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EXECUTIVE SUMMARY

Prime Minister Justin Trudeau has announced his intention 
of forging a national climate change strategy with the 
provinces to reduce carbon dioxide (CO2) emissions to at 
least 30 percent below their 2005 levels by 2030. Yet without 
a national standard for emissions pricing, and a federal 
mechanism to enforce it, the country has been left with 
a hodgepodge of highly disparate provincial emissions 
regulations that put Canada in no better position to achieve 
current emissions targets than it was to meet past targets. 
The federal government needs to assume a leadership 
role by establishing a national carbon tax that can be 
harmonized with existing provincial pricing mechanisms 
to achieve national emissions reduction targets. 

THE GLOBAL CHALLENGE

With atmospheric carbon already registering a record 
409 parts per million,1 the world has less than three 
decades left at the rate of current annual global emissions 
before carbon readings breach the critical 450 level, a 
threshold the world’s scientific community warns the 
world must not exceed. In an effort to remain within that 
carbon threshold and avert the worst consequences of 
emissions-driven climate change, there is a widespread 
and growing international effort to dramatically reduce 
carbon emissions. Representatives from more than 150 
nations recently went to New York on April 22, Earth Day, 
to sign commitments they made earlier at the twenty-first 
session of the Conference of Parties to the United Nations 
Framework Convention on Climate Change (COP 21) 
in Paris to restrict the growth of future greenhouse gas 
emissions.

The growing urgency for action follows mounting evidence 
not only of anthropogenically induced climate change but 
also the huge costs that it poses for the global economy. 
The increased frequency of extreme weather events has 
already caused billions of dollars of flood and drought 
damage, while rising sea levels threaten to inundate low-
lying coastal regions within this century and submerge 
billions of dollars of coastal real estate.2 Left unchecked, 
emissions-driven climate change is expected to induce 
major economic dislocation around the world. Moreover, 
the longer the world waits to reduce emissions, the greater 
the economic costs associated with runaway global climate 
change. 

1	 See https://scripps.ucsd.edu/programs/keelingcurve/.

2	 Risky Business: The Economic Risks of Climate Change in the United 
States, an in-depth assessment of the vulnerability of the US economy 
to climate change, sponsored by former New York mayor Michael 
Bloomberg and former Treasury Secretary and Goldman Sachs 
executive Henry Paulson, estimates that by as early as 2050, between 
US$66 and US$106 billion of existing US coastal property will be 
below sea level (Risky Business Project 2014).

Initial studies of the economic damage posed by climate 
change — such as the landmark report by Lord Nicholas 
Stern prepared for the British Parliament — estimated as 
much as a 20 percent reduction in global GDP. Updated 
estimates from the London School of Economics Grantham 
Research Institute on Climate Change suggest that even 
larger economic impacts may soon be on the horizon 
as climate change forces an increasing share of global 
investment to be diverted from building new productive 
capacity to repairing damaged infrastructure while forcing 
the movement of entire industries and, potentially, more 
than 600 million people from low-lying coastal areas (Dietz 
and Stern 2014). 

In Canada, the financial impacts of climate change are 
already being felt with the increased frequency of costly 
extreme weather events such as the record flooding that 
caused more than a billion dollars of flood damage in 
Calgary in 2013 and the catastrophic forest fires that 
recently ravaged Fort McMurray, forcing the largest 
evacuation in Alberta’s history. Insurance claim estimates 
from the fire have run as high as $9 billion (Morgan 2016).3 
While there is no ironclad mechanism for linking specific 
devastating events such as the Fort McMurray area fire to 
climate change, global research indicates that the boreal 
forest has not burned this frequently in at least the last 
10,000 years. In Canada, home to one of the largest boreal 
forests, annual forest losses due to fires are already running 
at double what they were only decades ago, in line with 
rising average temperatures (Schwartz 2016).

The mounting economic costs of climate change challenge 
traditional notions that there is a fundamental trade-off 
between economic growth and environmental protection. 
In the past, the fossil fuel industry has warned that 
switching from low-cost fuels to higher-cost renewable 
energy sources will come at the expense of future economic 
growth. But in a world that will soon incur increasing 
economic costs from emissions-driven climate change, 
the polar opposite is true. Failure to reduce reliance on 
fossil fuels does not accelerate growth, but rather hastens 
the pace of climate change, bringing with it mounting 
costs and disruption to the global economy. If those costs 
are to be minimized, decarbonization provides the only 
environmentally sustainable path for future economic 
growth. 

CANADA’S EMISSIONS REDUCTION 
COMMITMENTS 

Decarbonization is commonly measured by reducing 
emissions per unit of GDP. Stabilizing the carbon footprint of 
a dynamic economy requires that carbon emissions per unit 
of GDP must fall at the same rate that GDP expands. Most 
developed countries, including Canada, have committed 

3	 Unless otherwise noted, figures are in Canadian dollars.
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to sizable absolute reductions in future emissions levels, 
which requires that the rate of decarbonization in the 
economy exceed the rate of economic growth. For that 
condition to hold, future growth in the Canadian economy 
is only possible through deep cuts in emissions per unit 
of GDP.

Canada formally committed to decarbonizing its economy 
when the former Harper government pledged to reduce 
the country’s 2020 emissions to a level 17 percent below 
2005 levels at the United Nations 2009 Copenhagen 
Climate Change Conference. Subsequently, just prior to the 
2015 federal election, the Harper government committed 
Canada to even deeper decarbonization with its pledge to 
reduce 2030 emission levels 30 percent below 2005 levels. 
Canada’s emissions reduction targets are broadly in line 
with other Organisation for Economic Co-operation and 
Development economies, and very closely calibrated to 
those of the country’s major trading partner and neighbour, 
the United States (President Obama pledged to reduce US 
emissions by 26–28 percent by 2025).

While the emissions reduction targets themselves call for 
broad and rapid decarbonization of the country’s economy, 
actual Canadian emissions have performed notoriously 
poorly relative to their targets. The Canadian legacy of 
badly missed emissions targets dates back to the country’s 
original emissions reduction obligations under the Kyoto 
Protocol, which the Harper government ultimately chose 
to withdraw from in 2011 when compliance was hopelessly 
out of reach. In contrast, the United States is largely on 
track to meeting its emissions targets, owing, for the most 
part, to the widespread replacement of coal by shale gas in 
power generation.4

The Harper government’s commitment to achieving its 
emissions reduction targets was viewed with widespread 
skepticism, both at home and abroad, given its ardent 
support for the massive and rapid development of the 
Alberta oil sands, the single largest industrial source of 
carbon pollution in the country. However, the political 
landscape of the country has changed dramatically with 
the election of a new Liberal government under Justin 
Trudeau, which claims to have made climate change 
mitigation a policy priority, a point emphasized by the 
renaming of the Ministry of the Environment as the 
Ministry of the Environment and Climate Change. Prime 
Minister Trudeau reaffirmed the country’s commitment to 
achieving the Harper government’s emissions reduction 
targets at COP 21, calling them a bare minimum for his 
administration. 

4	 Once accounting for more than half of all power generation in the 
United States, coal’s share fell to a record low 34 percent in 2015 as 
cheap natural gas continued to close coal plants around the country. 
As a result, actual CO2 equivalent emissions (CO2e) from the power 
sector have already fallen 18 percent below 2005 levels, more 
than halfway to achieving President Obama’s goal of a 32 percent 
reduction in emissions from power plants by 2030 (Goldenberg 2016).

Minimum or not, there is still no credible plan for the 
country to achieve either its short-term emissions target for 
2020 or its longer-term target for 2030. While the emission 
intensity of the Canadian economy has declined, CO2e 
emissions5 are still strongly tied to economic growth. The 
only period in which emissions fell was from 2008 to 2010, 
where emissions declined by almost 10 percent during 
one of the country’s deepest postwar recessions. Canada’s 
emissions resumed their upward trajectory on the heels of 
an economic recovery and by 2013 had recovered roughly 
half the emissions reductions incurred during the last 
recession (see Figure 1).

Barring another major recession, Environment and Climate 
Change Canada projects that emissions will continue to 
rise, reaching 766 megatonnes (Mt) by 2020, more than 140 
Mt above the target level. The amount by which Canada is 
projected to miss its 2020 emissions target is broadly equal 
to the emissions from electricity generation and from 
buildings — more than 20 percent of the country’s total. 
Moreover, Environment and Climate Change Canada 
projects that the country is on course to miss the longer-
term 2030 target by an even greater margin — it estimates 
that CO2e emissions will increase to between 768 Mt and 
870 Mt by 2030, compared to Canada’s commitment to 
reduce 2030 emissions to 524 Mt (30 percent below 2005 
levels).

Even in Environment and Climate Change Canada’s most 
optimistic low emissions projection, emissions will still 
come in a staggering 244 Mt (roughly 45 percent) above 
the 2030 target. While cancelled oil sands expansion 
projects and the potential closure of some existing bitumen 
production could reduce this amount, the fact remains that 
even if the oil sands and its more than 60 Mt of emissions 
were entirely mothballed, Canada’s emissions would still 
be on track to come in almost 200 Mt higher than targeted. 
Clearly the challenge the country faces in meeting its 
emissions targets is not simply about the emissions profile 
of one industry. Instead, the magnitude by which targets 
are likely to be missed suggests an urgent need to achieve 
economy-wide reductions in CO2e emissions.

THE NEED FOR A NATIONAL STANDARD 
FOR CARBON PRICING

There is a widespread consensus among economists that 
taxing/pricing emissions is the most efficient mechanism 
for achieving economy-wide decarbonization, although 
— in the absence of meaningful emissions prices — 
regulatory changes, such as Ontario’s decision to phase 

5	 CO2e measures the impact of other greenhouse gases on global 
warming by expressing them as an equivalent amount of CO2. 
Environment and Climate Canada’s measure includes seven 
greenhouse gases: CO2, methane, nitrous oxide, sulphur hexaflouride, 
perflurocarbons, hydrofluorocarbons and nitrogen triflouride.
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out coal-fired generating plants, can significantly reduce 
emissions in some sectors. 

Not only do emissions prices provide direct financial 
incentives for carbon polluters to reduce their emissions, 
but they also incent technological change in favour of 
non-emitting renewable energy. If Canada is at last going 
to live up to the emissions reduction targets that it has 
pledged to the international community, the country will 
need to price carbon emissions much more aggressively 
than it has in the past and it will need to do so across the 
entire economy, not just in selected provinces that have 
chosen their own emissions pricing regimes.

Economic models project that carbon prices as high 
as $150–$200 per tonne will be required to lever the 
emissions reductions mandated by the country’s 2030 
commitment.6 Those emissions prices are five to almost 
seven times the highest price being currently charged 
in any Canadian jurisdiction. Projected triple-digit 
emissions prices estimated to achieve the 2030 Canadian 
emissions reduction target are broadly in line with 
emissions prices in other countries that have achieved 
the deep decarbonization sought by the Canadian target.

For example, Sweden, a country that is targeting to cut 
its emissions to 40 percent below its 1990 levels by 2020, 

6	 See, for example, Nicholas Rivers (2014), who argues the country will 
have to impose a tax at least equal to $150 per tonne. Environmental 
economist David Sawyer (2013) estimates the country will need a 
carbon tax as high as $180 by 2030 to achieve the emissions reduction 
targets pledged by the Harper and now Trudeau governments. An 
advisory committee to BC Premier Christy Clark urged for carbon 
taxes as high as $150 per tonne by that date (McCarthy 2016a). 

introduced a carbon tax in 1991 at US$133 per tonne, 
which was raised in 2014 to more than US$150 per tonne. 
In addition, regulatory measures were taken to switch 
fuel sources for power and heat generation that had 
effective carbon prices of well over US$100 per tonne.7

A national emissions price has played a central role in 
decarbonizing the Swedish economy. Unfortunately, 
no such price yet exists in Canada. Instead, the federal 
government, best positioned to establish a national 
emissions price, has so far abdicated responsibility 
for emissions pricing to the provinces. The result is a 
disjointed patchwork of different provincial regulations 
with widely divergent emissions prices and, in some 
cases, no mechanism to price emissions at all.

PROVINCIAL DISPARITIES IN EMISSIONS 
PRICING AND EMISSIONS TRENDS

The high-water mark for emissions pricing in the 
country remains British Columbia’s $30 per tonne carbon 
tax, providing an obvious benchmark for a federally 
mandated national emissions price. First introduced in 
2008 by then BC Premier Gordon Campbell at $10 per 
tonne, the province’s carbon tax was originally intended 
to be raised by $5 per tonne every year. The province’s 
current premier, Christy Clark, froze the tax at $30 per 
tonne during the 2013 provincial election campaign, 
arguing that the rest of the country needed to catch up on 
pricing emissions before British Columbia could increase 
its carbon tax rate any further. 

7	 See www.carbontax.org/where-carbon-is-taxed/#Sweden.

Figure 1: Canada CO2e Emissions and Emissions Targets
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Alberta intends to introduce its own carbon tax next year. 
In 2017, the province’s first New Democratic Party (NDP) 
government will roll out a new economy-wide carbon tax 
of $20 per tonne, which will be raised to $30 per tonne 
the following year. The province will also be imposing 
a hard cap on annual emissions from the oil sands and 
has pledged to shut down all coal-fired power plants by 
2030 (coal-fired power plants currently produce almost 
40 percent of Alberta’s power). 

Whereas both Alberta and British Columbia have opted 
for administratively less costly and readily transparent 
carbon taxes, Quebec and Ontario have turned to more 
complex and opaque cap-and-trade systems to price 
emissions. In 2013, Quebec introduced a cap-and-trade 
system and later integrated its system with California’s, 
creating the first cross-border carbon market in North 
America. The province originally set a price floor of $10.75 
per tonne for emissions prices but committed to raising 
this price annually. Emissions credits have recently been 
trading in the $15–$17 range and emissions allowances 
are expected to auction for around $20 per tonne by 
the end of the decade. Ontario has announced that it 
will be joining this program — known as the Western 
Climate Initiative — in 2017 through its own cap-and-
trade program, with initial emissions prices expected to 
be auctioned at around $18 per tonne (Government of 
Ontario 2016).

While cap-and-trade systems in Quebec and Ontario 
provide a mechanism to raise emissions prices in the 

future, current auction prices fall well short of thresholds 
that would adversely impact demand for fossil fuels and 
are a fraction of the emissions prices that will ultimately 
be needed to achieve national emissions reduction targets. 
Ontario’s new cap-and-trade system, for example, will 
add only 4.3 cents per litre to the price of gasoline and 
only 3.3 cents per cubic metre to the price of natural gas, 
roughly a $5 per month increase in costs for households 
relying on gas heating (ibid., 27). The impact of these 
emissions-driven price increases on either motor fuel 
consumption or use of natural gas heating, and hence the 
emissions associated with the combustion of these fuels, 
is marginal at best. 

There are currently no carbon pricing mechanisms at all 
in Newfoundland, Nova Scotia, Prince Edward Island, 
New Brunswick or Manitoba, although the former NDP 
government in Manitoba made a commitment to joining 
the Western Climate Initiative’s cap-and-trade system at 
some point in the future (Canadian Press 2015).

Interprovincial differences in emissions pricing are 
exceeded by even larger differences in actual emissions 
performance. Some provinces have actually reduced their 
carbon footprint while others have significantly increased 
their emissions. Ontario and Quebec have both lowered 
emissions below 1990 levels, the original base year for the 
Kyoto Protocol (see Table 1). Both provinces can thank 
their largely non-emitting power generation systems and 
a contraction of their industrial base for the favourable 
emissions result. At the other end of the spectrum, Alberta’s 

Table 1: CO2e Emissions by Province and Territory, Canada, 1990, 2005 and 2014

Province or Territory
1990 Greenhouse  

Gas Emissions 
(Mt of CO2e)

2005 Greenhouse  
Gas Emissions 
(Mt of CO2e)

2014 Greenhouse  
Gas Emissions 
(Mt of CO2e)

Newfoundland and Labrador 9.6 10.2 10.6

Prince Edward Island 2.0 2.1 1.8

Nova Scotia 20.0 23.5 16.6

New Brunswick 16.4 20.5 14.9

Quebec 89.1 89.7 82.7

Ontario 181.8 210.6 170.2

Manitoba 18.7 20.7 21.5

Saskatchewan 45.1 69.6 75.5

Alberta 175.2 233.0 273.8

British Columbia 52.9 65.2 62.9

Yukon 0.5 0.5 0.3

Northwest Territories 1.6* 1.7 1.5

Nunavut n/a 0.3 0.3

Note: n/a = not applicable. 
* 1990 emissions data for the Northwest Territories include emissions for Nunavut, which was part of the Northwest Territories until 1999. 
Data source: Environment and Climate Change Canada (2016).
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emissions have risen by nearly 60 percent since 1990, while 
Saskatchewan’s have risen by almost 70 percent. 

Power generation has been a key factor in determining 
differences in provincial emissions trends. Quebec’s 
hydro-based power generation system is essentially 
emissions free. In Ontario, which closed the last of its 
coal-fired plants in 2014, power generation accounts for 
less than 10 percent of total emissions. By comparison, 
power generation in largely coal- and gas-fired systems in 
Saskatchewan and Alberta accounts for more than twice 
the percentage of total provincial emissions compared to 
Ontario (McCarthy 2016a).

Natural resource endowments, in particular the location 
of oil and gas deposits, have also had a major impact in 
shaping provincial emissions trends over the last two 
decades. In Alberta, the oil sands and the rest of the oil 
and gas industry account for nearly half of total provincial 
emissions, while in neighbouring Saskatchewan, the oil, 
gas and mining sectors account for just over one-third 
of emissions. By contrast, emissions from the oil and gas 
sector are trivial in Ontario and Quebec, the two provinces 
that have made the greatest progress so far in reducing 
carbon emissions (ibid.). 

Both factors are likely to continue to drive highly divergent 
emissions trends among the provinces. But a third factor 
— provincial emissions pricing policies — could become 
more important over time. As emissions prices rise in 
some provinces, while others refrain from putting any 
price on their emissions, interprovincial policy differences 
could become increasingly significant to the location of 
emissions intensive economic activity.

INTERPROVINCIAL CARBON LEAKAGE

In the absence of a national standard emissions price, 
different provincial emissions policies could encourage 
interprovincial carbon leakage. Just as international 
differences in emissions pricing can induce emitting 
industries to migrate to emissions-friendly countries, large 
interprovincial differences in emissions pricing create 
similar incentives for major carbon polluters to migrate 
across the country to where they are least penalized.

Of course, not all emissions are mobile and hence not all 
polluters are able to arbitrage provincial or international 
differences in emissions prices. Those tied to resource 
extraction are grounded in their province of origin, but the 
processing of resources is mobile and so are the emissions 
associated with those activities. 

Alberta’s oil sands are a classic case in point. While 
emissions from the extraction of bitumen are obviously 
chained to the resource’s location in northern Alberta, 
the emissions from upgrading the raw bitumen into oil 
and those associated with the refining of that oil into 

more value-added products, such as motor fuels and 
petrochemicals, are very mobile.

Roughly half the bitumen extracted from the oil sands is 
not even upgraded into oil in the province, while less than 
15 percent is actually refined into finished products (Rubin 
2016). Some bitumen is piped across the country to Sarnia, 
Ontario, as a feedstock for petrochemicals, although the 
vast majority of Alberta’s bitumen is sent to the United 
States for upgrading and refining. In the process, Alberta, 
due to a lack of refinery capacity, exports a sizeable amount 
of its potential emissions (as well as billions of dollars of 
potential value-added) across both interprovincial and 
international borders. 

If not addressed through a federally mandated national 
standard, interprovincial carbon leakage could increase 
over time as some provinces ratchet up their emissions 
prices while other provinces, attempting to protect large 
carbon-emitting industries such as coal-fired power plants, 
lag further behind. Interprovincial carbon leakages can 
only frustrate the future achievement of national emissions 
reduction targets as emissions from mobile industries are 
simply shifted across the country instead of abated. 

HARMONIZING A FEDERAL CARBON TAX 
WITH PROVINCIAL EMISSIONS PRICING

Although the Trudeau government campaigned on a 
pledge to price carbon emissions during the last election, it 
has yet to announce how it intends to fulfill that promise. 

Federal Environment and Climate Change Minister 
Catherine McKenna has already served notice that 
provinces should be free to set their own emissions price 
levels and choose their own pricing mechanisms, as British 
Columbia, Alberta, Ontario and Quebec have already 
done. Whether McKenna’s statement means the federal 
government will rely on the provinces to deliver on its 
election promise to price carbon emissions, or that the 
federal government will pursue its own emissions pricing 
mechanism, remains to be seen.

The existence of functioning provincial systems to price 
CO2e emissions hardly precludes the federal government 
from establishing its own emissions pricing mechanism, 
any more than provincial sales or income taxes preclude 
federal counterparts. A federal carbon tax would ensure 
a minimum country-wide emissions price where the 
federal rate would top up existing provincial prices on 
carbon emissions to reach the federally mandated national 
emissions price. Over time, the federal government could 
adjust the national standard rate to ensure the achievement 
of national emissions reduction targets. The federal 
and provincial emissions pricing mechanisms could be 
integrated together in much the same way as provincial 
and federal sales taxes are integrated through the HST 
(harmonized sales tax).
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Not only could a national carbon tax readily dovetail with 
existing provincial pricing programs to achieve a national 
standard for carbon pricing, but the very existence of a 
federal carbon tax would in itself provide a powerful 
incentive for provinces to price their own emissions up to 
the national standard. In a harmonized federal-provincial 
emissions pricing system, in which the federal rate would 
top up provincial emissions rates, provincial governments 
will want to ensure that they, not the federal government, 
capture the bulk of — if not all — the emissions revenues 
collected in their jurisdictions.

Consider, for example, how differently a $30 per tonne 
federal carbon tax would play out in Alberta, which will 
soon have the same provincial rate, and Saskatchewan, 
which has no provincial pricing mechanism and has no 
plans to establish one. With emissions per capita that 
are five to seven times that of the rest of the country, the 
incidence of a federal carbon tax will be greatest in those 
two provinces.

In Alberta’s case, a provincial carbon tax equal to the 
national rate of $30 per tonne could raise as much as 
$6 billion in emissions revenue for the provincial treasury 
(Blackwell 2016).8 In neighbouring Saskatchewan, which 
has no provincial mechanism to price emissions, all of the 
nearly $1.5 billion in potential revenue raised by a $30 per 
tonne carbon tax in the province would accrue entirely to 
the federal government (ibid.). If ever there was a fiscal 
incentive for provincial governments to put a meaningful 
price on their own province’s carbon emissions, defaulting 
to a federally collected carbon tax would be a very hard 
one to ignore. This is all the more true when one considers 
that a $30 per tonne federal carbon tax would be an initial 
starting point — as noted previously, much higher prices 
will be needed to achieve national emissions reduction 
targets, although over time the carbon tax base would 
presumably shrink, limiting the increase in revenue flows. 

TAXING CARBON EMISSIONS: A TAX 
SHIFT OR A TAX HIKE?

It is widely recognized that the tax system can play a 
key role in promoting the transition to a decarbonized 
economy. Like “sin taxes” imposed on alcohol and tobacco, 
carbon taxes can discourage the combustion of fossil fuels 
by making such energy increasingly expensive to users. 
However, carbon is not a niche product in the economy like 
tobacco and alcohol, which governments have typically 
taxed at punitive rates to discourage consumption. 
Comparatively speaking, the carbon tax base is huge. 
Hence, even relatively low emissions prices/carbon taxes 
can yield significant revenue flows, given the size of the 
carbon tax base. This raises the danger that governments 

8	 Estimates for Alberta and Saskatchewan emissions revenues are from 
the EcoFiscal Commission, reported in Blackwell (2016).

may simply use emissions pricing as a means of generating 
new revenues without ever raising emissions prices high 
enough to incent households and businesses to reduce 
their reliance on fossil fuels.

For example, under Ontario’s soon-to-be-implemented 
cap-and-trade system, an $18 price for emissions 
allowances that will add only four cents per litre to gasoline 
prices will at the same time raise nearly $2 billion in new 
government revenue during the system’s first full year of 
operation. At a $30 per tonne emissions price, Ontario’s 
cap-and-trade system could generate almost $4 billion 
a year in revenue. As emissions prices ultimately move 
toward levels deemed necessary to achieve the country’s 
2030 emissions reduction target, as much as $40 billion in 
annual emissions revenue could be generated every year 
by provincial and federal governments (Cameron 2016). If 
not offset through other measures, emissions revenues of 
this magnitude, whether raised through a carbon tax or 
through the auctioning of emissions credits in cap-and-
trade systems, could become a significant fiscal drag on 
economic growth. For example, the $40 billion estimate of 
emissions revenue would amount to four times as much 
a brake on annual economic growth as the recent federal 
budget’s $10 billion stimulus package added to growth. 

Moreover, public acceptance, and hence underlying 
political support for paying triple-digit emissions prices, 
is unlikely unless taxpayers are compensated through 
offsetting reductions in other taxes. The principle of fiscal 
neutrality has been critical in maintaining public support 
for British Columbia’s carbon tax — the country’s longest-
standing emissions pricing program, which raises more 
than a billion dollars in annual revenue but redistributes 
this amount back to households and businesses through 
lower personal and corporate income taxes.

It can even be argued that fiscally neutral emissions pricing 
should be stimulative for the economy. To the extent 
that taxpayers spend less at the pumps, which British 
Columbia’s drivers have done since their province’s carbon 
tax came into existence, the offsetting cuts in personal and 
other taxes gives them more disposable income to spend 
on other less emissions-intensive goods and services in the 
economy. 

In contrast to British Columbia’s fiscally neutral carbon 
tax, Ontario intends to use as much as $7 billion in 
emissions revenues over a four-year period to subsidize the 
retrofitting of buildings, encourage the use of renewable 
energy for heating, provide incentives to purchase electric 
cars, and subsidize industries to cut emissions (Morrow 
and Keenan 2016). While the policy intent is broadly aimed 
toward decarbonizing the Ontario economy, the provincial 
government’s failure to commit to fiscal neutrality raises a 
number of dangers. 
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Not only would rapidly growing emissions revenues 
jeopardize public support for the much higher emissions 
prices that will ultimately be needed to achieve emissions 
reduction targets, it would also give the provincial 
government a steadily growing role in allocating resources 
in the economy through the redeployment of emissions 
revenues. While the redeployment of emissions revenues 
in support of green energy may be well intentioned, it is 
far from clear what comparative advantage politicians 
or bureaucrats in the Ontario government have over the 
market’s ability to do so, providing that the true cost of 
carbon emissions are internalized into the market decision-
making process through a sufficiently high price that 
recognizes the full cost of carbon pollution.

The market failure that government emissions pricing is 
designed to address is not the market’s inherent inability 
to allocate resources efficiently but rather the failure of the 
market to internalize the true costs of carbon pollution in 
making resource allocation decisions. Critics of Ontario’s 
revenue-enhancing cap-and-trade system have argued 
that if emissions prices were high enough to reflect the true 
cost of carbon pollution, they would, on their own, induce 
corporations and households to shift from fossil fuels to 
renewable energy, without billions of dollars of public 
subsidies greasing the switch.9 

LEVELLING THE FIELD: THE NEED FOR 
CARBON BORDER ADJUSTMENTS

Decarbonizing the economy while remaining 
internationally competitive is unquestionably the most 
challenging aspect of the transition to a sustainable 
economy in a trade-dependent economy such as 
Canada. The extent to which countries can commit to 
decarbonization depends, in large measure, on the ability 
of their economies to remain competitive when their 
trading partners fail to commit to the same emissions 
standards. 

Domestic firms that are forced to internalize the costs of 
their own emissions through paying either carbon taxes 
or purchasing emissions allowances in a cap-and-trade 
system will be competitively disadvantaged if competing 
imports are not required to pay a similar cost for their 
emissions. Similarly, exporters would be disadvantaged 
when competing in foreign markets against goods from 
other countries that are not required to pay for their 
emissions.

Without competitive safeguards, critics of carbon pricing 
have argued that unilateral attempts at restricting 
emissions simply induce them, and the industries that 
create them, to migrate to other jurisdictions that do not 
enforce their inclusion in production costs. Since climate 

9	  See, for example, The Globe and Mail (2016).

change is driven by global, not national, emissions, there is 
no net environmental benefit if emissions reductions in one 
part of the world are simply offset by emissions travelling 
to a less-regulated part of the world. Hence, the argument 
goes, why sacrifice local jobs, wages and tax revenues for 
no net environmental benefit? 

In response to these concerns, the cap-and-trade system in 
California effectively exempted — through the provision of 
free credits — industries deemed particularly vulnerable to 
emissions pricing. Sectors eligible for such treatment have 
had to meet two broad criteria: they are energy intensive 
and they are trade exposed. Sectors are considered energy 
intensive if at a US$40 per tonne emissions price, the value 
of emissions payments is above five percent of industry 
shipments. Sectors are considered to be trade intensive if 
the value of exports and imports is more than 15 percent of 
industry shipments (Sawyer 2013). 

Industries meeting these criteria typically include some 
of the largest carbon polluters. Under California’s cap-
and-trade system, many of the state’s largest emitters, 
including oil and gas extraction, paper mills, steel and 
iron, chemicals and cement, are all effectively exempted 
through the provision of free emissions credits. Moreover, 
emissions prices in California’s cap-and-trade system are 
trading at little over a quarter of the US$40 per tonne price 
used to determine industry eligibility for free allowances.  

In Quebec, aluminum smelters, along with the province’s 
two oil refineries, are provisioned with free credits. Ontario 
has taken industry exemptions to new heights in its cap-
and-trade program, invoking new criteria that effectively 
exempts, through the provision of free emissions credits, 
more than 100 of its largest industrial emitters who 
collectively emit more than 40 Mt of CO2e annually — the 
bulk of industrial emissions in the province (McCarthy 
2016b).

Not only does the provision of free credits to large-scale 
industrial polluters violate the polluter-pays principle, it 
also unfairly shifts the burden of emissions reduction to 
other sectors of the economy. Ontario, for example, plans 
to achieve most of its emissions reduction targets through 
big cuts from the transportation and building sectors. The 
provision of free credits has been found to confer an unfair 
subsidy to major polluters. Moreover, the provision of 
free emissions credits to major carbon polluting sectors, 
such as the cement industry, for example, only encourages 
the use of their product and frustrates efforts to find 
less emissions-intensive building materials that will be 
required for the deep decarbonization of the economy.

While energy-intensive, trade-exposed (EITE) industries 
account for only four percent of GDP, Environment 
Canada (2014) estimates that they produce more than 
10  percent of the country’s total emissions. If other 
provinces use the much broader criteria that Ontario uses 
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for the provision of free allowance under its cap-and-trade 
system, the percentage of emissions exempted could climb 
considerably higher. 

While EITE industries can rightfully ask their provincial 
and federal governments to provide a level playing field, 
there are other policy mechanisms that could achieve 
this result without effectively exempting the economy’s 
largest industrial carbon polluters from paying for their 
emissions. Carbon border adjustments such as a carbon 
tariff would ensure that all products sold in the Canadian 
market, regardless of origin, are required to pay the same 
price for the CO2e emissions embodied in their production. 
As long as national treatment provisions were respected, 
requiring that imports are charged no greater a price 
for their emissions than domestic firms, a carbon tariff 
should be compatible within a World Trade Organization 
framework (Pauwelyn 2012). 

Carbon border adjustments would, of course, be even 
more effective if export markets were also covered. In an 
ideal world, Canadian exporters would want to operate in 
a global trading system with a standard price for carbon 
emissions. But in the absence of a common global carbon 
tariff, Canada could pursue bilateral or multilateral 
agreements just as it has already done with respect to trade 
liberalization, first through the Canada-US Free Trade 
Agreement and later through the North American Free 
Trade Agreement (NAFTA). Bilateral or multilateral trade 
agreements on emissions pricing could level the playing 
field for Canadian exports in their principal markets, and 
hence enable them to pay full domestic emissions prices 
without undermining their competitiveness. 

The concept of a common transborder carbon price is 
already established in the Western Climate Initiative 
trading system, in which both Quebec and California 
already participate and that Ontario is about to join. A 
federal bilateral agreement with the United States, which 
has similar emissions reduction targets as Canada, would 
extend a common carbon price to all US states and all 
Canadian provinces and territories. 

Considering that more than three-quarters of Canada’s 
external trade is with the United States, a common 
agreement on carbon border adjustment between Canada 
and the United States would go a long away in levelling 
the playing field between Canadian producers and their 
foreign competitors, both in the domestic market and in 
their principal export market.10

Carbon border adjustments turn the whole competitiveness 
issue on its head. Instead of attempting to safeguard the 
competiveness of major industrial polluters by sheltering 
them from emissions pricing through the provision of 

10	 See Statistics Canada, “Trade Data Online,” www.ic.gc.ca/eic/site/
tdo-dcd.nsf/eng/Home.

free emissions allowances for extended grace periods, a 
carbon tariff could in fact confer competitive advantages 
to EITE sectors. To the extent that high emissions prices 
compel domestic firms to either reduce their energy 
intensity and/or switch to greener energy, they suddenly 
acquire a comparative advantage over imports that have 
not been forced by their own countries’ regulations to 
make the same adjustments. All of a sudden carbon 
efficiency becomes a source of comparative advantage. 
And the higher the domestic price on emissions (and 
hence the higher the equivalent carbon tariff), the greater 
the economic advantage that accrues to firms that have 
lowered their emissions. In that fashion, carbon border 
adjustments could actually encourage the location of 
emissions-intensive industries in markets that force their 
own producers to become the most emissions efficient.

POLICY RECOMMENDATIONS

No single policy measure is likely to be a panacea for 
decarbonizing the economy. Provincial regulatory policies, 
such as Ontario’s decision, and now Alberta’s intention, to 
close coal-fired power plants, can have a significant impact 
on reducing emissions. But at the economy-wide level, 
there remains an urgent need to price emissions to meet 
existing federally mandated emissions reduction targets. 

The federal government’s first priority in meeting both its 
2020 and 2030 emissions target is to ensure that there is a 
meaningful and consistent standard for emissions pricing 
across the country. A national emissions price must be 
meaningful in the sense that it is set at a significantly high 
rate to impact economic behaviour and serve to reduce 
emissions at a rate consistent with achieving national 
emissions reduction targets. At the same time, a federally 
mandated emissions price must be consistent in the sense 
that the federal carbon tax, in conjunction with existing 
provincial carbon taxes or cap-and-trade programs, 
should result in the same price for carbon emissions 
throughout the Canadian economy. Not only would a 
national carbon tax ensure comprehensive coverage of the 
country’s emissions, but it would remove any incentive 
for interprovincial carbon leakage that might arise from 
discrepancies in provincial emissions prices. 

To achieve these broad policy objectives, the 
federal government should consider the following 
recommendations in the design and scope of an effective 
climate change strategy with the provinces. 

Recommendation 1: A federal carbon tax of $30 per tonne 
on CO2e emissions should be introduced.

The federal government should impose a $30 per tonne 
national carbon tax in 2017 that would be blended with 
existing provincial carbon pricing schemes to ensure 
uniform carbon emissions pricing across the country. 
In provinces that fail to implement their own emissions 
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pricing systems, emissions would be taxed at the full 
federal rate. In provinces with cap-and-trade systems such 
as Quebec and, soon, Ontario, the federal tax would “top 
up” the price of provincial emissions allowances, up to 
the federally mandated $30 per tonne price. Similarly, in 
provinces with their own provincial carbon taxes, such as 
British Columbia, and Alberta as of 2017, the federal tax 
will be applied on top of existing provincial carbon taxes 
until the prescribed $30 per tonne national emissions price 
is achieved. In provinces that already charge the national 
emissions rate (British Columbia), or will adjust their own 
rate to the national standard, either through a cap-and-
trade system or their own carbon tax, the federal carbon 
tax rate would be zero. 

Recommendation 2: The federal carbon tax rate should 
be raised annually to at least $50 per tonne by 2020 and 
thereafter periodically reassessed to ensure that carbon 
tax rates are sufficient to achieve national emissions 
reduction targets.

Once implemented, the federal government should raise 
its carbon tax rate by $10 in 2018 to $40 per tonne and 
by a further $10 per tonne in 2019, in an effort to comply 
with the near-term emissions reduction target of 622 Mt 
(17 percent reduction from 2005 emissions levels). In 2020, 
the federal government, under the auspices of the Ministry 
of Environment and Climate Change, should reassesses 
what emissions prices will be required over the next 
decade to achieve the 2030 emissions target of 524 Mt (30 
percent reduction from 2005 emissions levels) or a more 
stringent target, should the Trudeau government decide to 
set one. 

Recommendation 3: Revenues from CO2e emissions 
should accrue to the level of government that collects 
them.

The federal government should retain all revenues raised 
through the federal carbon tax but should relinquish 
this tax space to provinces that impose their own fees 
on emissions. The willingness of the federal government 
to occupy tax space lying vacant due to the absence of 
provincial pricing mechanisms for carbon emissions 
should in itself provide a powerful fiscal incentive for 
provincial action. If a national pricing standard is to be 
enforced through a federal carbon tax, provincial inaction 
could no longer serve to protect high-emission industries 
in provinces that have chosen not to charge for carbon 
emissions. 

Recommendation 4: The federal carbon tax should be 
revenue neutral.

Where federal carbon tax revenues are collected as a 
result of provincial emissions prices falling short of the 
federally mandated national standard, the revenues 
should be offset by reductions in other federal taxes. Fiscal 

neutrality implies that over time, rising carbon taxes and 
offsetting reductions in income taxes will shift the tax base 
from income (a positive for economic growth) to carbon 
emissions (a negative for climate change and, ultimately, 
through the feedback of climate change on the economy, a 
negative for growth as well). 

While fiscal neutrality should be the preferred option for 
provincial emissions pricing, not all provinces are equal in 
either their fiscal or economic exposure to carbon pricing 
and hence their ability to offset emissions revenue by cuts 
in other taxes.

In Alberta, almost 30 percent of total provincial 
government revenues come from non-renewable resource 
revenue (oil and gas). Actions to mitigate climate change, 
taken both domestically and abroad, pose unique 
challenges to the provincial economy and its dependence 
on high-cost oil from the oil sands. Revenues from carbon 
taxes may be needed to mitigate the long-term fiscal 
impact from plunging oil royalties from both low oil prices 
and potential declines in high-cost production from the oil 
sands.

Recommendation 5: The federal carbon tax should apply 
to all industries provisioned free emissions credits or 
otherwise exempted from provincial emissions pricing 
programs. 

In order to achieve a level playing field for all industries, 
there should be no sectoral exemptions from the federal 
carbon tax. Sectors that are effectively exempted from 
paying for their emissions, either through the provision 
of free emissions allowances under provincial cap-and-
trade systems or exempted from paying provincial carbon 
taxes, should be subject to the full federal carbon tax rate. 
This would include oil refineries and aluminum plants 
in Quebec that have been provisioned free credits under 
Quebec’s cap-and-trade system, the oil sands (should they 
be exempted from Alberta’s carbon tax), any proposed 
liquefied natural gas plants (should they proceed and be 
exempted from British Columbia’s carbon tax), as well as 
the more than 100 largest industrial emitters in Ontario 
that will receive free emissions allowances under Ontario’s 
cap- and-trade system.

Recommendation 6: The Canadian government should 
pursue a North American carbon border adjustment or 
carbon tariff with its NAFTA trading partners.

Instead of provincial governments attempting to protect 
EITE and otherwise exposed sectors from carbon emissions  
pricing, the federal government should pursue a common 
set of carbon border adjustments with its NAFTA partners 
— the United States and Mexico — that will level the 
playing field for carbon pricing across the continent. 
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