
February 7, 2007

Ms. Andrea Venneri

Policy Advisor, Office of the Minister of Finance

L'Esplanade Laurier, 21st Floor, East Tower

140 O'Connor Street

Ottawa, Ontario  K1A 0G5

Dear Ms. Venneri:

Re: Possible Rules Restricting Interest and Expense Deductibility

Thank you for meeting us on December 15 to obtain our input on a possible proposal to

enshrine in the Income Tax Act a revised version of the reasonable expectation of

profit ("REOP") test, which was struck down by the Supreme Court of Canada.

Our various organizations represent hundreds of thousands of Canadian small business

owners, real property owners and real estate professionals.  As stated at the meeting,

we strongly object to the revised REOP proposal. For example, a recent CFIB survey

(March 2006), with over 12,000 responses showed that SMEs strongly oppose (81%)

changes to the rules regarding the ability of investors to deduct interest on loans for

investment (see attached). In our view, enacting the proposal would constitute poor tax

policy, and would stifle and penalize entrepreneurial activity across Canada.

The Supreme Court of Canada said that the REOP test is

• vague,

• uncertain,

• unfair, and

• arbitrary.

One would presume that, as a very basic tenant of formulating tax policy, the

Department of Finance and Parliament would aim for a better test than one that has

been harshly criticized, and struck down by the Supreme Court of Canada. 

In our view, the two-stage approach formulated by the Supreme Court to determine

whether taxpayer’s activities constitute a source of income is the proper one, as it

ensures that only legitimate commercial undertakings may deduct expenses and losses.

We now turn to more specific objections.

As formulated in anything said to us, the proposed REOP rules would involve second-

guessing business decisions after the fact, and usually after a downturn in the economy

and/or within a specific market. As indicated by the Supreme Court, the REOP test results

in a “hindsight assessment of the business judgment of taxpayers in order to deny losses

incurred in a bona fide, albeit unsuccessful, commercial ventures.” 

As well as being unfair, such second-guessing creates uncertainty. Uncertainty creates

risk, and risk drives up the rate of return needed to attract investment. Such uncertainty

is bad for small business, for investors as individuals, and bad for the Canadian economy

as a whole. 
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As formulated in anything said to us, the REOP rules would look only to net income

and not to capital gains. In our view, this would be a major departure from traditional 

concepts.  “Profit” is a net concept, as opposed to “income” which the Supreme Court has

found to mean “gross income”. Accordingly, a taxpayer with a reasonable expectation of

gross income, or even a taxpayer who has actually realized such income, could 

nevertheless be denied a loss deduction which is completely inconsistent with the

Supreme Court’s indication that absent a sham or window dressing, “courts should not

be concerned with the sufficiency of the income expected or received.”

Capital gains are not taxed at the same rate as income strictly so-called, but capital gains

are taxed at 50% of that rate. The 50% inclusion rate has been determined by Parliament,

in order to encourage entrepreneurship and risk taking.  This rate has also been set so that

it is generally consistent with the rate of taxation imposed on dividends received from 

common shares.  We know this exists to ensure that the tax code promotes investment 

neutrality and a reduction in economic distortions, such that one form of investment is not

taxed differently than another, i.e. common shares vs. real estate.

Moreover, with inflation it may be that the untaxed 50% of many gains is wholly required to

compensate the business or property owner for the decline in the real value of money since

their initial expenditure.  Consistent with the Supreme Court’s views, capital gains should

remain included in the definition of “profit” in the Income Tax Act.

As formulated in anything said to us, the REOP rules would not include any carry 

forward or carry back provisions. We strongly believe that It is manifestly unfair that

losses or interest expenses should be disallowed, but then if the market or industry

improves, the income would be taxable without regard to the past expenditures. 

As formulated in anything said to us, the REOP rules would not include any 

grandfathering so that people who made investments under the current law are 

protected from a retrospective application of new law. 

As formulated in anything said to us, the REOP rules would be written so that they

would apply equally to share investments as well as investments in businesses and

other property.  However, by administrative practice, these rules would not be applied

to common stocks. In other words, Parliament would be asked to pass rules to cover

all assets and the CRA would then apply the law differently to interest/business

expenses incurred by some Canadians depending on the nature of the investment

involved. Such discrimination by government officials would be deeply disturbing and

contrary to the rule of law. 

As formulated in anything said to us, the REOP rules would be applied to an 

unreasonable, short timeframe. It is well known that investments in small businesses

and real estate often generate losses initially and then generate profits in the longer

term. What is less commonly known is that, on average, common shares take 

17 years for the dividends to reach the level of the interest payable on their purchase

price. However, the average length of time shares are held is 5 years, indicating that

the profit from share investments is almost always realized through a capital gain.

It is important to note that the federal REOP proposal is in stark contrast to the

approach taken in Quebec.  You will recall that amendments were announced in the

2004-2005 Quebec budget to limit the deduction of investment expenses incurred to

earn certain types of passive income (e.g., dividends); with deductibility limited to

/capped at the amount of the income derived from such investments.  Most importantly,
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the Quebec restrictions do not apply to investments incurred to earn active income

such as income from a business or rental property. (It is also noted that the Quebec

rules provide for a carryover of the denied expenses to other years.)

Finally, in response to a comment made by one of the Finance officials at the meeting, it

is our experience investors did not change their behaviour significantly after the Supreme

Court struck down the REOP test. Knowledgeable people may have slept easier believing

that their business decisions would not be subject to being second-guessed, but they did

not rush to buy investments on which they were likely to lose money. 

Conclusion

For all the above reasons, we strongly oppose any steps toward the enactment of 

a statutory REOP test, which, as indicated above, would constitute the adoption of

fundamentally flawed tax policy and would discourage investment and growth in the

Canadian economy.

In your closing remarks, you urged us to continue our dialogue with the Finance 

officials. We appreciate the value of such dialogue as much as other industry 

associations, but please note that the Finance officials have not been in substantive

conversation with us other than for the discussion Brian Ernewein had with CREA in

August 2005, some 17 months ago.

We believe that the REOP proposal should not be considered further.  However, if it

is to be considered, the dialogue should start with a redrafted proposal that addresses

the concerns expressed in the previous consultation and those expressed above. 

Thank you again for your attention in this important matter.

Yours truly, 

cc: Kevin Lacey, Prime Minister’s Office

cc: W. Jack Millar, Millar Kreklewetz LLP

cc:  Professor Thomas Wilson, Institute for Policy Analysis, 

Rotman School of Business, University of Toronto
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CREA

James Brennan, Director, External Relations 

Toronto Board of Trade

David Black, Policy Advisor

Direct Sellers Association

Ross Creber, President and Secretary

Canadian Federation of Independent Business

Garth Whyte, Executive Vice-President

Canadian Federation of Apartment Associations

John Dickie, President

Canadian Institute of Mortgage Brokers and Lenders

Jim Murphy, Senior Director, 

Government Relations & Communications



Yes
81%

No
11%

Undecided
7%

No interest
1%

 

 
Mandate Ballot Results 

  
Issues:  Interest deductibility                       Tabulation Date:  March 24, 2006 
                                  Issue # 221 
     
 
Question 2: 
 
Should business be allowed to deduct interest on loans for investment? 
 
 

Canada 
 

 
 
 
  
 
 
 
 
 

Source:  CFIB Mandate #221 survey, Jan-March 2006, based on 12,152 responses 



 
 
 
 
 
 


