillary" and "structural change" in the context of 
the partial change-in-use rules. 

In determining whether the income-producing use 
is "ancillary" to the main use of the property as 
your principal residence, the CRA stated that it 
generally interprets ancillary as being "subordinate 
or secondary to a more important or primary 
purpose." The CRA added that there is no specific 
percentage or threshold which may be used in 
determining whether the particular change in use 

of a particular property is, indeed, ancillary to the 
use of the property as the taxpayer's principal 
residence. Such determination can only be made 
"by a review of the particular facts and 
circumstances in each case." 

The CRA will also look at whether there have been 
any structural changes to make the property more 
suitable for rental purposes. Generally speaking, 
such changes must be of a more permanent nature, 
such as installing a separate entry for tenants, 
adding a second kitchen or reconfiguring the space 
by adding, moving or removing walls. While the 
ultimate determination, again, will be made by "a 
review of all the particular facts and circumstances 
in each case," the CRA did state that the 
conversion of a portion of a taxpayer's principal 
residence into a separate, self-contained housing 
unit, such as a basement apartment, used for 
earning rental income will generally result in the 
application of the change-in-use rules and the 
CRA's administrative policy described above would 
likely not apply. 

With the recent requirement to report the sale of a 
principal residence on your tax return to be 
eligible for the PRE, it's now much easier for the 
CRA to review the sale of your home and 
determine whether any potential gain on 
disposition qualifies for exemption. If you've 
historically been reporting rental income on your 
return from the same property, this could raise a 
red flag as to your eligibility to claim the full PRE. 
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