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The path to a green economy

or as long as the federal government has given its attention to climate change, it has used
Fthe tax system to try and incentivize emission reduction and clean production by Canada’s

private sector. At the same time, the tax system continues to be used to subsidize the
largest source of emissions: the fossil fuel sector. With the 2023 federal budget, the Canadian
government offered the most ambitious federal investment in climate action to date, largely
through the tax system. The government explicitly stated that “Canada has taken a market-driven
approach to emissions reduction”.! Given the scope, scale, and uncertainty of the climate crisis,
enticing the private sector through tax credits is likely to be insufficient, and as currently structured,
exacerbate economic inequalities. To meet the challenge in a way that is just, the Canadian
government will need to provide more direct investment and commit our public sector to a
leadership role in economic transformation. This will require a more thoughtful approach to
taxation.

Canada is currently committed to cutting emissions 40-45% below 2005 levels by 2030 and
achieving net-zero by 2050.2 Canada’s commitment is an essential part of a global objective to
stop catastrophic economic, social, and environmental costs. Failure to act will bring significant
costs to the well-being of Canadians. A conservative estimate of the more predictable costs of
climate change forecasts a $100 billion annual reduction in Canada’s national income by 2055.3
While the cost of accomplishing our climate goals, and mitigating the harms caused by the climate
crisis, remains uncertain, all estimates fall well below the cost of inaction.

There have been many estimates of how much the appropriate scale of climate action will cost.
In order to understand the scale of necessary spending, we have drawn on several recent
analyses, which come from the Canadian Centre for Policy Alternatives (CCPA), Climate Action
Network Canada (CAN-Rac), the Green Budget Coalition, and the Royal Bank.* From these
analyses, we estimate that $150 - $350 billion in public spending will be needed over the next five
years. This will cover investments in clean electricity generation, improved home and building
energy efficiency, support for Indigenous-led climate initiatives, and more.

These numbers are significant. However, they need to be put in perspective. Figure 1 shows
annual federal spending from 1929 through 2022 and projected spending for 2023-7, plus the
additional spending that would be required for the high-end of our estimate.
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Figure 1: Spending What It Takes: Federal spending, 1929-2027°
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In context, the annual spending demands are actually quite modest. When added to the federal
government’s current spending projections, the annual amount is well below what was spent
during the first year of the COVID-19 pandemic, and far less than what was spent fighting World
War Il. It is even less than total annual expenditures from 1982-1995, when lenders pocketed
over a hundred billion dollars each year in interest payments.

The wide range of estimates for necessary government spending partially stems from differences
over the relative roles of the public and private sectors. The CCPA/CAN-Rac and Green Budget
Coalition figures are entirely focused on public spending. The RBC estimates include spending it
assigns to the private sector and families.® Disagreements over how spending ought to be
allocated between public and private sectors is a key source of tension over whether or not the
federal government is doing enough. Private sector involvement will be essential, but Canada’s
public sector needs to take a leadership role in a “mission-based” approach to economic
transformation.” Targeted public investment, such as in zero emission public transit or
transforming public infrastructure, can create more stability and certainty for private sector
involvement while guiding a more equitable and effective transition toward a sustainable
economy.

The federal government’s current climate action spending expresses its expectation that, with the
proper incentives, the private sector will assume the bulk of the cost.? In order to achieve this, it



is largely relying on market-oriented mechanisms, like carbon prices and tax credits. Given the
severity of the climate crisis, and the extreme economic uncertainty it is causing, the assumption
that nudges to the market will be sufficient is risky. Further, market outcomes are highly unequal.
An approach overly focused on markets is likely to exacerbate problems of poverty and extreme
wealth concentration.

The pandemic demonstrated that government spending has an unparalleled role to play
supporting Canadians when the private sector cannot or will not (see Box 1: ‘Money-creation &
fiscal management’). In the case of funding a just transition, the expenditures should largely take
the role of investments that create valuable, publicly-owned assets, such as environmentally
sustainable public housing.® Ultimately, all climate spending will need to be thoughtfully managed
to prevent deleterious impacts like waste, high inflation or worsening income and wealth
inequality. Canada needs to transform its tax system to ensure its climate action creates a just
transition to a green economy.

Absent the appropriate tax measures, public dollars spent into the economy have a habit of
concentrating in the hands of those who are already the wealthiest members of society (see Box
2: ‘Government spending & corporate profits’). As we will discuss, these are the same people who
have disproportionately benefited from historical carbon emissions. They are also the people best
equipped to weather the challenges caused by the climate crisis.

The tax system has many roles to play in climate action, including: providing incentives for positive
behaviour and disincentives for negative behaviour; raising funds for public investment; and, fairly
distributing the cost of the transition. All these roles need to be considered as we deal with the
effects of the climate crisis, transition to a green economy, and confront the realities of inequality.



The Role of Taxes

In 1966, the Royal Commission on Taxation—widely known as the Carter Commission—
published a comprehensive report advocating significant reforms to make Canada’s tax system
more fair.2® While climate change was obviously not on the radar of the Carter Commission when
it undertook its study, inequality was. The Commission identified equity as the abiding and
overriding principle for a tax system, with efficiency and effectiveness as two additional, broad
principles. Equity was understood by the commissioners in terms of “economic power”.!* They
believed the tax system should be highly progressive as a way to ensure that those with the
greatest economic power contributed the greatest share to government revenue.

Our understanding of the role of taxes has evolved since the days of the Carter Commission. Yet,
their insight in terms of economic power feels prescient and can help us understand the role of
taxes in our climate efforts.

We can think about a tax system serving three general roles in the Canadian economy:
1) To provide revenue for government operations and public investment.
2) To redistribute economic power more equitably
3) To regulate economic behaviour in alignment with social objectives.*?

Each of these roles is important, and each role is relevant to climate action. This relevance will
be briefly explained and then developed more fully in later sections.

As governments collect and spend revenue, they generate economic activity. Government
spending can bolster certain parts of the economy deemed beneficial to a society’s goals—such
as healthcare. Government investment in a particular area or sector will often attract private
investment, triggering further economic activity.’* Governments need revenue tools as part of
responsible fiscal management and taxes are the primary form of revenue. This role remains
relevant even for governments that can create money to spend (see Box 1).

Under our current economic structure, it is also the case that, as publicly spent funds circulate
through the economy, they tend to end up siphoned into corporate profit and/or pools of highly
concentrated personal wealth (see Box 2). This dynamic was made clear during the pandemic.
Significant government spending—$240 billion in the first six months—supported individual
Canadians in important ways.* It helped to lift over one million people out of poverty in a single
year, the largest reduction on record.’® However, it also contributed to Canadian corporations
increasing their annual profits by $196 million in 2021 and $275 billion in 2022.1% Over those two
years, the 100 largest publicly-listed corporations distributed $124 billion more to shareholders
than in 2018 and 2019.1" Having a progressive tax system allows us to reclaim some of those
public dollars—and the economic power that comes with them—in order to redistribute it through
government programs, supports, and investments.

While the federal income tax structure has remained generally progressive since the Carter
Commission—despite many attacks and steps backward—it has failed to keep up with the growth
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of market income inequality. In the early-1980s, the bottom half of income earners got around
14% of total market income. This was almost double the share going to the Top 1%. By 1995, the
1% were receiving a larger share than the bottom half. This remains the case for market

distribution (Figure 2).
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Figure 2: Income shares, 1980s vs. 2010s®
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Wealth inequality is even more skewed than income inequality. A common measure of inequality
is the T10/B50 ratio, which divides the per capita income (or wealth) of the Top 10% by the per
capita value for the Bottom 50%. Figure 3 compares Canada’s income and wealth inequality in
2019. On average, the Top 10% of income earners collected 12.2 times the income of the Bottom
50%. However, the top decile of wealth holders have over 60 times the wealth of those in the

bottom half (Figure 3).1°
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Figure 3: Income and wealth inequality in Canada, 2021%°

As the members of the Carter Commission emphasized, it is essential that taxes are progressive.
A progressive tax system redistributes economic power, reducing the gap between those at the
bottom of the economic hierarchy and those at the top. As market distribution has gotten worse,
a progressive income tax has become even more important. Unfortunately, as evidenced by
Canada’s wealth disparity, our tax system has failed to properly redistribute economic power. In
addition to having more economic power, research discussed below shows that those at the top
contribute an outsized share of emissions. This fact compounds the reasoning behind the Carter
Commission’s commitment to progressive taxation.

The idea that behavioural incentives and disincentives can be effectively placed on the market
through tax breaks or additional taxes respectively is uncertain and contentious.?! Firstly, actual
economies are more complex than even the most sophisticated models, with sometimes
unpredictable macro and micro social forces affecting market behavior and overwhelming the
expected impact of tax tools. Further, individuals can be skeptical of, and resistant to,
governments trying to affect their behaviour through taxation.?? Nonetheless, governments around
the world, including Canada, are employing various forms of carbon taxes and green tax credits
to achieve reductions across a broad range of sectors in the economy. While individuals and
households can be difficult to model, for-profit enterprises are designed to respond more
predictably to financial (dis)incentives, such as those created by tax measures. This suggests that
businesses are the more appropriate target for this aspect of taxation and the evidence indicates
that businesses will tend to respond more predictably to (dis)incentives. This strategy is analyzed
in greater detail below.



Because the government will need to spend large amounts of money investing in an economic
transformation, the revenue and redistribution roles of the tax system are paramount. Without
systemic changes to our tax system, the money spent will tend to accumulate with corporations
and their owners, who have little public accountability to ensure Canada meets its climate and
equity goals (see Box 2). In fact, they may actively work against those goals. The government will
need to return public funds to public hands with the goal of rebalancing economic power. This
was true when the Carter Commission issued their report and it is even more true now.



Who should pay?

Everyone will have to contribute to a just transition. The distribution of costs and benefits
associated with the transition should account for 1) the different roles that individuals and
corporations have played—and continue to play—in creating the climate crisis, and 2) the
contributions each is capable of making toward the most equitable and effective transition to a
green economy.

Wealthy Individuals

Wealth and income are strongly related to emissions. Globally, those with the highest 10% of
incomes are responsible for almost half of greenhouse gas emissions, while the bottom half of
the global population produce just 12% of emissions.?® In per capita terms, the richest 0.1% emit
ten times the next 9.9% (Figure 4).24

tonnes of CO,

200 200
A
@150 150
o
o
Q
(%]
S
‘w 100 100
0
S
wl

50 50
| | ——

Top 0.1% Next 0.9% Next 9% Middle 40% Bottom 50%

Income group

Figure 4. Emissions by global income groups, 2015%°

Within Canada, the excessive emissions by the wealthy has undermined the country’s ability to
meet emission targets. Since 1990, Canada’s emissions have decreased by a modest 3.1 tonnes
per person. However, when we look at the distribution of emissions, we find that the bottom 90%
reduced their emissions by almost 5 tonnes per person, while the top 1% increased their
emissions by 34 tonnes per person (Figure 5).26



tonnes of CO,
30 30
3
a
S
@
Q 20 20
")
o
2
8
£
Y 10 10
£
Q
=)
c
©
<
“ oo 0
-10 -10

Top 1% Next 9% Bottom 90%

Income group

Figure 5: Change in emissions per capita, Canada, 1990-2019?%’

Decades of implicit and explicit subsidies for fossil fuel development has been a major factor in
Canada'’s relatively high standard of living (see Box 3: ‘Government subsidies for fossil fuels’).
These subsidies attracted investments, reduced production costs, enabled higher profit margins,
lowered relative prices, and increased sales volumes. This helped to make fossil fuels the most
profitable non-financial sector in North America. A significant portion of the profits were then
funnelled to the owners of these fossil fuel companies. Over the past 45 years, North American-
listed fossil fuel companies have distributed $3.3 trillion (USD) through dividends and share
buybacks, and another $1.4 trillion (USD) in interest payments.?® Qil giant Exxon has paid more
total dividends than any other North American corporation since 1977. It has done so with full
knowledge of the damage they were doing because the company has accurately modelled the
impact of carbon emissions since at least 1977.2° Exxon has also been at the forefront of
perpetuating climate skepticism and combating climate action.*® Among Canadian non-financial
corporations, fossil fuel companies have been five of the 10 largest distributors of profits to
shareholders since 2000 (Figure 6).



Figure 6: Total distribution by Canadian non-financial corporations, 2000-22

Share Total Distributed to
Company Dividends Buybacks Shareholders
Enbridge $51.4 $2.4 $53.9
Bell $43.7 $7.4 $51.1
Thomson Reuters $22.5 $27.5 $50.0
CNR $17.8 $30.8 $48.6
Suncor $22.5 $20.3 $42.8
TC Energy $34.3 $2.1 $36.4
Imperial Oil $10.3 $25.5 $35.7
Nutrien $14.2 $21.5 $35.7
Canadian Natural Resources $20.3 $11.3 $31.6
TELUS $18.5 $5.4 $23.9

Note: Values in billions.

Most of the money distributed by fossil fuel companies went to the wealthiest households, who
own a large majority of corporate equities.’® Moreover, a majority of the wealth created by
Canada'’s oil sands is funnelled to foreign owners and investors, leaving Canada altogether.3?

Workers in the fossil fuel industry have not received a fair share of the wealth they helped create.
Since 2010, fossil fuel sectors have claimed $1.61 in operating profits for every dollar paid to
labour (Figure 7). While billions of dollars continue to flow to executives, shareholders, and
lenders, workers are highly vulnerable to economic harm from the fossil fuel companies’ failure to
transition the industry. This needs to be accounted for as we deal with the impacts of climate
change and the costs of transitioning to a post-carbon economy.®® The tax system will be a key
mechanism to allocate those costs.
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Figure 7: Share of revenue going to profits and labour, 2010-213

To sum up, a small minority of individuals have significantly increased and concentrated their
wealth from our carbon intensive economy, and they continue to be outsized contributors to
emissions. Further, their wealth and power enables adaptability and mobility that provides greater
protection from the negative impacts of climate change and the transition to a green economy.
That means, under our current system, those primarily responsible for the crisis will bear the least
cost for its harms. Thoughtful tax policy can ensure that the wealthy contribute a more just share
toward climate transition.

Corporations

Corporations command much more of the Canadian and global economy than they did when the
Carter Commission issued their report. In the first half of the 1970s, the annual sales of Canadian
corporations were 59% greater than Canada’s GDP.* By the 2010s, corporate sales were 93%
greater than GDP. Corporations have been able to turn this increased control into higher profit
margins. From an average margin of 5.2% in the 1990s, the margin rose to 8.8% in the 2010s,
and reached a recorded high of 12.4% in 2021. The biggest corporations pushed their margins
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even higher.®® It is reasonable to conclude that some part of this corporate expansion is a result
of largely uncontrolled and uncosted GHG emissions.
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Figure 8: Canada’s biggest emitting sectors, total MtCO2 (2010-9)%’

Of course, the biggest corporate contributors to historical emissions are those in the fossil fuel
sectors. Among Canadian sectors, oil and gas extraction has produced the most emissions, by
far (Figure 8). Refineries and pipelines are also among the twelve biggest emitters. These sectors
also happen to be among the largest and most profitable (see Appendix 1). And, the companies
within these sectors are some of Canada’s largest and most profitable (see Appendix 2).38
Unfettered disposal of emissions constituted a massive indirect subsidy—in addition to all the
direct subsidies—that propelled them to these positions (see Box 3). However, the corporate
beneficiaries extend beyond the fossil fuel companies. In Canada, the most notable beneficiaries
are the Big 5 Banks, which are intimately linked to fossil fuels.®

Corporations will also be major beneficiaries of public climate spending as money used to mobilize
materials and labour will inevitably pass through corporate hands, where portions will be claimed
as profit (see Box 2). While some of that profit will be distributed to owners, some will be retained
by the corporations. Some of those retained profits might be invested to create good jobs, and
produce goods or services that benefit all Canadians. However, as with the money controlled by
wealthy individuals, the money controlled by corporations may also be spent on non-productive—
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or even socially harmful—activities, such as excessive executive bonuses, lobbying against taxes,
or PR campaigns that undermine climate action.*

The logic of taxation according to economic power, which the Carter Commission established for
individuals, should be extended to corporations. The most powerful corporations have been
outsized beneficiaries of past emissions, and their wealth and power continues to grow as a result
of high emission activities and products. The process of transitioning to a net zero economy will
make some corporations more powerful and others less powerful. The government must
acknowledge and compensate for this as part of ensuring the transition is fair.

13



Tax System Overview

In the following section we analyze the climate consequences of Canada’s rules around taxable
income as well as major tax expenditures that result from various tax breaks. For an overview of
how the tax system is structured in Canada see Box 4: ‘Canada’s tax system’.

Personal Income Tax

Federal personal income tax rates are progressive. Incomes are divided into brackets, with the
portion of income in a higher bracket subject to a higher tax rate.

Figure 9: Canadian income tax brackets, 2023.

Income bracket ‘ Bracket rate A; we gstabllsheq, h.lgher incomes are associated
with higher emissions as well as reduced

$15,000 and below 0% | vulnerability to the financial and environmental risks
of climate change and economic transition. By
$15,001 to $53,359 15.0% | drawing more money from higher incomes,
personal income tax rates and brackets can fairly

$53,360 to $106,717 20.5% s
support Canada’s climate progress. However, that
$106.718 to $165.430 2509 | does  not  necessarly mean that the
progressiveness is adequate. The current
$165,431 to $235,675 29.0% | government improved the progressiveness of the
federal personal income tax by reducing the rate on
$235,676 and above 33.0% | the third bracket and adding an additional bracket

at the top, but more revisions are needed.
Historically, our sense of fairness has demanded a progressive personal income tax, the climate
crisis makes it even more essential.

Taxable income is total income less allowed deductions. What is counted in total income is almost
universal among individuals with the large, glaring hole of capital gains. Only half of realized
capital gains are included, which means the other half is not taxed. In 2019, individuals with
incomes greater than $100,000 (approximately the top 10%) received 37% of total income, but
claimed more than 80% of all taxable capital gains. No other income source is as unequally
distributed, which makes capital gains exclusion very regressive.

The capital gains exclusion appears to invert the progressiveness of the income tax system at the
very top. In 2019, the top 0.01% of incomes—above $3.9 million—had a lower effective tax rate
than the rest of the Top 1%.%' Regressive tax measures such as the partial exemption of capital
gains violate basic tax fairness principles, worsen inequality, and harm the climate.

Personal Income Tax Expenditures

Most of Canada’s personal income tax expenditures are regressive, resulting in lower effective
tax rates for high income individuals.*? Particularly important, from a climate fairness perspective,
are tax credits beyond the basics for age, spouse, disability, and tuition.*® These include credits

14



for charitable donations, foreign taxes, dividends, and some investments. The top 10% of tax filers
collect almost three-quarters of these credits, with close to half going to the top 1%.4* The federal
dividend tax credit accounts for the majority of the benefit going to the wealthy. This credit is part
of a complex calculation intended to compensate shareholders for corporate income taxes. This
works against Canada’s climate goals in two ways. First is the highly regressive nature. Second
is the fact that fossil fuel corporations have paid out a significant portion of dividends, distributing
an estimated $149 billion to Canadians since 2010.4 Profits made from high-emissions activities
were distributed to the highest-emission individuals.

Corporate Income Tax

As with personal income tax, the corporate tax base only includes half of realized capital gains.
The exclusion generally favours the largest sectors and corporations. This has climate
consequences through two channels. First, energy use per capita is correlated with firm size.*®
Countries with larger firms have higher per capita energy use. Second, larger firms have greater
income disparity and will contribute more to the highest incomes, which we have established
produce a disproportionate share of emissions.*’

Tellingly, among non-financial corporations, the oil and gas extraction sector had the second-
largest share of capital gains over the pre-pandemic decade. Over those ten years, Canada’s
largest emitter of carbon had capital gains of $34.2 billion. The exclusion of half those gains from
taxation saved the sector $4.7 billion. Refining and pipeline companies saved a combined $1.5
billion.

Allowed operating deductions result in corporate taxable income being about 3% below the pre-
tax book profits reported to shareholders. The largest aggregate deduction is the capital cost
allowance (CCA), which reduces a company’s taxable income for investment in productive
capacity, such as new machinery (see Box 5: ‘Depreciation & Capital Cost Allowances’). Another
significant deduction allows corporations to count income losses from previous years against their
current year’s taxable income.

For 2010 through 2019, the oil and gas extraction sector was the largest claimant of CCA.
Companies in fossil fuel sectors claimed a combined 12.7% of all CCA deductions. Oil and gas
extraction companies also claimed 9.5% of all deductions for previous year losses, more than any
other sector.

The large deductions for CCA and previous year losses by fossil fuel companies is a significant
mechanism by which the public subsidizes the continued development of the country’s fossil fuel
industry. Altogether, fossil fuel companies claimed hundreds of billions in deductions over the
decade before the pandemic through these two measures alone, moving Canada further from its
climate goals (see Figure 10).

In 2021, the PBO analyzed several expense deductions available to the fossil fuel sector,
including exploration expenses, development expenses, and acquisition expenses.*® From 2015-
9 these deductions cost the government $9.2 billion. That means the Canadian public subsidized
the continued expansion of fossil fuel extraction, as well as greater concentration within the sector.

15



Figure 10: CCA and prior year loss deductions by fossil fuel sectors, 2010-9%°

Prior year losses®

Oil & gas extraction $93.82 $28.00
Refineries $23.14 $9.16
Pipelines $17.93 NA

Note: Values in billions.

Corporate Tax Rates

The federal corporate income tax rate of 15% applies to all corporations, regardless of size or
sector, with a couple of notable exceptions. There is a small business rate applied as a tax
expenditure and the recently introduced surtax on banks and life insurance companies.®!

The flat corporate income tax rate means that the largest, most profitable corporations are taxed
the same as smaller or less profitable corporations. It also means that high-emission profits are
taxed the same as low-emission profits. Both consequences undermine Canada’s climate goals.
By almost any measure, larger corporations have more political economic power than smaller
corporations. They engage in more lobbying.5? They spend more on advertising. They hold more
cash. They avoid more taxes.>® And, unsurprisingly, they have higher profits.>* As noted above,
more economic concentration also coincides with more energy use, which is a strong indicator of
higher emissions. Fossil fuel corporations remain among the largest and most profitable in
Canada, having the largest operating profits among all non-financial corporations for 13 of the
last 20 years, and every year since 2017.%° Unfortunately the situation has not been rectified by
Canada’s carbon pricing system, discussed in more detail below, which only taxes a small fraction
of the emissions from these corporations.

The low level of Canada’s corporate income tax rate—the result of decades of cuts by both Liberal
and Conservative governments—were justified by claims that it would increase private sector
investment. In fact, studies show low taxation is not linked with economic growth and private
sector investment has been on a decline during this period of time.5®

Corporate Tax Expenditures

Corporations are offered many tax breaks through deductions and credits—counted as tax
expenditures—for a variety of reasons. Since 2010, the range of expenditures has reduced total
corporate taxes by 35%.°%" One of the largest of these is the investment tax credit for scientific
research and experimental development (SR&ED).

The obvious problem with the SR&ED investment tax credit from a climate perspective is largely
due to the benefits collected by the fossil fuel sectors. Extraction companies have collected an
outsized share of the SR&ED investment tax credit, although it has also been falling. From 2010
through 2019, with less than 3% of taxable income, they received over 8% of the investment tax
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credit. Refineries also claimed an outsized portion. It is possible that the credits claimed by fossil
fuel companies were aimed toward emission-reducing R&D. However we cannot determine if that
is the case and there is no restriction on the credit. Research finds that little R&D activity by fossil
fuel companies is devoted to developing low-carbon technologies.>® Even if the credits were going
toward lowering emissions, the public should not be “incentivizing” such investment by the
country’s most profitable sector. Including the SR&ED credit, the fossil fuel sector received
specific tax credits worth over $20 billion between 2010 and 2021.

StatCan data on tax credits aggregates most of them together. From 2010-9, the three identifiable
fossil fuel sectors collected 9.8% of all ‘other’ credits claimed by non-financial companies.

Figure 11: Total Fossil Fuel Tax Credits, 2010-21 (millions)>®

Investment tax | Other tax Total tax
Sector credit credits credits
Oil & gas extraction $1,600 $11,862 $13,462
Refineries $544 $4,727 $5,271
Pipelines $13 $1,427 $1,440
TOTAL $2,157 $18,016 $20,173

Overall, tax credits for non-financial corporations reduced their taxes by 24%. However, they have
provided outsized benefit to fossil fuel sectors (Figure 12). Tax credits allowed the oil and gas
extraction sector to reduce its taxes by almost 40%.
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Figure 12: Savings from Tax Credits, 2010-21¢°

The largest tax expenditure ever was the Canada Emergency Wage Subsidy (CEWS), which
distributed more than $100 billion to corporations over 2020 and 2021. Many large, profitable
corporations claimed CEWS.5! While the subsidy was ostensibly intended to keep people
attached to their jobs during the upheaval of the pandemic, the 2021 federal budget
acknowledged that CEWS had a regressive distributional impact.®?

Overall, corporate income tax expenditures are regressive and provide excessive benefit to fossil
fuel sectors. This needs to be addressed as part of Canada’s plan for achieving a just, post-
carbon economy.

Climate tax measures

With the 2023 budget the federal government introduced its most ambitious climate spending
plans to date.’® The vast majority of this spending is in the form of tax credits. This will be
described in greater detail below. However, even before the well-publicized carbon pricing plan
was brought into force in 2019, both Liberal and Conservative governments used the tax system
for climate action objectives.

1992 - 2015
The first reference to climate change in a federal budget came in 1992.%4 In the budget speech,

Progressive Conservative finance minister Don Mazankowski marked ‘global warming’ as a
priority, removing the excise tax on the methanol and/or ethanol portions of blended fuels. From
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the federal government’s earliest efforts to act on climate change, the issue was made into a tax
matter. Tellingly, that effort ultimately benefited the fossil fuel industry.

The Liberal government of Jean Chrétien had signed the Kyoto Protocol in December 1997,
claiming they would be investing over $170 million per year in direct spending to combat climate
change. However, the government also connected Canada’s commitment to reduce emissions
with “tax changes to move toward a more level playing field between renewable and non-
renewable energy” that had been made in the 1997 budget.®® The connection between climate
action and the tax system was firmly established.

In 1999, the government explicitly connected climate change with an adjustment to the tax rules
for productive investment by offering an accelerated capital cost allowance (CCA). Companies
could accelerate deductions made for investments in equipment that converted byproducts of
fossil fuel production into electricity instead of being flared off.%¢ In other words, after a decade in
which fossil fuel companies had taken over $53 billion in pre-tax profits—more than any other
non-financial sector, the government provided a tax break for investment in equipment that would
save the sector money.®%’ Chrétien/Martin governments offered climate-justified expansion of CCA
benefits in almost every budget. The fossil fuel sector has continually benefited from climate
action even as it has undermined public efforts to deal with the worsening crisis.

The government of Prime Minister Stephen Harper notoriously became the first signatory of the
Kyoto Protocol to withdraw from the agreement, pointing out that emissions had continued to
climb under their predecessors.®® However, the Harper government continued the practice of
expanding accelerated CCAs with their first budget in 2006. Accelerated CCAs were offered and
amplified for investment in clean energy generation and distribution. The governing Conservatives
also offered accelerated CCAs for the storage and transportation of CO2. This was part of
supporting development of carbon capture and storage technologies, which has been the long-
preferred option of the fossil fuel sector for responding to the climate crisis.®® However, the
technology remains highly uncertain and it is widely expected to have a marginal impact, at best.
Worse, if the technology is used to justify continued fossil fuel development, it could increase
emissions.”

In 2009, the Harper government agreed with its G20 partners to “rationalize and phase out over
the medium term inefficient fossil fuel subsidies.” As part of meeting this caveat-laden promise,
the 2012 budget targeted the Atlantic Investment Tax Credit for Oil & Gas. The government had
previously targeted a fossil fuel friendly tax break in the 2007 budget when it promised to phase
out an accelerated CCA for oil sands investments. But the phase-out was delayed until 2011
through 2015.

Current government

During the 2015 federal election campaign, putting a price on carbon was the centerpiece of the
Liberals’ climate plan. Canada’s carbon pollution pricing system came into effect on January 1,
2019. It requires provinces and territories to meet a minimum price on fossil fuels and GHG
emissions and establishes a federally-managed backstop for any jurisdiction that either requested
to use the federal plan or did not meet the minimum.
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The carbon pricing system combines a tax on fuels—the fuel levy—with an emissions permit and
trading system for larger or trade vulnerable industries—the Output-Based Pricing System
(OBPS).” The OBPS allows these emitters, which include oil and gas extraction companies, to
pay a fraction of the cost of carbon in comparison to the fuel charge, allowing “free allowances”
based on historic emissions.”? Proposals to reduce emissions from the oil and gas sector through
revisions to the OBPS or through a separate cap and trade program have been tabled.” The
government also plans to offer “contracts-for-difference” that would guarantee the future price of
carbon in order to provide greater financial certainty and incentivize investment in clean energy
and technology production.’

The carbon tax gets an overwhelming amount of attention for climate action through the tax
system. But it was implemented after the Trudeau government had continued the practice of using
accelerated CCAs to deliver climate action. And every budget since has included more
accelerated CCAs for investments related to reducing emissions, from purchasing zero-emission
vehicles to construction of hydroelectric dams.

The current government’s tax-based climate action is not just introducing new tax measures. It
also involves removing tax measures. The 2019 budget once again noted Canada’s commitment
to “phase out and rationalize inefficient fossil fuel subsidies”. The government stated that this
process had affected eight tax expenditures, including three since the Trudeau Liberals came to
power. In 2022, another tax-based subsidy was targeted when the government announced that it
would phase-out flow-through shares for oil, gas, and coal projects.

The government recently released its framework for assessing and identifying “inefficient” fossil
fuel subsidies.”™ Only subsidies that meet a set of criteria will not be considered inefficient. Those
criteria include subsidies for fossil fuel projects with a “credible plan to achieve net-zero emissions
by 2030”. However, what constitutes a “credible plan” and the enforcement measures to assure
compliance are undefined.

The 2021 budget saw the first mention of a new tax credit as part of the current government’s
climate action to support investment in carbon capture, utilization, and storage (CCUS) projects.
It also noted that the government would “analyze how the tax system can be used to further
support the commercialization and deployment of breakthrough technologies that may be critical
to creating our net-zero future.””®

The refundable CCUS tax credit, as well as a credit for mining exploration expenditures aimed at
‘critical minerals’, were introduced in the 2022 budget. There was also a promised tax credit for
investment in ‘clean technology’ that was detailed more thoroughly in the Fall Economic
Statement (FES).

With the 2023 budget, the government dramatically expanded the use of tax credits as part of its
climate action. Altogether, the government committed $65.5 billion over ten years to “incentivize”
industrial transformation via tax credits (Figure 13).
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Figure 13: Estimated Cost of Climate Tax Credits, 2022-31

Estimated cost**

Measure (millions; 2022/3 to 2031/2)

CCUS Investment Tax Credit (2022)* $11,070
Critical Mineral Exploration Tax Credit (2022)* $872
Clean Technology Investment Tax Credit (2022 FES)* $14,155
Clean Electricity Investment Tax Credit (2023) $17,386
Clean Technology Manufacturing Tax Credit (2023) $9,590
Clean Hydrogen Investment Tax Credit (2023) $12,474
TOTAL $65,547

*includes the value of enhancements announced in Budget 2023.
**there is no cap on the use of these credits, so the expense could be much higher.

Analysis

Canada is relying heavily on tax measures to regulate market behavior and reduce emissions.
The carbon tax notwithstanding, all but one of the federal government’'s major climate tax
measures have provided “carrots” to businesses.”” These kinds of tax measures are
commensurate with the government’s claim that it is taking a “market-driven” approach to the
climate crisis. The current parlance on the use of “carrots” to coax private sector investment is
“derisking”. While the government is using non-tax measures, including regulatory requirements,
it is making tax measures—from the carbon price system to its new tax credits—the high-profile
centerpieces of its climate action.

Until 2022, the measures primarily took the form of accelerated capital cost allowances, and are
now largely in the form of tax credits. Overall, because these measures all benefit corporations,
they are inherently regressive. The government acknowledges the fact that the tax credits are
regressive in their GBA+ analyses. While the measures themselves are intended to reduce
Canada’s emissions, their regressive nature will reduce the benefits. The regressiveness of the
tax credits should be reduced by some of the laudable features promised by the government,
particularly requirements on wage levels and apprenticeships. However, it will depend on how
these requirements are designed and implemented. It is also notable that there are no conditions
requiring actual climate benefits.

Carbon Pricing

Carbon pricing is the central pillar of the government’s climate plan, intending to make goods and
services with higher emissions relatively more expensive, which will entice the buyers to choose
lower emission options.’® In turn, this is supposed to divert investment away from production with
high emissions into production without net emissions. The fuel levy stands currently at $65 a ton
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and will rise to $170/ton by 2030. It is expected to reduce Canada’s emissions by 95 million tons
annually.” Carbon taxes are typically regressive, however the fuel tax has a largely progressive
impact as lower-income households receive more back in rebate then they typically pay.&°

The results of Canada’s OBPS system are far more uncertain. It allows large emitters and trade
vulnerable industries to produce emissions at very little cost, and does not ultimately cap
emissions as other more effective systems do.8! Importantly, as mentioned, the price paid by the
oil and gas sector is heavily subsidized due to free allowances combined with a reduced per tonne
rate. In addition, provinces determine how the revenue is used and distributed, with no
assurances it will go towards emission reduction activities.®2 The government plans to offer
additional market-oriented mechanisms as complements to carbon pricing, such as “contracts-
for-difference”. While these are designed to provide greater certainty for investment, the design
of these mechanisms remains the subject of heated debate. Designed improperly, they could
become another subsidy for fossil fuel companies.8?

CCAs

Capital cost allowances are the tax system’s way to account for asset depreciation (see Box 5).
In theory, the CCA should match depreciation of the purchased asset. As noted above, the
government will offer preferential CCA rates, which means a business can deduct more of the
cost of an investment each year, reducing their taxable income. CCAs that consistently exceed
depreciation indicate that companies in the sector are enjoying generous deduction rates.

Since 2000, extraction companies and refineries have claimed the second and third most
generous CCAs, respectively.8* Extraction CCAs were 71% higher than depreciation, while
refinery CCAs were 41% higher. This cost the public $20.8 billion in tax revenue.® That means
for at least two decades the tax system has been facilitating, if not encouraging, excessive
development of fossil fuel production.

The excess of CCAs over depreciation has been trending downward for both extraction and
refining companies. However, in 2021, the extraction sector had its largest CCA excess in 15
years. In fact, at $4.9 billion higher than depreciation, the sector had the largest excess among
all non-financial sectors. Pipelines had the fifth largest excess at $1.4 billion above depreciation.

The fossil fuel sector needs to invest in emissions-reducing equipment. However, there is no
evidence CCAs have induced this with any beneficial effect. The extraction sector’'s emissions
intensity—emissions per dollar of production—were 27% higher in the second half of the 2010s
than in the first half.2® In fact, as shown in Figure 14, several fossil fuel sectors had higher
emissions intensity in the second half of the decade. Overall, the rest of Canadian industry
reduced their emissions by 17%.8’
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Figure 14: Change in emissions intensity, 2010-4 vs. 2015-988

During the 2010s, the oil and gas extraction sector received $34.3 billion in excess CCA. Beyond
the ineffectiveness of these CCAs, it is unclear why the government would offer tax breaks to
entice investment by a highly profitable sector that has the means to pay for the investments
outright, instead of mandating those investments with regulations.

Tax Credits

Tax credits have a role to play in the climate transition. They can create the desired incentive and
perform as expected. There are some particularly positive features of the climate-oriented credits
being offered to businesses. The most prominent of these is the inclusion of labour
requirements.8 While the requirements should be stronger, recognition of the need for such
requirements is an important achievement. However, also important is the fact that non-taxable
entities like publicly-owned utilities and corporations owned by First Nations, can collect the
refundable Clean Electricity tax credit. A recent study on a similar provision in the U.S. Inflation
Reduction Act argued that, if properly implemented, it carries “enormous promise” for a
renaissance in public energy production.*®

Tax credits can be a useful tool to incentivize climate action but there should be caution against
the government relying too heavily on this method.®* The effectiveness of tax credits is uncertain.
Further, overreliance on the private sector can increase wealth and income inequality. In fact, the
government’s GBA+ analysis shows that all of the climate tax credits are at least modestly
regressive.%
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There are also significant concerns that some of these tax credits will largely benefit fossil fuel
sectors. As we have detailed, there is a history of climate action delivered through the tax system
providing benefits to these sectors, so such concerns are well-placed. Of particular concern is the
CCUS tax credit.®® The credit will cost an estimated $1.1 billion annually—17% of the cost of all
climate tax credits—to subsidize a technological solution, which continues to be of questionable
effectiveness.® The new subsidy assessment framework includes allowances for subsidies that
abate production, which protects the CCUS credit.

Even with billions of dollars being spent by the government, there is no assurance that we will
achieve the necessary transition within the necessary timeframe. Research shows that
government involvement is crucial for large scale projects and will be needed to mobilize and
guide resources.®® Tools such as direct government investment will be necessary to meet
Canada’s climate goals. As shown in Figure 1, even if the necessary scale of federal spending is
double or triple current estimates, it will remain well below the cost of WWII. However, regardless
of the scale of spending, robust and fair taxation is essential to ensure a just transition.

Summary

Tax credits—and regulating behaviour via taxation generally—has a role to play in our climate
solution. However, it cannot be the primary way that we try to transition our economy. There is far
too much uncertainty about how tax measures will actually affect behaviour and achieve the
necessary transformations. Instead, tax measures need to prioritize the far larger role of revenue-
generation and redistribution, which will be vital in the process of achieving fair and sustainable
economic transformation.

We've established that the Canadian government is already heavily relying on the tax system as
part of its climate action. From the carbon tax, to accelerated CCAs and tax credits, a lot of the
current government’s climate plan flows through tax mechanisms. This builds on a long-standing
practice adopted by previous governments from the earliest days of the federal government’s
climate response.

There are at least two problems with the way the tax system has been used. First, it has not been
systematic. There is no evidence that the government confronted whether or not Canada’s tax
system overall supports or hinders the country’s ability to meet its climate goals. This resonates
with an overall shortcoming of the government’s approach to the climate crisis, which the Net-
Zero Advisory Body described as “piecemeal”’.®® While some tax subsidies for fossil fuel
companies have been targeted, much more needs to be done. For example, fossil fuel companies
continue to claim an outsized share of investment tax credits and outsized benefits from the
structure of capital cost allowances. These should be addressed as part of systematically applying
a ‘climate lens’ to the tax system. Such an analysis would also consider how these new policies
will fit into the existing tax framework, including the assessment, compliance, and enforcement
functions of the Canada Revenue Agency. Second, it remains rooted in an idealized conception
of market efficiency. As such, it tries to use the least economically impactful methods to achieve
the transformation needed. While effective use of public dollars is essential, it is fallacious to
assume a market-oriented is most effective.®” Given the scope and scale of the problem,
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government action needs to be more ambitious. Accountability and fairness require more
involvement and leadership from our public institutions.

Principles for ensuring the economic transformation is fair and
inclusive

The carbon tax, accelerated CCAs, and tax credits are insufficient to accomplish the scale, scope,
or speed of transformation necessary for a just transition to a green economy. Accomplishing this
transformation, in a way that is fair and inclusive, demands a bold, democratic green industrial
policy that is explicitly led by the public sector and accountable to Canadians. In order to support
such a policy, Canada’s tax system needs to be revised..

Although the government’s use of accelerated CCAs and tax credits are a form of industrial policy,
they fall well short of what is necessary and possible. Green Industrial Policy (GIP) recognizes
the need for a comprehensive framework that addresses the shortcomings of both the public and
private sectors and seeks to accomplish emission reduction goals while maximizing equitable
benefits for the public. GIP can be contrasted with the current government’s “derisking” approach,
which is based on free market ideology. By privileging private sector decision-making, the current
approach undermines the development of public capacity, entrenches excessive corporate
power, and gives too much credence to the short-termism of markets. By adopting a GIP, the
Canadian government can better align environmental and economic goals, foster innovation, and

create a more equitable society in the long term.

GIP principles

In our survey of literature related to GIP, we identified five key principles:

Alignment of economic growth and ecological sustainability

Ensure that economic growth is sought through sectors and activities that meet our ecological
sustainability goals, leveraging the strengths of specific regions, to build resilient and adaptable
economies.

Fair Distribution of Costs and Benefits

Benefits of the shift to a green economy must be shared equitably, while preventing the costs
from disproportionately burdening vulnerable populations such as low-income communities,
Indigenous peoples, and racialized groups.

Inclusive and Participatory Decision-Making

Policy design and implementation should involve input from diverse stakeholders, including labor
unions, businesses, and community organizations, to ensure that diverse interests are
represented. The legal rights of Indigenous nations requires their intimate involvement in all
stages of industrial policy design. Policies should be transparent, with government accountability
for their implementation and outcomes.
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International Cooperation and Solidarity

Recognizing the global nature of the climate crisis and the crisis of inequality, international
cooperation can lead to more effective and efficient solutions, sharing best practices, and pooling
resources to address common challenges.

Inter-generational Equity

A just transition must be rooted in the idea of sustainability and long-term thinking, emphasizing
the importance of preserving ecological systems, natural resources, and a healthy environment
so that generations to come can meet their needs.

Tax Fairness

An update to our understanding of tax fairness, in the context of the climate crisis, should
incorporate the principles of GIP. The Carter Commission’s firm commitment to equity remains
paramount. However, the Commission’s famous slogan that “a buck is a buck”, reflecting its
intention to include all income sources equally in the calculation of taxes, no longer holds. For
over a century, the costs of carbon emissions, and other forms of ecological degradation, have
not been included in the financial accounts. Many bucks have been unfairly collected from this
externalization of costs. The carbon tax, if simply implemented at the full cost of carbon emissions,
would be economically destabilizing and have dire consequences for many vulnerable
communities. The government’s relationship with the economy through investment and taxation
must be more intentional and reflect the green industrial policy principles described above.

Instead of designing taxes from the perspective of minimizing market distortion, let’s design taxes
to support our economic, environmental, and social goals, while keeping fairness front and centre.

Global climate tax practices

Climate action plans around the world have been ramping up for at least a decade, with
governments making large financial contributions.®® Yet, the role of taxes within these plans
continues to be overlooked and under-examined. As we have detailed above, Canada’s climate
action has used the tax system in a number of ways. While the carbon tax has gotten most of the
attention, accelerated CCAs and tax credits are being prominently used. Below we examine some
of the ways that taxes are being incorporated into the more bold climate undertakings, plans and
recommendations coming from Canada’s closest allies. These practices, both those implemented
and those suggested, inform our recommendations for how the tax system ought to be revised.

The US Inflation Reduction Act

The IRA passed into law in August 2022 and with it, $288 billion in corporate tax credits and $57
billion in consumer tax credits for clean energy and emissions reduction.®® Despite the similar use
of tax credits, there are some key differences between the IRA and Canada’s climate plan. The
IRA combines the tax credits with $180 billion in direct government investment—34% of overall
climate spending—through grants, loans, and greening federal operations. Most importantly, the
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IRA puts in place new corporate tax measures. These include a minimum tax on book profits, a
tax on stock buyback, and greater support for tax compliance enforcement. The tax measures in
the IRA will more than cover the $525 billion spending on climate action. Importantly, by focusing
on corporations, these measures target the likely financial beneficiaries of the IRA’s climate
spending. While Canada’s 2023 federal budget includes a stock buyback tax, the revenue from
all tax measures promised since the introduction of climate tax credits would cover less than two-
thirds of the cost.'®

The G7 and Global Economic Resilience

In late 2021, a panel of economists presented the G7 with a report on how governments can
improve resilience to future shocks to the global economy.%* One of their key recommendations
is that governments lead investment in the transition because they are in the position to make
long-term economic decisions, whereas private investment is largely run on short-term goals of
return. They recommended that these investments be funded with broad corporate tax measures,
emphasizing a tax on the digital giants and a minimum corporate tax. The panel proposed that
governments fund research and development in newer green technologies while providing
technologies already on the market with a greater market expansion through public procurement
and predictable emission reduction regulations. Despite being explicitly tasked with finding
“market-based policy options”, the report does not mention the use of tax credits. The report does,
however, recommend imposing taxes based on certain corporate practices, giving the example
of consuming rather than recycling materials.% In other words, the report explicitly advocates the
use of tax “sticks” rather than tax “carrots”.

European Union and Taxation for the European Green Deal

The European Union has a number of climate tax measures already implemented or soon to be
implemented. The EU has also produced documents that analyze and advocate for other tax
practices as part of a ‘green transition’.

Major Climate Tax Measures Implemented

In 2020, the EU approved the European Green Deal, an overarching set of policy initiatives
intended to build a fair economy that produces zero net emissions by 2050. One priority of the
EGD is to create a broad set of tax reforms that result in, “removing subsidies for fossil fuels,
shifting the tax burden from labour to pollution, and taking into account social considerations.”%
The EGD is informing new and updated tax policies.

The EU has a relatively long-standing set of tax policies that are intended to complement the
continent’s Emissions Trading System (ETS). Introduced in 2003, the Energy Taxation Directive
(ETD) set minimum excise tax levels on fuels that member countries must achieve, while being
free to design country-specific policies. The ETD is being updated to align with the European
Green Deal.!® As other climate actions have been implemented, broad exemptions in the ETD
have rendered it ineffective. A recent proposal calls for previously exempt sectors—notably
maritime and aviation—to be included. Importantly, member states have much less leeway to
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make exemptions on a national level. The updated tax will be assessed on energy content and
associated environmental impact of the energy products. The tax will also be indexed annually.1%

In October 2023, the EU will begin to phase in the Carbon Border Adjustment Mechanism (CBAM)
in order to address the issue of “carbon leakage”. Nations and economic regions that put a price
on emissions face the challenge of imports produced in jurisdictions with fewer restrictions on
emissions. CBAM will require importers to report the “embedded emissions” of an imported
product—the emissions created during its production—as well as any taxes or levies paid on
those emissions.'% The CBAM calculates the price of those emissions under the EU’s Emissions
Trading System (ETS) and charges importers the difference. The first sectors to be required to
report under the CBAM are some of the most carbon intensive and considered the most
vulnerable to carbon leakage. These include cement, iron and steel, aluminum, fertilizers,
electricity and hydrogen. CBAM is expected to be fully implemented by 2026, and aligns with
phasing-out the free allocation of emissions credits under the ETS.

The EU has also introduced a levy on member states based on their plastics usage, which
effectively constitutes a “plastic tax”, as part of its European Green Deal.’” Each member state
is able to design the tax it prefers as a way to collect the revenue for its contribution. Some
members will tax the manufacturers and importers of plastics. Others will tax the consumers of
plastics. The tax is expected to provide EUR 6 to 8 billion in revenue to the EU although its primary
purpose is to reduce plastic use.

Climate Tax Recommendations and Other Relevant EU Tax Measures

In 2021, the European Commission published an extensive review and inventory of tax measures
used to aid in a green economic transition. The study’s authors found that carbon taxes are the
most effective at reducing emissions. Regarding the use of tax incentives, such as tax credits, the
report bluntly states, “Tax incentives are ... probably the least important ... instrument to further
environmentally beneficial behaviour and decisions.”'% The study provides a number of insights
into how incentives can be best structured if they are used, but it recommends that governments
focus on three objectives when implementing climate tax measures: 1) whenever possible, target
emissions directly because proxies—such as the age of a technology—are not as effective, 2)
prioritize taxes over tax incentives because they have a far greater impact, and 3) reduce harmful
subsidies and incentives while implementing any necessary complementary measures to address
impacts on social equity or economic competition. Just like the G7’s panel of economists, the
report clearly advocates for “sticks” over “carrots”.

The most notable example of a recent tax stick used in Europe has been the implementation of
windfall profit taxes on the profits of fossil fuel companies. The European Commission
recommended a minimum 33% tax on fossil fuel companies’ “surplus profits”, which were defined
as profits above 120% of historical norms.® This tax returns a portion of unearned profits to
public hands. It also creates a disincentive for companies to take advantage of economic turmoil
and exercise their market power to hike margins.
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The European Commission’s review of climate tax policies noted that tax carrots are best
employed in situations where there are “positive externalities” such as research and development
(R&D). For example, the costs of learning-by-doing are borne by early innovators but can benefit
others within a sector. Tax incentives can induce R&D that might otherwise not be undertaken
because early participants bear excess costs. As described above, one of Canada’s major tax
expenditures is the provision of an investment tax credit for R&D. However, oil and gas extraction
companies have claimed a large share of this expenditure. Recently, Italy and Portugal have
updated their R&D tax incentives to preferentially support ecologically-oriented projects.1°

One of the most popular tax incentives used by European countries is intended to encourage
consumer uptake of zero-emission vehicles. However, these were considered significantly less
effective than those for R&D. Tax incentives for consumers were most effective when combined
with tax disincentives. For example, reducing the tax on a vehicle with lower emissions worked
best when the tax was also increased on vehicles with higher emissions.!!! It was also noted that
tax incentives for climate-friendly vehicles also had negative distributional consequences.

Other Climate Consumption Taxes

Other kinds of taxes—patrticularly consumption taxes—have been suggested or reframed as
climate taxes. The EU’s plastic tax is one example. Some argue that luxury goods should have a
higher carbon tax. Targeting luxury goods would be one way to deal with the greater climate
impact of consumption by the wealthy.'*? Economic modelling shows that a higher rate on luxury
items would be more effective at reducing emissions than a flat carbon tax, in addition to more
fairly allocating the cost of the tax.!*®* Canada recently introduced a luxury tax. However, it was
not connected with climate change. Another suggested target for climate taxes is aviation. One
potential form for the tax could be an escalating levy on each flight taken.'* This would counter
the regressive nature of consumption taxes.

Summary

Climate tax measures can take many forms. In behavioural terms, they can offer incentives
through tax breaks, or they can create disincentives through higher tax rates. The European
Commission’s comprehensive analysis of green transition tax measures stated that incentives
and disincentives need to work together, with the disincentives being more important. But they
can—and should—consider the revenue and redistribution effects. The United States’ Inflation
Reduction Act, which implemented its most significant climate spending, included important
revenue generating and redistribution tax mechanisms focused on the largest corporations.
Although they are intended to address a different problem—corporate tax avoidance—the largest
corporations are historical beneficiaries of carbon subsidies and many will likely benefit from IRA
spending. This gives the tax measures the added virtue of making those who most benefitted
from historical emissions, and continue to benefit from current emissions, pay for the climate
spending.
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Recommendations

Markets do not exist in the absence of governance. From the laws that protect property rights to
the international standards on weights and measures, governments are essential for markets to
function.!'® And, taxes are an essential component of government. Taxes, markets, and market
outcomes are not mutually exclusive.

A green industrial policy would make explicit the government’s indelible role in the economy and
its responsibility to lead a just transition to a green economy. That leadership will require large
investment in economic transformation, with fair taxation as part of fiscal management to support
it. But taxes do more than just generate revenue for governments. They also redistribute income
and wealth, and regulate behaviour. Redistribution needs to play a greater role to 1) reduce the
extraordinary climate harm caused by wealth and income inequality, 2) provide more resources
to vulnerable communities, which bear the brunt of climate impacts, and 3) prevent climate
spending from adding to wealth concentration. Behaviour regulation needs to use both carrots
and sticks, and should focus on businesses, which respond to financial incentives in a much more
straight-forward manner than individuals.

The particularities of tax design and implementation are always complicated. There are
challenges to ensure that taxes are applied appropriately and effectively. Using taxes as part of
climate action compounds these difficulties. Trying to fine-tune and target taxes as a way to
decrease emissions faces issues with data gathering and analysis to ensure compliance. The fact
that climate change is a global problem also means there are coordination issues across
jurisdictions. Unfortunately, we lack a global body authorized to ensure coordination of investment
and taxes.

Given the difficulties of tax design, our recommendations are focused on broad measures for
revenue and redistribution as a way to better balance economic power. However, we also
recommend changes to the existing tax measures to more effectively match “sticks” with “carrots”.
We also recommend ways to improve the government’s plan to end subsidies for fossil fuels.

With the principles of green industrial policy and tax fairness in mind, we recommend the following
changes and additions to the tax system.

Support public investment and rebalance economic power

1. Implement a wealth tax.

A wealth tax has long been advocated as a way to improve economic equality.!'® However, it
would also address the primary beneficiaries of past carbon emissions, and the outsized climate
impact of the wealthy. A progressive tax on fortunes greater than $10 million—affecting less than
one half of one percent of Canadian households—would bring in more than $400 billion over ten
years.'” A portion of that revenue should be devoted to international assistance for areas of the
globe paying a heavy toll for the climate crisis. Affected populations in those areas typically have
gained the least benefit from historical emissions.
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2. Fully tax capital gains.

Capital gains exclusion overwhelmingly benefits the wealthiest Canadians. In order to mobilize
investment toward productive purposes, the government should eliminate this loophole and lead
with its own investment, rather than leave in place an extremely regressive tax measure that is
not getting us the kind of investment that is needed.!8

3. Create a windfall profit tax.

Windfall taxes are useful for returning public money to public hands. They also create a
disincentive for companies with pricing power to hike profit margins when demand increases.
During World War 1l, the government imposed an 80% excess profit tax to discourage war
profiteering. It taxed the excess at 100% and provided a 20% refund after the war.'*® As noted
above, the EU has implemented a windfall tax on oil and gas companies as part of returning
excess profits to the public.

Additional measures to consider.

a. Make the corporate income tax progressive.

Applying the logic of the Carter Commission, because of their greater economic power,
corporations with higher levels of profit should pay a higher marginal tax rate. As with the
individual income tax system, this reasoning is even more important in the context of the climate
crisis.

b. Increase the progressivity of the personal income tax.

Adding more top tax brackets would redistribute economic power and provide revenue from the
government’s spending on economic transition. It would also signal the government’s commitment
to following the recommendation of the Carter Commission to allocate taxes according to
economic power.

Add “sticks” to match environmental “carrots”

1. Create conditions for clear public benefits from green tax credits.

The government has promised labour conditions for some of the newest tax credits. While the
design of these conditions is still being worked out, the initial descriptions are underwhelming.
The kinds of jobs covered are very limited, and disproportionately employ men. The credit is still
available to employers that fail to meet the conditions, although at a lower rate. Labour conditions
need to be strengthened, with particular attention to those under-represented in the current labour
market, and supplemented with additional conditions.

a. Comprehensive labour protection.

All climate tax credits should include labour conditions that assure fair wages across a broader
range of jobs and greater employment opportunities for marginalized workers. Employers should
be required to meet them to qualify. If a project cannot be feasibly undertaken while meeting these
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conditions, but is essential to a just transition, then direct public sector leadership and investment
is likely required.

b. Alignment of investments with national climate commitments.

Recipients of credits for clean technology investments should be required to have a plan to
achieve measurable benchmarks that align with Canada’s carbon reduction commitments. Failure
to achieve benchmarks should result in a clawback of the credit.

c. Public disclosure of credit recipients.

The public deserves to know which companies are claiming which credits. This will improve the
transparency and accountability of claimants and help ensure investments are actually beneficial.

d. Penalties for ineligible claimants.

Tax credits create incentives not only to invest in qualifying activities but also to game the tax
system. Penalties for attempting to claim the credit without actually qualifying would discourage
this kind of tax avoidance.

e. Advance refundable credits to qualifying not-for-profit enterprises.

As mentioned above, the 2023 budget is making the tax credit for investment in clean energy
generation and distribution available to non-taxable entities like public utilities. The IRA has a
similar provision with an important addition that these funds will be provided to qualifying entities
upfront. The Canadian government should follow suit. This should also serve as a model to
encourage more investment in climate transition by not-for-profit enterprises, such as non-profit
cooperatives, and generally incentivize the creation of purpose-built not-for-profits in the
burgeoning green economy.

2. Strengthen the carbon pricing system
The current government has expended a great deal of effort getting a nationwide system of carbon
pricing in place. While this is a significant achievement, there remain shortcomings with the
system. Most notably, the oil and gas sector, among others, continues to receive preferential
treatment. The reasons for this treatment are understandable. However, there are solutions that
would make the system more fair.

a. Implement a carbon import tariff and carbon export refund.

The government has significantly reduced the cost of carbon for some of Canada’s highest
emission industries because they are “trade exposed”, and the cost of the carbon levy would put
them at a competitive disadvantage. This can be resolved by 1) imposing a tariff on imports from
countries without comparable carbon pricing, sometimes referred to as a carbon border
adjustment, and 2) providing a refund on the carbon price for exports intended for markets with
lower or no carbon pricing to keep Canadian goods internationally competitive. The government
has undertaken consultation on a “border carbon adjustment” but has not provided a timeline for
introduction.
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b. Phase out free allowances in the OBPS

As we have described, free disposal of emissions allowed the fossil fuel sector to overdevelop
and to generate excessive profits. This unfair advantage is maintained by the free allowances of
the OBPS. As the import tariff and export refund system is implemented, the free allowances now
generously granted should be phased out. The EU has recently proposed a similar approach as
discussed above.

c. Monitor and address distributional impacts.

As noted, the existing carbon tax is modestly progressive based on how the rebates are
distributed. Going forward distributional impacts need to be continually monitored and, if unfair,
addressed. One of the most prominent is the relative impact on rural households, which tend to
be more reliant on fossil fuels and therefore more heavily hit by the carbon tax. Remote
Indigenous communities that depend on gas generators and long-distance transportation of
goods may also be unfairly impacted. Folks that are under-served, such as the unhoused, could
be missing out on their carbon tax rebates. Other unforeseen harms may be disproportionately
affecting members of vulnerable communities. All of this should be monitored.

Additional measures to consider.

a. Directly tax high-emission assets and/or dividends.

It is an axiom among economists that if you want less of something, you tax it, and if you want
more of something, you subsidize it. The axiom suggests that ‘dirty’ bucks from high-emission
sources should be taxed more heavily than ‘clean’ bucks. Dirty assets should be taxed directly as
part of reducing their prevalence. The revenue could help rehabilitate lands despoiled by already
abandoned wells. However, the tax should not be a substitute for industry financing the clean-up
of current assets. This would be a type of ‘capital tax’, which Canada actually uses in a very limited
way on the taxable capital of financial institutions above $1 billion.

Using a differential tax rate on dividends has a precedent in the treatment of domestic vs. foreign
dividends. This is intended to encourage investment dollars to remain in Canada and help
maintain Canadian ownership of domestic assets, which was one of the taxation goals identified
by the Carter Commission. We similarly want to encourage more investment in lower emission
assets.

Aggressively and comprehensively eliminate publicly-funded support for
fossil fuels.

The Trudeau government has provided an assessment framework for identifying subsidies that
are “inefficient”. However, the plan for subsidy elimination continues to lack clarity and contains
problematic loopholes. Further, the policies covered are narrowly defined and exclude other kinds
of support, including some within the tax system
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1. Clarify assessment criteria for ‘inefficient subsidies’.

As currently described, the assessment criteria leave too much room for interpretation. Clear
metrics and thresholds are needed to allow for external assessment. This is essential to prevent
wasteful support and ensure public accountability.

2. Provide a public timeline for eliminating subsidies and other supports.

The federal government should make public any “inefficient” subsidies it identifies and provide a
timeline for their elimination.

3. Identify and eliminate other public supports, such as overly generous CCAs.

Our tax analysis shows that fossil fuel sectors have benefited from excessively generous CCA
rates, but similar to the publicly-funded financial support recieved from Export Development
Canada, it is likely that they will not be considered ‘subsidies’ under the current framework.'2°
There are likely other supports, both intentional and unintentional, within federal policies. Whether
through broadening the criteria of the assessment framework or by other means, these supports
need to be identified and eliminated as part of achieving our climate responsibilities.

4. Monitor and address distributional impacts.

Workers and communities that have become dependent on fossil fuel production should not bear
the cost of eliminating public supports for the industry. Where these groups are being harmed,
public supports should be offered.
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EXPLAINER BOXES

Box 1: Money-creation & fiscal management

Recently, it has become more widely understood that countries that issue their own currency do
not need to acquire financial resources in order to spend.'?* These countries have what some
refer to as “monetary sovereignty”, which includes Canada. Currency-issuing governments
literally spend money into existence.'?? Unfortunately, some misinterpret this fact to mean that
these governments do not need revenue.'?® This is incorrect for two reasons.

First, while the Canadian government does not need to acquire financial resources in order to
spend, all governments must acquire non-financial resources regardless of their money-creation
capabilities. By focusing on the money, “the shadow is mistaken for the substance.”'?t
Governments used to levy non-financial resources from their populations. As recently as the
1920s, Alberta municipalities accepted labour as a form of tax payment.?® Without getting into
the messy debates about the nature of money, we can state that money represents an unfulfilled
claim on goods or services.'?® The Government of Canada can use its unique money creation
capability to make such a claim. But it cannot do so endlessly. Goods and services used by the
government become unavailable to households and businesses, at least temporarily. Those
goods and services are used for public provision, rather than private provision. Taxes are a way
of making everyone contribute to public provisioning.

Second, we can turn to etymology to help us understand the role of revenue in the federal
government’s fiscal operations. The Old French origin of ‘revenue’ means “a return”.*?” Revenue-
generation by a currency-issuing government is a way of returning publicly-created money back
to public control. Stephanie Kelton, a prominent figure advocating for greater understanding of
monetary sovereignty, makes the point that the idea of ‘tax-and-spend’ (or ‘borrow-and-spend’) is
not applicable to money-creating governments.!?® Rather, those governments spend-and-tax(-or-
borrow). Taxes are a way of returning spent funds to the public that originated them.

Once spent into an economy, public money will circulate and concentrate. Households and
businesses will respond to the intertwining effects that this money has on spending, saving,
investment, prices, and exchange rates, as well as income and wealth distribution. Money-
creating governments have a fiscal responsibility to manage monetary flows, including to reduce
unequal economic power. Taxes are a key mechanism in this regard.
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Box 2: Government spending & corporate profits

In 2021, Canadian corporations had after-tax profits of $518 billion, which is a record high by a
wide margin.'?® Where did those profits come from? There are lots of possible microeconomic
explanations for the profits of a particular business or sector. Was it a cost-cutting innovation?
Was it market power-enabled price-gouging? We will continue to debate these particulars as long
as there are private sector profits. However, we can also gain valuable insights from a
macroeconomic perspective.°

Likely the best known equation in macroeconomics is
Y=C+I1+G+(X-M)

This is Keynes’ national income identity for an open economy where,
Y: national income,

C: consumption,

I: investment,

G: government expenditure,

X: exports,

M: imports.

We can rearrange the equation into

Y-C=1+G + (X-M)and recognize that income less consumption equals savings (S), which we
can decompose into business savings (Sg) and nonbusiness savings (Sns).

Sg+Swe=1+G+ (X-M)

Business savings are equivalent to after-tax profits (P) less dividends (D).
With slight rearrangement, we can construct the following identity,
P=1+G+ (X-M)+D-Sne

Therefore, we can say—by identity—that aggregate after-tax profits rise when dividends, exports,
investment, or government expenditures increase, and fall when imports or nonbusiness saving
increases. Of particular interest for our purposes is the fact that increased government spending
will, all else being equal, result in higher after-tax profits.

Achieving the industrial transformation necessary to have a green economy will require large
government expenditure. All else being equal, this will translate into higher corporate profits
without any innovation or gain in productivity required. Because corporate ownership is very
unequally distributed, higher corporate profits overwhelmingly benefit the wealthy. Of course, the
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guestion of which sectors or specific corporations reap that profit cannot be answered with
macroeconomic analysis.

Box 3: Government subsidies for fossil fuels

Calculating the value of Canadian subsidies for the extraction, production, and use of fossil fuels
is complex due to the lack of transparency in both government and corporate finances as well as
differing definitions and calculation methodologies. As a result, the estimates range greatly. For
example, the International Monetary Fund estimates Canada’s fossil fuel subsidies to be $49.4
billion in 2022, including the externalized costs of carbon emissions on health and the
environment.'3! The Parliamentary Budget Officer’s estimate put the number closer to $19 billion
in 2021, and they make no attempt to put a cost on externalities, but do include important tax
breaks and direct investments not explicitly included in the IMF’s estimate.'3? Other estimates do
not include big ticket items like Canada’s direct investment in various fossil fuel projects such as
the Trans Mountain Pipeline, resulting in significantly lower estimates.*** However, all estimates
conclude that public subsidies for fossil fuels in Canada range in the billions annually.

Box 4: Canada’s tax system

Canada’s tax system has two broad components: 1) the benchmark tax system, and 2) tax
expenditures.

The benchmark system has three parts: the tax base, tax rate(s), and tax bracket(s). The tax base
is the income subject to taxation. It is determined by the income included and the deductions
allowed. Tax rates and tax brackets determine how much of the taxable income is to be remitted
to the government based on the level of income. Personal and corporate income taxes have
distinct benchmark systems.

The logic of the personal and corporate tax bases is the same, as both are intended to include all
income from all sources with some exceptions, the most notable of which is capital gains.
However, the ways that taxable income for individuals and corporations gets determined is quite
different based on the deductions allowed. The rate and bracket structure are also significantly
different. The corporate income tax system has just one bracket with a single rate, while the
personal income tax system currently has six brackets. The tax rates and brackets make the
benchmark personal income tax system progressive.

Tax expenditures are generally provided on the basis of 1) taxfiler attributes, such as age and
marital status, 2) income attributes, such as being from foreign sources, or 3) types of activities,
such as paying tuition or investing in low-emission technology. Tax credits, in particular, are
offered by governments as a way to encourage certain types of behaviour, such as training in a
trade or profession.
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Box 5: Depreciation & Capital Cost Allowances (CCAS)

When a corporation makes an investment in productive assets they do not immediately expense
the full cost. Instead, they deduct a portion of the cost over an extended period of time. This
accounts for the fact that 1) their expenditure gained them a valuable asset, and 2) the value of
that asset will likely fall over time due to wear-and-tear and/or obsolescence. The ideal would be
for an investment to get deducted as an asset’s value declines. However, this is practically
impossible to measure. Instead, companies are allowed to deduct a portion of the investment cost
based on estimates of a productive asset’s useful life. Companies report depreciation as part of
their financial disclosures. Recorded depreciation is based on accounting rules and is intended to
provide shareholders with an accurate picture of a company’s balance sheet. CCAs are claimed
based on rates defined by the government for different classes of productive assets.'** An
accelerated CCA provides an increased rate, which allows a company to expense more of an
investment each year, which is intended to induce greater investment.
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Appendix 1: Sectoral finance comparison, 2010-9

The table below compares the average values of several major financial metrics for twelve of
Canada’s biggest non-financial sectors over the pre-pandemic decade. By some of the metrics,
oil and gas extraction has been the largest non-financial sector in the country. It has had the
largest value of total assets (not shown), fixed assets, and operating profits. The other identifiable
fossil fuel sectors—refineries and pipelines—also rank highly in terms of fixed assets and
operating profits. Coal is included in mining and quarrying, which ranks third in terms of fixed
assets. Pipelines had the largest operating profit margin. Conversely, the fossil fuel sectors all
rank near or at the bottom in terms of operating asset turnover rates, which measures the amount
of operating revenue per dollar of fixed assets. Among the forty sectors included in the data
source, pipelines and oil and gas extraction had the lowest and second lowest asset turnover
rates, respectively. The three fossil fuel sectors also rank much lower in terms of labour expenses.
Oil and gas extraction has 20% of all fixed assets of the non-financial sectors, but only 2.9% of
the labour expenses. If we move from financial values to employment, oil and gas extraction
comprises an even smaller share of 0.7%.1° Refineries have 1.3% of labour expenses and 0.13%
of employees. This is evidence of the fact that fossil fuel sectors employ a relatively small portion
of Canada’s labour, but the jobs are relatively well paid.

Fixed Operating Operating Labour Operating  Profit Asset

Sector assets revenue expenses expenses | profits margin turnover
0]] & gas $362 $145 $138 $16 $26 | 18.2% 0.40
extraction

Fossil fuel $123 $133 $123 $7 $11 8.1% 1.08
refineries

Mining & quarrying $98 $46 $43 $7 $4 8.8% 0.47
Transportation & $92 $142 $130 $32 $12 8.4% 1.54
delivery

Utilities $77 $47 $43 $2 $4 8.7% 0.61
Agriculture, $68 $66 $62 $9 $4 5.5% 0.96
forestry, fishing &

hunting

Construction $67 $297 $282 $72 $15 5.0% 4.44
Tele- $54 $64 $52 $10 $13 | 19.4% 1.19
communications
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sectors

Metals & metal $53 $110 $104 $23 $6 5.8% 2.09
product

manufacturing

Arts & $50 $93 $90 $29 $3 2.9% 1.85
entertainment

Pipelines $50 $17 $12 $1 $5 | 30.0% 0.35
Total non-financial | $1,781 $3,324 $3,149 $551 $197 5.9% 1.87

Note: Values in billions, except for profit margin and asset turnover. Values are annual averages for 2010-
19. ‘Profit margin’ is ‘Operating profits’ divided by ‘Operating revenue’. Asset turnover is ‘Operating revenue’
divided by ‘Fixed assets’. ‘Oil and gas extraction’ and ‘mining and quarrying’ both include support activities
for the same. StatCan table 33-10-0500-01: Balance sheet, income statement and taxation statistics with
selected financial ratios, by non-financial industries.
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Appendix 2: Corporate finance comparison, 2000-19

The table below compares the average value of several financial metrics, plus employment, for
Canada’s ten most profitable non-financial corporations over the two decades before the
pandemic. Fossil fuel companies are seven of the ten most profitable. When ranked by fixed
assets instead, these seven companies remain in the top 10. Conversely, when ranked by number
of employees, they are found much lower. All seven companies have fewer than 10,000
employees, while among the three non-fossil fuel companies in the top 10, the fewest employees
is 23,100. All of the companies have an overall effective tax rate well below the average statutory
rate, which was 31.5% over the 20 year window.

Fixed Total Operating Pre-tax Profit Effective

Company assets | revenue  expenses profits Employees margin tax rate
Bell

$21.6 $20.0 $12.2 $3.4 57,000 [ 17.1% 14.6%
CNR

$24.6 $9.3 $5.0 $3.1 23,100 | 33.8% 13.9%
Imperial

$20.0 $25.0 $21.2 $3.1 5600 12.5% 22.8%
Suncor

$41.6 $24.1 $17.6 $2.9 9,300 [ 12.1% 22.4%
Canadian Natural
Resources $38.6 $11.7 $5.4 $2.5 5400 | 21.7% 9.2%
TC Energy Corp

$34.6 $9.5 $5.0 $2.0 6,700 | 20.5% 14.2%
Magna
International $6.4 $31.9 $290.1 $1.9 107,800 5.8% 26.4%
Husky Energy

$20.5 $15.7 $12.1 $1.6 4,640 | 10.1% 20.4%
Teck Resources

$17.5 $7.3 $4.8 $1.5 8,800 [ 20.9% 26.3%
Enbridge

$34.5 $21.1 $17.4 $1.5 8,000 7.2% 11.3%

Note: Based on analysis of Compustat database. Values in billions, except employees, which is in number
of employees, rounded to the nearest 100.
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