CANADIAN INSTITUTE FOR ') INSTITUT CANADIEN POUR DES
CLIMATE CHOICES (_ g CHOIX CLIMATIQUES




Government budgetary
expenditures, lending,
and forgone tax and

royalty revenue should

be supporting a

successful economic and

| NTR O D U C'l'l O N societal transformation,
not hindering it.

Canada and other G20 countries have committed to phase out “inefficient fossil-fuel
subsidies that encourage wasteful consumption” (European Council 2021). This has
sparked debates about the definitions of inefficient and subsidy. On one hand, govern-
ments and industry have interpreted this language narrowly to defend measures that
support increasing fossil fuel production and consumption. On the other hand, others
have taken much broader interpretations that arrive at very high subsidy estimates!

This paper takes a different approach, which we hope will prove useful in guiding Cana-
da's implementation of its pledge to phase out fossil fuel subsidies. We assess whether
existing and proposed government measures support or hinder the private investment
needed to drive Canada’s long-term success through the global low-carbon transition.
Success, in this context, means both strong economic growth and a smooth transition
for workers and communities.

The basis of this assessment is Climate Choices’' recent major report Sink or Swim: Trans-
forming Canada’s economy for a global low-carbon future (Samson et al. 2021). The
report’'s analysis highlighted the unique challenges facing fossil fuel-producing sectors
as global demand for their product declines in the coming decades. The analysis showed
that coal mining (both thermal and metallurgical) has a limited future as countries
around the world take action to shift away from coal power and reduce coal use in steel
making. Oil and gas companies have a chance to succeed if they transform to focus on
low-cost, low-emission oil and gas production while ramping up a shift into new business
lines such as blue hydrogen, renewables, biofuels, and carbon capture and storage as a
service. Government policies and programs should support and encourage this trans-
formation, rather than work against it.

1The International Monetary Fund, for example, estimates Canadian fossil fuel subsidies at US$64 billion in 2020.


https://climatechoices.ca/reports/sink-or-swim/
https://climatechoices.ca/reports/sink-or-swim/

The Sink or Swim report also analyzed the implications of transition for workers and
communities. It found that over 800,000 workers and dozens of municipalities and Indig-
enous communities across Canada are vulnerable to market disruption in the coming
transition. Improving the societal outcomes of transition requires existing companies
to successfully adapt to new global market realities, requires new companies to capture
emerging market opportunities, requires communities to attract new sources of transi-
tion-consistent investment, and requires workers and youth to improve their resilience
through education and skills training. Government policies that aim to protect commu-
nities from global market forces, rather than adapt to them, could in fact worsen their
long-term prosperity and well-being.

At the same time, we can't forget the consumption side of the equation. Policies and
programs that artificially lower the costs of fossil fuel use, or support the manufacturing
of fossil fuel powered vehicles, ships, and airplanes, are also counterproductive.

In the following sections, we assess a selection of federal, provincial, and territorial govern-
ment measures that are linked to the production or consumption of fossil fuels. We assess
these measures against a set of criteria based on the Sink or Swim report, focusing on
Canada's long-term transition success. From this analysis, we recommend that federal,
provincial, and territorial governments pivot their economic development strategies,
clarify commitments and pathways to fossil fuel subsidy reform, and carefully scrutinize
support for emission reductions from fossil fuel production. While comprehensive reform
is not possible overnight, governments can ensure that new measures are appropriately
designed, effectively implement existing programs, and eliminate measures that are most
harmful to Canada’s transition success, while working towards longer-term adjustment
to some of the more politically difficult measures such as fuel tax exemptions for farmers.

= -
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IRE DEFINITION DEBATE

The G20 has committed to rationalize and phase out “inefficient fossil-fuel subsidies

that encourage wasteful consumption” (European Council 2021). The Canadian federal
government has committed to phase out fossil fuel subsidies by 2023, phase out inter-
national public financing (lending, insurance, and other financial products) of unabated
fossil fuel energy by the end of 2022, and to phase out public financing of the fossil fuel
sector, consistent with the commitment to reach net-zero emissions, by 2050 (Ballingall
2021, Radwanski and Waldie 2021, Export Development Canada 2021).

One of the challengesis that there is no universal definition of fossil fuel subsidy, or inef-
ficient and efficient subsidies (Timperley 2017). In 2009, G20 leaders described “ineffi-
cient” fossil fuel subsidies broadly, as those that encourage wasteful consumption, distort
markets, impede investment in clean energy sources, and undermine efforts to deal with
climate change (G20 Research Group 2011).

Various international organizations offer different interpretations. The Organisation for
Economic Co-operation and Development (OECD), for example, defines fossil fuel subsidies
as direct budgetary transfers and tax expenditures (forgone tax revenue) that in some way
provide a benefit or preference for fossil fuel production or consumption relative to alterna-
tives. The International Monetary Fund (IMF) includes the failure to adequately price exter-
nalities associated with fossil fuel use, such as greenhouse gas emissions and air pollution.

Depending on the definition used, estimates of fossil fuel subsidies differ widely:

P The OECD estimates, using direct budgetary transfers and tax expenditures
(forgone tax revenue), that Canada provided US$3.4 billion in subsidies in 2020
(International Institute for Sustainable Development and Organisation for Eco-
nomic Co-operation and Development 2021). The estimate is heavily weighted
toward provincial and territorial measures, with only $14 million in federal tax
expenditures included in the database.

» An International Institute for Sustainable Development review of federal
fossil fuel subsidies includes many of the OECD measures, as well as one-time
investments in specific projects, pandemic-related support, and funding for
emission reductions from fossil fuel production (Corkal 2021). It estimated the
federal government provided CDN$1.91 billion in fossil fuel subsidies in 2020.

» A Parliamentary Budget Office review of federal energy and agriculture sector
tax measures found approximately CDN$2.4 billion in 2020 in forgone tax rev-
enue for income tax provisions benefiting corporations engaged in the oil, gas,
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and coal mining sectors, and another CDN$1.5 billion in forgone carbon levy
revenue due to exemptions for agriculture (Bagnoli and Scholz 2021).

» An Oil Change International report released in October 2021 analyzed G20
public finance institutions and found that the Canadian federal government
provided an average of US$11 billion in fossil fuel finance annually between
2018 and 2020 through Export Development Canada lending and other prod-
ucts (Oil Change International and Friends of the Earth United States 2021).

» The most recent IMF study found Canada provided US$64 billion in subsidies
in 2020, accounting for both explicit subsidies and implicit subsidies associated
with underpricing (or taxing) fossil fuels (Parry, Black, and Vernon 2021).

Academic assessments have challenged some of the estimates provided by these orga-
nizations. A 2011 paper by Kenneth McKenzie and Jack Mintz argued that traditional esti-
mates of fossil fuel subsidies are inaccurate (McKenzie and Mintz 2011). Many estimates,
such as those produced by the OECD and International Institute for Sustainable Devel-
opment, add forgone revenue from tax deductions or exemptions and royalty reductions
in with grants and contributions, without accounting for interactions or establishing an

Figure 1

Different definitions of fossil fuel subsidies lead to varying estimates

Public finance
and investment

Direct budgetary
transfer and tax
expenditures

Note: The above figure is a stylized representation of three categories of fossil fuel subsidy definitions.
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economically meaningful benchmark. They propose to instead use a measure of the
marginal effective tax rate that considers the impact of the full mix of tax measures and
royalty reductions on resource allocation and economic activity.

In 2019, the Canadian federal government published a discussion document that
proposed a definition of non-tax fossil fuel subsidies and criteria for inefficiency (Govern-
ment of Canada 2019). The document was intended to guide a G20 process where Canada
and Argentina undergo peer country reviews of their inefficient fossil fuel subsidies.

The proposed definition of a fossil fuel subsidy covers federal programs that “provide
preferential treatment that specifically supports the production or consumption of fossil
fuels.” Therefore, measures provided to fossil fuel companies and non-fossil fuel compa-
nies would not count as fossil fuel subsidies.

The federal discussion paper also proposed criteria to assess whether a fossil fuel subsidy
isinefficient. It concludes that a policy that isaimed at achieving a social, economic, and
environmental objective may not be inefficient if the measure is effective at achieving its
objective; is simple; provides distributional benefits across income, gender, age, etc.; or
if alternative policies would have fiscal implications, provincial impacts, administrative
implications, or compliance and legislative costs.

Based on the definition used, the federal discussion paper concludes that none of the
federal programs identified are inefficient fossil fuel subsidies, largely because they are
also provided to other sectors or are aimed at a desirable social, economic, or environ-
mental objective. For example, Business Development Canada (BDC) financing for oil and
gas companies is not deemed to be a subsidy because BDC also provides financing to
non-oil and gas companies (Business Development Canada 2022). The Petroleum Tech-
nology Research Centre is deemed to be a subsidy, but not an inefficient subsidy because
it does research on enhanced oil recovery and carbon capture and storage (Petroleum
Technology Research Centre 2022).

The various definitions and estimates of inefficient fossil fuel subsidies have thus far
served to complicate, rather than clarify, decision-making. Debates focus narrowly on
definitions, wording, and dollar estimates instead of critically evaluating the policies
themselves. For example, is the appropriate question on BDC financing whether or not
it is technically a subsidy, or whether BDC should align with, or exceed, commitments
from private financial institutions to reduce financed emissions (emissions associated
with the projects and companies they lend to)? (Glasgow Financial Alliance for Net Zero
2021 What will be the economic and societal outcomes for Canada if BDC maintains the
status quo versus reforming its approach?

In the next section, we propose a new set of assessment criteria for evaluating policies
and programs that support fossil fuel production or consumption.
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¢ PRUPOSED CRITERIA TO ASSESS POLICIES
PHAT AFFECT FOSSIL FUEL PRODUCTION OR USE

Drawing on our report Sink or Swim: Transforming Canada’s economy for a global

low-carbon future, we propose four assessment criteria to determine if a given policy
supports or hinders Canada’s transition success: transition consistency, value for money,
employment outcomes, and policy fit (Samson et al. 2021). Each of these is described in
more detail below.

2.1 TRANSITION CONSISTENCY

Government policies should be stress-tested under scenarios where global action is
consistent with stated goals, such as country net zero commitments. For the purposes
of assessing fossil fuel subsidies, it is important to determine whether the associated
economic activities are transition-consistent (i.e.,, competitive in a world where market
change is consistent with global climate commitments).

Our Sink or Swim report provides a framework for assessing the transition consistency
of economic activity, which makes it a useful guide (Samson et al. 2021). It analyzed the
impacts of global low-carbon transition on the profitability of Canadian companies, iden-
tified transition-vulnerable and transition-opportunity sectors, and proposed metrics to
assess company transition consistency.

Low-carbon transition scenarios are not predictions of the future, but they do provide a useful
way to assess risk. While the long-term decline of global demand for coal, oil, and natural gas
isinevitable, the exact timing and trajectory of demand decline in this decade and the next
is less clear (Principles for Responsible Investment 2021, International Institute for Applied
Systems Analysis 2021, International Energy Agency 2021, BP p.l.c. 2021). The scenarios we
used in our Sink or Swim report draw from those developed by the international Network
of Central Banks and Governors for Greening the Financial System (NGFS) (Network of
Central Banks and Supervisors for Greening the Financial System 2020). From a range of
NGFS scenarios, we selected a 1.5-degree scenario, which included immediate action and
full access to carbon dioxide removal options (such as planting trees), and a two-degree
scenario with delayed action and limited access to carbon dioxide removal options. These
two scenarios illustrate key uncertainties in terms of the timing of action, and the availability
of carbon dioxide removal options to offset emissions from fossil fuel production and use.

CUTTING TO THE CHASE ON FOSSIL FUEL SUBSIDIES 7
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Which global scenarios should governments use for planning purposes? Should they
assume trajectories based on the current mix of policies in place, or those consistent with
countries’ net zerocommitments (Mountford, et al. 2021)? It isimportant to at least assess
policies against transition scenarios, even if they do not fully guide planning. The Bank of
Canada and the Office of the Superintendent of Financial Institutions used scenario analy-
sisto assess Canada’s climate transition risk and have suggested that financial institutions
use scenario analysis to assess their own credit and equity risks (Bank of Canada 2022).

The Minister of Natural Resources has directed the Canada Energy Regulator to include a
domestic Canadian net zero scenario in its annual energy outlook, but it is not yet clear if it
will also be required to consider global low-carbon scenarios (Singh 2021). The Canada Energy
Regulator's 2021 outlook assumed oil prices (Brent Crude) of around US$70/barrel out to
2050 (with a sensitivity at US$40), and gas prices (Henry Hub) of around US$4.5 per MMBtu
out to 2050 (with a sensitivity at US$3.5) (Canada Energy Regulator 2021). While the lower
sensitivity prices may be consistent with some global low-carbon scenarios, both would be
unlikely to hold at the same time. For example, our 1.5-degree NGFS scenario has oil prices
at US$43in 2050, but natural gas prices are much lower at US$1.5 per MMBtu in 2050. Other
low-carbon scenarios have lower oil prices, but higher natural gas prices (Hittle, et al. 2021).

There is a self-fulfilling-prophesy aspect to the scenarios governments choose to use for
decision making. If all governments assume that other governments will live up to their
emission reduction commitments, they will take actions that make it more likely the
world will reach its emission reduction goals. Markets will also take on their own momen-
tum at a certain point, as investors seek to live up to commitments to reduce “financed
emissions,” technology costs decline, and consumer adoption accelerates (United Nations
2021, Loveday 2021, Rabb 2021).

To analyze transition consistency, our Sink or Swim report divided sectors into three cate-
gories based on the primary driver behind the estimated profit change:

» Demand-creation sectors, where growing global demand for their product
is the greatest driver behind increased profitability through transition (e.g., EV
batteries, hydrogen fuel cells, solar and wind equipment);

P Carbon-cost sectors, where the costs associated with government policies
such as carbon pricing, regulations, and border measures are the greatest driv-
er behind decreased profitability through transition (e.g., iron and steel, chem-
icals, aluminum);

» Demand-decline sectors, where shrinking global demand for their product is
the greatest driver behind decreased profitability through transition (e.g., coal
mining, oil and gas production, traditional auto manufacturing).

For demand-creation and carbon-cost companies, transition consistency can be assessed
using greenhouse gas emission intensity trends at the company and product level
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Figure 2

(scope 1operational emissions and scope 2 emissions from purchased electricity or steam),
combined with forward-looking emission and investment targets and other decision-useful

information on company performance.

Demand decline companies—such as coal, oil, and gas producers and traditional auto
manufacturers—require additional measures since operational emissions would not
reflect the risk of declining global demand for their product. Additional metrics of
transition-consistency could include supply chain emission estimates (scope 3), capi-
tal investment in transition-consistent business lines (such as hydrogen or electric
vehicles), and measures of competitiveness in markets with lower demand (such as
breakeven production costs).

Figure 2 below shows more detailed results of the Sink or Swim analysis for coal mining
and oil and gas companies. Under both scenarios, coal mining is not profitable by 2040.
Even the top 10 per cent best-performing coal mining companies in the world would
see an 87 per cent decline in profitability relative to the baseline scenario in 2040 under
the two-degree scenario.

For oiland gas, the picture is more varied. Delaying action to 2030—which is less likely given
recent acceleration in 2030 commitments and policies—would result in reduced profit

Profit change for fossil fuel companies under global low-carbon transition
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Note: The figures above show the weighted average difference in profitability across all equities in the sector (publicly
traded companies in the global market) between the baseline scenario with no new climate policy and the two transi-
tion scenarios (Delayed 2-degree and Immediate 1.5-degree). See the Sink or Swim report for additional information on
the analytical approach and results.

Source: Canadian Institute for Climate Choices (Samson et al. 2021), based on modelling and analysis commissioned
from Planetrics.
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impacts in the near term (Mountford, et al. 2021). However, the delay would lead to even
greater impacts in 2050 in a scenario where action is consistent with a global two-degree
goal given the need for more emission reductions over a shorter time period.

There is also greater variation across companies in the oil and gas sector than in coal.
Under both scenarios, the bottom 10 per cent of global oil and gas companies are bank-
rupt by 2040 while the top 10 per cent of companies see between 10 and 50 per cent lower
profitability. The weighted average of Canadian publicly traded oil and gas company
performance is around 80 per cent lower profitability in 2050, with the best performing
Canadian exporters showing 55-60 per cent lower profitability than the baseline scenario.

Based on the results of our analysis, any government support for coal mining would
be transition inconsistent by 2040 and is very likely inconsistent by 2030 given global
commitments to phase out coal power and growing efforts to shift away from metallur-
gical coal use in iron and steel production (Bone 2021).

For oil and gas, there may be more nuance needed and a greater consideration of timing.
Some of the lowest-cost, lowest-emission projects could remain competitive for some
time. However, measures that dilute or work against market and policy signals that are
driving sector transformation (such as the cost of capital or carbon prices) could leave
companies less prepared to weather future market changes.

KEY QUESTIONS FOR ASSESSING TRANSITION-CONSISTENCY:

P Does the measure support transition-consistent economic activity that
will remain competitive across multiple global low-carbon transition
scenarios (i.e., low-cost, low-carbon oil and gas production or oil and gas
company transformation into new business lines)?

» Does the measure enhance or dilute market and policy signals driving
transformation?

2.2 VALUE FOR MONEY

Raising revenues to support government policies and programs comes with a cost—
known as the marginal cost of public funds (Dahlby and Ferede 2011). For example,
an increase in corporate income taxes will raise additional revenue but will also reduce
private sector activity that forms the tax base. Therefore, a $1 increase in taxes does not
necessarily mean a $1 increase in government revenue. The amount of revenue raised
will depend on a variety of factors, including pre-existing tax rates and the type of tax
used. The OECD, for example, has touted the growth enhancing benefits of shifting
taxation away from personal and corporate income towards consumption taxes such as
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the GST (Johansson, et al. 2008). Sales taxes have a lower marginal cost of public funds
than corporate or personal income taxes. There are also administrative costs associated
with government measures, both within government and in the companies that take
advantage of them.

The benefit of any government measure, whether it is a budgetary
expenditure or forgone tax or royalty revenues, should be weighed
against the costs associated with raising the revenue and adminis-
tering the program. For example, exempting certain products from

Activities consistent sales taxes (which have the lowest marginal cost of public funds) or
with g|0ba| low-carbon reducing sales taxes means that revenues need to be raised in some
other way. If they are raised through corporate or personal income
fransition are more Iikely taxes that come with a higher marginal cost of public funds, then the
to generate Iong—term benefit of the measure (e.g., economic activity generated through the
sales tax reduction) would need to be significantly greater than the

economic bBﬂBﬁJ[S, given dollar amount of forgone revenue.
that they are more resilient The benefits of the measure should also be carefully assessed. If the

aim of the measure is to increase economic activity, it should consider

to global market change. . R L
the potential range of economic activity generated over the full lifetime
of the measure. For example, a measure that benefits one company
or generates one year of construction jobs will not be as valuable as
onethatleadstosustained investment in new sources of economic activity for decades.
Shared infrastructure—such as rail transportation, electricity transmission, or carbon
capture and storage pipelines—can be particularly beneficial if it overcomes a barrier to

new private-sector investment.

Our Sink or Swim report identified several areas where companies are underinvesting
in transformation due to real and perceived risks relating to market and policy uncer-
tainty, unproven technologies, and high up-front capital costs with long payout periods.
GCovernment measures that address these barriers could help unlock private investment.

There is also an opportunity cost associated with each government measure. If funding
is allocated to one activity, it means there will be less available for other activities. Simi-
larly, forgoing tax revenue in one area will mean a reduced ability to spend in other areas.
In this sense, it is important for governments to carefully select activities that will offer
the greatest short- and long-term economic, societal, and environmental benefit. Activ-
ities consistent with global low-carbon transition are more likely to generate long-term
economic benefits, given that they are more resilient to global market change. Those
that support Indigenous equity participation in projects, or reduce air pollution as well
as greenhouse gas emissions, could have greater long-term societal benefits.

Stranded assets are another important consideration. For example, if a government
chooses to allocate dollars to reducing emissions intensity in a coal mine and the coal
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mine then faces bankruptcy due to reduced global demand, there will be limited
economic or societal benefit to the expenditure. The risk of stranded assets should be
factored into decisions on which economic activities receive support.

KEY QUESTIONS TO ASSESS VALUE FOR MONEY:

P Do the economic benefits of the measure exceed the costs associated
raising revenue (or forgoing revenue)?

» Does the measure help to mobilize multiple sources of private invest-
ment, generating increasing economic activity over time?

» Does the measure avoid supporting activities and assets that are at risk
of becoming stranded from market disruption?

2.3 EMPLOYMENT OUTCOMES

An institute report that preceded Sink of Swim, 11 Ways to Measure Clean Growth, iden-

tified several social indicators that governments should consider as Canada transitions

to a low-carbon economy and works to improve resilience to the impacts of a changing

climate (Arnold et al. 2020). Employment is one that is critical to the standard of living of

Canadians, and therefore to well-being. While governments should not design policies
that lead to worse labour productivity, they can implement measures
that increase the likelihood of attracting investment to regions or
communities that have high unemployment or are at risk of employ-
ment loss through transition.

In Sink or Swim, we identified several vulnerabilities to employment

The low-carbon transition through global low-carbon transition. Over 800,000 people in Canada
work in sectors vulnerable to market disruption. More than 50 commu-

isnot a temporary nities with populations over 10,000 people depend on transition-vul-

shock. Itis a permanent nerable sectors as a major source of employment. Governments have

a role to play in reducing the vulnerability of the workforce through
structural Ghange. education and skills training, and in helping to smooth the transition
for vulnerable communities.

Governments should carefully assess the impact of measures on workers and communities
in both the short and long term. Short-term support for companies may help them weather
a temporary economic shock, such as the pandemic-related decline in oil demand or the
2009 financial crisis. However, the low-carbon transition is not a temporary shock. It is a
permanent structural change. Rather than eventually returning to a previous state, market
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disruption will increase over time. While our Sink or Swim analysis only considered impacts
out to 2050, keeping the global average temperature increase well below 2 degrees will
require action indefinitely.

Governments will not be able to stem the tide of change by protecting companies from
the inevitable global market transition. Around 80 per cent of Canada’s oil and 55 per
cent of Canada’s natural gas is exported, and global demand for those products will
decline over the coming decades. In fact, delaying company transformation could make
companies—and the workers and communities that depend on them—more vulnerable
to abrupt market disruption in the future.

Oil and gas companies are also expected to provide less employment over time, with or
without a global low-carbon transition. Automation alone is expected to eliminate 30
per cent of jobs in the sector by 2040 (Mortlock 2020). Increased competitive pressure
from a shrinking global market will exacerbate this trend, as companies seek to cut costs.

Uncertainty relating to the timing of market disruption, combined with recognition that
employment conditions are changing, are reasons to move more quickly on transformation
and economic diversification, not to seek to delay it further. The Bank of Canada/Office of
the Superintendent of Financial Institutions study concluded that delaying climate policy
action increases overall economic impacts and risks to financial stability (Bank of Canada
2022). If global demand declines more quickly than anticipated (for instance, if transpor-
tation electrification hits a tipping point or Asia transitions to renewable electricity instead
of natural gas power), or if financial markets see a sudden repricing of assets, there could
be an earlier and more volatile economic impact. Companies that fail to take action in the
near term could also miss out on growth markets as early movers gain an advantage.

This puts government measures to support jobs in context. Measures aimed at delaying and
slowing transformation, and protecting the status quo of fossil fuel production, may support
employmentinthe short run but make workers and communities worse off in the long run.

On the other hand, measures that help attract new sources of transition-consistent invest-
ment to vulnerable communities or help improve educational or skills outcomes can help
to smooth the transition and lay the groundwork for stronger long-term employment.

KEY QUESTION TO ASSESS EMPLOYMENT OUTCOMES:

» Does the measure decrease worker or community vulnerability to transi-
tion-related market disruption?

» Does the measure help to smooth the transition by improving the tran-
sition readiness of companies or by attracting new investment to vulner-
able communities?
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2.4 POLICY FIT

GCovernment measures identified as fossil fuel subsidies cover a wide range of policy tools
and were developed with a range of policy objectives in mind. Policy tools can include grants,
contributions, rebates, equity stakes, public research, loans, insurance, tax credits, tax deduc-
tions, tax reductions, tax exemptions, royalty reductions, royalty exemptions, and more. Policy
objectives include economic development, financial relief for households, regional employ-
ment, reduced greenhouse gas emissions, and other environmental outcomes.

In assessing policy fit, it isimportant to analyze which policy tool is best suited to achieve
the desired policy objective. There may be an alternative that is more effective, lower cost,
results in less market distortion, or better supports other policy objectives.

Forexample, governments have introduced carbon pricing and regulations that provide
incentives or requirements for companies to invest in improving their transition readiness.
The first choice should be to use these pricing and regulatory tools to achieve emission
reduction and low-carbon investment goals. If there are gaps or insufficient incentives,
those policies can be adjusted.

However, the stringency of carbon pricing and regulation usually strikes a delicate
balance between near-term competitiveness and affordability concerns, on the one
hand, and longer-term climate and economic objectives on the other. There may also be
a lack of market confidence in the durability of the policies across governments. Cana-
da's carbon price may not, therefore, provide sufficient near-term incentive for compa-
nies and investors to allocate capital to large-scale emission reduction and transforma-
tive projects that are critical to Canada's future competitiveness, particularly if there is
combined policy, technology, and market risk.

Complementary government policies are therefore sometimes needed to help over-
come barriers to private investment. These complementary policies should be viewed as
temporary measures and re-evaluated as policy and market conditions change. A 2017
report by Canada’s Ecofiscal Commission identified three rationales for the implemen-
tation of policies in addition to carbon pricing (Ragan, et al. 2017):

P Gap filling: addressing emissions currently not covered by carbon pricing or
regulations.

P Signal boosting: enhancing policy and market signals to accelerate transfor-
mation.

P Benefit expanding: some low-carbon projects result in benefits beyond green-
house gas emission reductions (for instance, air pollution or Indigenous em-
ployment) that could justify additional intervention.

For policies aimed at economic development, rural employment, or support for low-in-
come households, there should be a similar evaluation of the policy tool choice and
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design to ensure they reflect the latest market and policy conditions and are not distort-
ing market decisions in ways that harm long-term economic and societal outcomes.

While oil and gas production may have once been the most promising source of economic
development in certain regions, that may no longer be the case. Shifting to economic
development policy tools focused on transition-consistent economic activities could
open up a wider range of possibilities.

There may also be policy tools that more directly address barriers to private investment in
rural and remote communities. These could include infrastructure investments or skills
training for the local workforce.

For low-income households vulnerable to high energy costs, technological change—and
the cost reductions that come with it—may offer greater scope to shift away from fossil fuel
energy sources over time. For example, Indigenous communities are increasingly reduc-
ing reliance on diesel and moving toward renewable energy (Turner 2021). There is also
greater adoption of heat pumps for residential heating (Canada Energy Regulator 2021).

QUESTION TO ASSESS POLICY FIT:

P Isthere an alternative policy tool or design that would achieve the same
policy objective in ways that align more closely with the other three

criteria?
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\'D0 CURRENT POLICIES AND PROGRAMS
CK UP?

In the sections below we assess six categories of government measures that have been

described as fossil fuel subsidies in at least one report against our four criteria. The six
categoriesinclude: producer support, consumer support, public financing, project-spe-
cific and one-time funding, funding for emission reductions, and underpricing and
undertaxing fossil fuels.

In each section, we include a table that assesses the measures against the four criteria
by shading cells with different colours. The colours are defined as follows:

LIGHT TEAL The measure meets the criteria.

LIGHTORANGE The measure could meet the criteria if implemented carefully, or if a change is made.

ORANGE The measure meets the criteria in the short term (one to five years) but

does not meet the criteria in the medium to long term (more than five years).

DARKRED The measure does not meet the criteria.

LIGHT GREY There is insufficient information to determine if the measure meets the criteria.

3.1 PRODUCER SUPPORT

Producer subsidies include any public spending, tax measures, or royalty provisions that
reduce the costs that fossil fuel producers face. According to the OECD fossil fuel subsidy

database, governments across Canada provide around $1.4 billion in financial support for
oiland gas exploration, drilling, research, and infrastructure (Organisation for Economic
Co-operation and Development 2021). Many of these estimates include forgone tax or
royalty revenues. As noted above, the dollar amounts should be interpreted with caution
as the appropriate benchmark for estimating the “cost” of these measures continues to
be debated. For our purposes, exact dollar amount estimates are not needed to assess

the measure against the four criteria.

The federal government has phased out many of its producer subsidies. The OECD data-
base for 2020 only includes an estimated $14 million in flow-through share tax deduc-
tions for oil and gas and coal extraction and mining. However, a 2021 study by the Parlia-
mentary Budget Officer estimated that, in 2019, there was $2.4 billion in forgone federal
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Figure 3

tax revenues associated with tax provisions that benefit corporations engaged in the oil,
gas, and coal mining sectors (Bagnoli and Scholz 2021). The Parliamentary Budget Offi-
cerincluded the in-year revenue impact of tax deductions for resource-related expenses
and the accelerated capital cost allowances for liquified natural gas equipment. They did
not consider interactions with other tax measures, royalties, or accounting treatments.

Significant producer subsidies are also provided by provincial and territorial governments
(Figure 3). Based on OECD data, British Columbia and Alberta are the largest provincial
providers of producer support.

Alberta's support primarily comes in the form of royalty reductions to encourage enhanced
oil recovery (EOR) and production from low productivity and reactivated wells. Whether this
provision is justifiable is debatable: it could be considered transition-consistent to maxi-
mize the value of the publicly owned resource and environmentally beneficial to favour

Canadian producer and consumer fossil fuel subsidies in the OECD database, 2020
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Source: OECD (2020) Fossil Fuel Database. Note: The OECD database only includes budgetary and tax/royalty support
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numbers in the chart above are for estimates provided for 2020. Estimates of forgone tax and royalty revenues assume

economic activity would continue at the same level without the deductions in place.
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extraction from existing wells over the drilling of new wells. The justification for enhanced
oil recovery could increase if it uses industrial carbon dioxide and is combined with long-
term storage. Extending the life of existing wells may be economically beneficial to some
communities but could also mean less work in drilling new wells.

British Columbia's producer support measures, on the other hand, are primarily aimed
at encouraging new oil, gas, and coal production. For example, the OECD estimates
that the BC deep well royalty credit resulted in $421 million in forgone revenue in 2020.
The industry disputes this estimate since many of the wells would not have been drilled
without the incentive (Resource Works 2020). The OECD estimates another $70 million
in forgone tax revenue related to a road and pipeline infrastructure credit for oil and gas
development. Over $17 million in forgone revenue is also estimated for a tax credit that
encourages new coal mining exploration.

Many of British Columbia's financial incentives, tax credits, and royalty credits work
against domestic and global policy signals aimed at slowing fossil fuel production and
demand. A 2021 evaluation of B.C.'s royalty system, commissioned by the government
of British Columbia, recommended a complete overhaul to reduce complexity and
address design flaws (Olewiler and Winter 2021). The B.C. government could re-evaluate
the full suite of spending, tax, and royalty provisions alongside its royalty review, ensuring
that they reflect the latest market conditions and align with the government's climate,
economic and social policy objectives (Government of British Columbia 2021).

Table 1

Evaluating producer support

Improved employment

Transition-consistent?

Good value for money?  outcomes? The best policy fit?

Alberta royalty
reductions for
enhanced oil re-
covery

British Columbia
tax credits and
funding to encour-
age new oil, gas,
and coal develop-

ment.

Meets criteria

Only if EOR uses
industrial CO, and is
combined with long-
term storage.

Incentives for high-
cost wells and coal
mining work against
policy and market
signals.

Could meet criteria with

changes or implementation

Only if EOR royalty
reductions increase
incentives for pri-
vate investment in
CCUS infrastructure,
which in turn attracts
transition-consistent
economic activity.

The economic value
derived from budget-
ary and tax expendi-
tures is likely to dwin-
dle over time due to
competitive pressures
and should be evalu-
ated within the context
of negative cumulative
environmental effects

EOR could extend
production time and
jobs but also lead to
less work in drilling
new wells.

Fossil fuel develop-
ment could provide
near-term jobs and
income in rural and
remote areas, but also
prolong dependency
on work that is not
sustained in the long-
term.

I Weets criteria in short term I Does not meet criteria

but not long term

CUTTING TO THE CHASE ON FOSSIL FUEL SUBSIDIES

Royalty reductions are
one of the best ways
to provide incentives
for EOR, though they
could be combined
with requirements or
other incentives for
long-term CO, storage.

If the policy goal is
increased economic
development in rural
and remote areas,
financial incentives
should be available in
targeted regions for all
project types, includ-
ing clean energy.

Insufficient information
to assess
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RECOMMENDATIONS FOR PRODUCER SUPPORT:

P British Columbia should reevaluate financial incentives and tax and roy-
alty provisions aimed at encouraging new oil, gas, and coal development
in the province in light of anticipated changes in global market condi-
tions and government climate, economic, and societal policy objectives.

P Alberta should adjust enhanced oil recovery royalty deductions to en-
courage the use of industrial (or anthropogenic) and long-term carbon
dioxide storage.

3.2 CONSUMER SUPPORT

Consumer support includes any public spending or tax measure that artificially reduces
what consumers pay for fossil fuel products (i.e., beyond what would be justified by
changesin production or distribution costs). The OECD database identifies an estimated
$1.5 billion in consumer support subsidies that mainly fall into two categories: residential
energy use rebates and support for farmers and other businesses.

Residential energy rebates are usually introduced to address concerns relating to the burden
of high energy costs. Low-income households are vulnerable to high energy costs, particularly
inthe territories and Atlantic Canada. Measures targeted at low-income households that do
not have viable energy alternatives may be justifiable in the near term (e.g., Northwest Terri-
tories home heating subsidies for low-income seniorsin certain residential zones). However,
not allenergy rebates are tied to income (e.g., Nova Scotia’s sales tax rebate on heating bills).

British Columbia and Saskatchewan exempt residential electricity and natural gas use
from provincial sales taxes. These measures resulted in an estimated $177 million of forgone
revenue in B.C.,and $36 million in Saskatchewan, in 2020. While B.C.s electricity is low emis-
sion, electricity only accounts for around 12 per cent of forgone revenue. Saskatchewan also
provided a temporary rebate for SaskPower consumers in 2020, estimated at $218 million.

Ifthe public policy goalisto support low-income households, there are other policy tools avail-
able that do not provide disincentives to reduce energy use and switch away from fossil fuels.
Direct income support for low-income households, which is not tied to energy use, can be used
to reduce financial burdens. Income-tested home and residential building retrofit financing
and subsidies for electric vehicles or heat pumps can also reduce household vulnerability to
fossil fuel price volatility (Kantamneni and Haley 2021). These measures could be combined
with more stringent building codes and incentives for builders to reduce the reliance of new
buildings on fossil fuels (Efficiency Canada 2020, Natural Resources Canada 2020).

Most provinces provide some form of tax-exempt fuel use for farmers, fishers, loggers, or
other businesses, accounting for over $1 billion of estimated fossil fuel subsidies in 2020.
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Many of these users can access tax-exempt coloured fuel for off-road vehicles or receive
a refund for tax paid (Ontario Ministry of Finance 2019). One reason for this policy is that
gasoline and diesel taxes were in many cases originally intended to provide governments
with revenues to maintain road infrastructure. Since off-road vehicles
do not use road infrastructure, there was less justification to pay the
tax. Today, however, excise tax receipts end up in general government
revenues. While most provinces provide the fuel tax exemption for farm-

|J[ is time to Gonsider ers, others provide it to a broader range of sectors. Saskatchewan, for

example, provides a fuel tax exemption for fuel use in peat harvesting,

revisions to tax DO“CiBS which is also an activity that works against climate goals (International
that work against climate Union for Conservation of Nature 2021).

. . The provision of tax-exempt fuels is intertwined with broader policy
DOHCV Slgﬂa|8. objectives relating to domestic food production and rural economic
development. However, given domestic climate goals, technological
change, and the growing importance of environmental performance in global markets, it
istime to consider revisions to tax policies that work against climate policy signals (Box 1).
This need not mean less overall support for farmers and rural economies. Instead, support
could shift towards carefully designed incentives for transition-consistent investment
(e.g., adoption of technologies that reduce fossil fuel use, or nature-based measures to
sequester carbon, or replacement of fossil fuel-powered vehicles and machinery with
electric alternatives). These incentives could help reduce the vulnerability of farmers to

fuel price fluctuations and improve competitiveness in markets increasingly seeking

=

TAXING INPU

Academic studies on optimal taxation, such as Diamond and Mirrlees (1971),
have argued for no or low taxes on intermediate goods or inputs to production
(Mankiw, Weinzierl,and Yagan 2009). However, more recent work has shown that
taxing inputs according to their environmental characteristics can induce envi-
ronmentally beneficial investment in innovation and input choices (Antosiewicz,
Lewandowski, and Witajewski-Baltvilks 2016). Within the context of climate and
other environmental policy goals, there is growing justification for taxation that
reflects the societal costs associated with different inputs to production. Pigou-
vian taxes—such as carbon taxes—can be used to internalize the negative external
costs imposed on society and shift purchasing decisions towards lower emission
options (The Economist 2017).
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low-carbon products, particularly while much of the sector remains outside of carbon

pricing and regulatory frameworks. Phasing out tax exemptions could also start with

larger agriculture corporations. The largest 10 per cent of farms generate two-thirds of

all revenues (Government of Canada 2021).

Table 2

Evaluating consumer support

Residential
energy use
rebates

Tax-exempt
fuels for farmers,
loggers, fishers,
and other busi-
nesses

Meets criteria

Transition-consistent?

Energy use rebates
work against market
and policy signals
that would encourage
reduced energy use
and investment in
cleaner technologies
and products.

Increases reliance on
fossil fuels, and vulner-
ability to price volatility
by diluting policy and
market signals that
would drive the adop-
tion of cleaner energies
and technologies.

Could meet criteria with
changes or implementation

Good value for money?

Energy rebates for
low-income house-
holds with few options
can help to avoid en-
ergy poverty but may
increase vulnerability
to fuel price volatility”.

Tax-exempt fuels may
encourage some near-
term economic activity
but are unlikely to be

a significant determi-
nant of private invest-
ment.

I Wests criteria in short term
but not long term

Improved employment
outcomes?

Unclear employment
impacts.

There is a rationale
for supporting small
businesses and farms
in rural and remote
communities with
high unemployment,
but the employment
benefits of this policy
are unclear.

B Does not meet criteria

RECOMMENDATIONS FOR CONSUMER SUPPORT:

P> All provinces and territories should gradually phase out residential en-

The best policy fit?

Support for low-in-
come households can
be provided directly, or
through income-test-
ed support for building
retrofits (for com-
munities, landlords

or homeowners) or
electric vehicles.

If the policy goal is
local food production
and economic devel-
opmentin ruraland
remote areas, there are
other policy tools that
can generate better
climate outcomes (e.g.,
incentives for nature-
based solutions or
electric farm vehicles).

Insufficient information
to assess

ergy use rebates, starting with higher income households. These mea-

sures could be replaced with direct income support or income-tested

financing for residential building retrofits and/or electric vehicle pur-

chases and would ideally be combined with stricter building codes to

reduce the reliance of new buildings on fossil fuels.

P> Provinces, in partnership with the federal government, should develop

plans to phase out the provision of tax-exempt fossil fuels to farmers,

fishers, loggers, and other businesses. These measures can be replaced

with carefully designed incentives for actions that reduce emissions or
sequester carbon.
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3.3 PUBLIC FINANCING OF FOSSIL FUEL PRODUCTION

There are multiple commitments that will drive a phase-out of public financing for fossil
fuel production, which includes loans, equity ownership, venture capital, insurance, and
loan/export guarantees. Canada joined 19 other countries at the 2021 COP26 climate
conference in committing to end public support for the international unabated (i.e,
without carbon capture) fossil fuel energy sector by the end of 2022 (Broom 2021). G20
countries committed to align financial flows with a safe climate future (European Council
2021). The 2021 mandate letter for the Minister of Finance calls for the development of a
plan to phase out public financing of the fossil fuel sector, and for mandatory climate-re-
lated financial disclosures and net zero plans for federally regulated institutions and
government agencies (Trudeau 2021). Export Development Canada (EDC)—the main
federal source of public financing for fossil fuel production in Canada—has committed
to becoming a net zero institution by 2050 (Export Development Canada 2021).

Inthe near term, EDC has committed to reduce its exposure to carbon intensive sectors
by 40 per cent by 2023 (from $22.4 billion to $13.5 billion) (Export Development Canada
2021). This covers lending, insurance, and other financial products used across six sectors,
including upstream oil and gas production and thermal power generation, represent-
ing 26 per cent of their financing business in 2020. EDC will also be considering how to
broaden targets to cover all sectors it supports. As noted in the Sink or Swim report, for
instance, transition-vulnerable sectors extend beyond those that have high operational
emissions and include traditional vehicle manufacturing and airlines.

EDC hassaid that it will continue to support emissions-intensive Canadian exporters that
have a transition plan, while phasing out new direct government support for international
carbon-intensive fossil fuel projects and companies (Cooper 2021). EDC has introduced
sustainability-linked loans that come with climate-related performance conditionsand is
developing new sustainable finance products to support the transition to carbon neutrality.

Transparent reporting on progress will be key to determining whether EDC's contin-
ued financing of Canadian fossil fuel exporters is consistent with Canada’s climate,
economic and social policy goals. EDC has joined the international PCAF (Partnership for
Carbon Accounting Financials) initiative, which provides detailed reporting standards for
public and private financial institutions (Hendricks 2021). The federal Net Zero Emissions
Accountability Act will also require crown corporations such as EDC to publish an annual
report outlining measures taken to manage financial risks and opportunities related to
climate change (Government of Canada 2021).

EDC has an opportunity to support a successful low-carbon transition for Canada, driv-
ing more exporters to develop and implement transition plans and increasing financing
for exporters positioned to capture global transition opportunities. In fact, EDC's role may
become increasingly important as the cost of private capital increases for fossil fuel produc-
ers (Quinson 2021). EDC can also demonstrate leadership to private financial institutions
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Table 3

in its approach to reporting and through the financial instruments it uses to support the
transition of export businesses. Canada’s major banks are clients of EDC and are committed
to align their own financing and reporting with low carbon transition under the Glasgow
Financial Alliance for Net Zero (McCarthy 2021, Glasgow Financial Alliance for Net Zero 2021).
They will need to develop their own transition plans and could learn from EDC.

EDC could also benefit from additional action by federal and provincial governments and
regulators. Canadian Securities Administrators have proposed requiring publicly traded
companiesto report climate-related information in line with recommendations from the
international Task Force on Climate-Related Financial Disclosures (Canadian Securities
Administrators 2021, Task Force on Climate-related Financial Disclosures 2022). Improved
disclosure will help financial institutions determine which Canadian companies are follow-
ing through on transition plans.

The proposed Canadian Securities Administrators disclosure requirements will still rely
heavily on qualitative information and allow flexibility in metrics and targets that will
make it difficult to compare performance. EDC also provides financing to privately held
exporters that will not face the same disclosure requirements. Federal and provincial
efforts to improve the quality and comparability of information will support public and
private financial institution efforts to align finance with Canada's low-carbon transition.

As noted in the Sink or Swim report, demand-decline sectors such as oil and gas and tradi-
tional vehicle manufacturing should be required to meet a higher bar for reporting that
reflects the risk associated with shrinking global demand for their product (Samson et al.
2021). In 2021, the Institutional Investors Group on Climate Change released a proposed
net zero standard for the oil and gas sector that goes beyond the reporting requirements
and emissions targets of the Task Force on Climate-Related Financial Disclosures, includ-
ing capital allocation and forward-looking investment strategies (Institutional Investors
Group on Climate Change 2021). As a condition of providing access to financing, EDC
could require oil and gas exporters to meet this higher standard of reporting and demon-
strate that plans are transition consistent.

Evaluating public financing of fossil fuel production

Improved employment

Good value for money? outcomes?

The best policy fit?

Transition-consistent?

Export Devel-
opment Canada
financing and
insurance for oil
and gas export-
ers

Meets criteria

Only if oil and gas
exporters are required
to demonstrate they
are following through
on credible transition
plans.

Could meet criteria with
changes or implementation

Only if it drives greater
export business
toward new tran-
sition-consistent
opportunity markets
(e.g., clean energy and
technology).

I Meets criteria in short term
but not long term
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Only if it drives export-
ers located in vulner-
able communities or
areas with high unem-
ployment to develop
transition plans that
make them more likely
to retain employees.

B Does not meet criteria

Only if EDC places
significant require-
ments on oil and gas
companies in terms of
reporting and perfor-
mance benchmarks.

Insufficient information
to assess
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RECOMMENDATIONS FOR PUBLIC FINANCING:

» Federal and provincial governments and regulators should require the
disclosure of detailed and comparable climate-related information by
public and large private companies to enable financial institutions to
transparently align their portfolios with net zero commitments.

» Export Development Canada should be at the forefront of financial
institution action on climate-related reporting and financial innova-
tion and should require oil and gas exporters to meet stricter criteria
for financing.

3.4 PROJECT-SPECIFIC AND ONE-TIME FUNDING FOR THE
OIL AND GAS SECTOR

Over the past decade, there have been several federal and provincial funding announce-
ments to support the oil and gas sector. Some initiatives were intended to bridge the
sector—and workers in the sector—through the early COVID pandemic period and the
associated fall in oil prices. Others are aimed at securing specific project investments
or enabling infrastructure to generate economic growth and employment. While there
may be justification for earlier investments, global market conditions have changed and
climate commitments have strengthened. Going forward, investments that support
fossil fuel production should undergo significantly greater scrutiny to ensure that they
are consistent with climate, economic, and societal policy goals. We analyze a selection
of initiatives in table 4 below.

In 2020, the federal government announced it would spend $1.7 billion to help clean up
orphaned and abandoned oil and gas wells in Alberta, Saskatchewan, and British Colum-
bia (Anderson 2020). At the time, there was a significant risk of job loss—particularly
affecting oil and gas service companies that undertake activities relating to exploration
and drilling new wells. The funding helped provide near-term employment, while also
addressing a significant environmental liability.

While the stop-gap measure could be justified under the circumstances, it should not
become a permanent support mechanism for the sector and funding should only be
provided to companies that are at financial risk. A 2022 report from the Parliamentary
Budget Officer found that half of the federal orphan well funding allocated to Alberta
went to just 10 companies who had a low likelihood of default in the next year (Forsyth
and Nahornick 2022).
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Oiland gas well reclamation should be part of the cost of doing business. Fixing the liabil-
ity regime for wells and tailings ponds is even more urgent now, as the sector faces future
market challenges that could lead to increased well orphaning and delayed clean up.
In Alberta alone, the cleanup costs of oil and gas wells, tailings, and infrastructure could
be as high as $260 billion in a worst-case scenario (Dion 2018). Experts have proposed
requiring companies to provide more up-front reclamation funds, or use bonds, and
either time limits for the cleanup of idle wells or requirements for insurance on inactive
wells (Olszynski 2020, C.D. Howe Institute 2017). The Government of Alberta is making
changes to the liability regime, but the changes are not expected to fully address the
issue (Alberta Energy Regulator 2021).

Another federal initiative linked to the 2020 oil and gas downturn was the $320 million in
federal funding for the Newfoundland and Labrador offshore oil industry (Government of
Canada 2020). The amount was calculated to reflect the approximate value of the aver-
age revenue the Government of Canada received per year between 2009 and 2018 from
its involvement in the Hibernia offshore oil project. The Government of Newfoundland
and Labrador has transferred some of the funding to offshore oil and gas companies for
various purposes, including emission reductions (Government of Newfoundland and
Labrador 2021). However, the primary goal was to keep the offshore oil projects operat-
ing at levels that would maintain employment.

This initiative is similar to the orphan wells funding, in that it was a stopgap measure to help
prevent significant job loss. However, in the future there will need to be greater emphasis on
economic diversification and investment in areas that are consistent with global low-car-
bon transition, such as clean hydrogen production or offshore wind power (Newfoundland
and Labrador Oil and Gas Industries Association 2021, Government of Canada 2017). While
offshore oil generally has a relatively low emissions intensity, production costs could make
it challenging to compete in a world with shrinking oil demand (Kaiser 2021).

There have also been federal and provincial investments in oil and gas projects aimed at
securing large private investments: the federal TMX pipeline purchase, federal and B.C.
funding for LNG Canada, and Alberta funding for the Sturgeon refinery. All three proj-
ects have near-term employment and growth benefits, but also work against market
signals that will slow investment in new oil and gas production and infrastructure. The
ultimate economic return on the investments also remains highly uncertain. For exam-
ple, ifthe federal government can sell the TMX pipeline, it could have a net positive fiscal
impact. The global liquified natural gas market is highly uncertain out to 2030, but the
LNG Canada project could yield a return if it can stay competitive in a crowded market
(Lindsay 2021, BloombergNEF 2021, Bentein 2019). The Sturgeon refinery could benefit
under conditions where oil prices are high and bitumen values are low (Leach 2020).

The other question is whether the same type and magnitude of project finance is avail-
able to clean energy or emission reduction projects. To improve Canada’s transition read-
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iness, and meet climate goals, substantial private investment will need to be mobilized
towards transition-consistent projects. Governments have made large investments in
hydroelectric projects such as Site C in B.C. and Muskrat Falls in Newfoundland and Labra-
dor (Kurjata and Bains 2021, Bolongaro and Duarte 2021). However, newer sectors with
potential to capture a share of growing global markets—such as hydrogen, bioproducts,
and clean technology—still struggle to obtain the financing they need to scale (Samson
et al, 2021). Market and policy uncertainty continue to hold investors back, highlighting
a role for greater government intervention. With limited funds, governments will need
to carefully evaluate projects that receive financing.

Ramping up transition-consistent project investment is also critical for workers in the
sector, who will face growing pressure as global demand for oil and gas declines and
companies look to reduce production costs to remain competitive (Mortlock 2020).
Governments should clearly signal planned shifts in support so that companies can
plan accordingly.

Table 4

Evaluating project-specific and one-time funding

Improved employment

Funding to clean
up orphaned
wells (federal)

Support for
Newfound-
land and Labra-
dor offshore

oil industry
(federal)

Meets criteria

Transition-consistent?

Funding for the
historical liabilities of

bankrupt companies is

not inconsistent with
transition goals, but
if current oil and gas

companies do not bear

the cost of cleanup

it effectively reduces
the cost of oil and gas
production and works
against market and
policy signals.

Only if the funding is

allocated towards proj-

ects that reduce the
emissions intensity of

offshore oil production.

Could meet criteria with
changes or implementation

Good value for money?

Environmental liabil-
ities are a cost that
needs to be paid over
time—investment

in the reduction of
liabilities can be seen
as a way to reduce
the burden on future
generations, and free
up contaminated land
for economic develop-
ment.

Only to the extent the
funding induces com-
panies to undertake
emission-reducing
projects that would
not otherwise have
happened.

outcomes?

Well clean up helped
provide work for small-
er oil and gas service
companies that were
vulnerable to job loss
during the 2020 oil
price decline.

Newfoundland and
Labrador has higher
unemployment than

other areas, and limited

near-term employ-
ment alternatives
(though long-term
diversification should
be a priority).

I eets criteriain short term I Does not meet criteria

but not long term
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The best policy fit?

If the policy goal is to
reduce environmental
liabilities while gen-
erating employment,
funding should be
open to all potential
projects that would
achieve this goal (e.g.,
a reverse auction using
criteria such as cost,
environmental benefit,
and job creation).

If the policy goal is to
generate sources of
sustainable employ-
ment in the province,
then governments
should consider

allocating funding to
transition-consistent
forms of economic de-
velopment instead.

Insufficient information
to assess

26



Table 4

Evaluating project-specific and one-time funding, cont...

TMX pipeline
purchase
(federal)

LNG Canada
project financing
(British Columbia
and federal)

Sturgeon
refinery
(Alberta)

Meets criteria

Transition-consistent?

Increased access to in-
ternational oil markets
could allow some oil
producers to remain
competitive for a lon-
ger period of time, but
only low-emission pro-
duction would be con-
sistent with Canada’s
targets. Could support
transition-consistent
activity if the govern-
ment follows through
on its commitment to
invest tax revenues and
proceeds from the sale
of the pipeline in clean
energy transition.

Only if the LNG project
can be lower emission
than, and of compa-
rable cost to, global
competitors. It could
be consistent with
global 1.5-to-2-degree
transition scenarios
out to 2030 (and possi-
bly 2035) but may face
increased competitive
pressure in later years.

The refinery could help
to insulate Alberta oil
sands projects from
decisions made at U.S.
refineries, and result
in a lower-emission
final product (with
CCS at the facility), but
the profitability of the
facility may be limited
as oil demand declines
through transition.

Could meet criteria with
changes or implementation

Good value for money?

If the investment leads
to a slower decline in
oil production, it could
support substantial
economic activity
during the transition.

Federal funding
supported energy-ef-
ficient gas turbines,
which may not have
been used in the
absence of fund-

ing. The long-term
economic value from
LNG production
remains highly uncer-
tain in the face of
fierce competition and
post-2030 pressures
on demand.

Provincial co-owner-
ship and investment
came at a substantial
cost, with an uncertain
economic return.

I Wests criteria in short term
but not long term
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Improved employment
outcomes?

The pipeline could
provide lead time for
vulnerable commmu-
nities and workers to
attract new sources

of investment and

job creation, provided
they start that process
soon. It could also pro-
vide direct near-term
benefits to Indigenous
communities and
contractors.

The project will

create near-term

jobs and income for
local communities
(including Indigenous
communities), but its
longer-term prospects
are uncertain. Going
forward, communities
should seek economic
development in areas
that face lower transi-
tion risk.

The project contrib-
utes to some direct
jobs and helps in-
crease knowledge and
capacity on carbon
capture and storage.

B Doss not meet criteria

The best policy fit?

There were few
policy tools available
to secure access to
international markets
for Canadian oil, but
the policy tool will
not be fully success-
ful until ownership is
transferred to private
entities.

If the policy goal is
increased economic
development in rural
and remote areas,
greater consideration
should be given to
transition-consistent
projects such as clean
energy or bioproducts.

If the policy goal was
to reduce dependency
on U.S. refiners, there
were limited policy
options available.
However, these types
of investments should
be done transparently
and with substantial
analysis to support the
scale and direction of
government support.

Insufficient information
to assess
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RECOMMENDATIONS FOR PROJECT-SPECIFIC AND ONE-TIME FUNDING:

» Provincial jurisdictions with oil and gas production should bolster tailings
reclamation and well clean-up liability regimes ahead of increasingly chal-
lenging market conditions for the sector, placing a greater proportion of
the cost burden on private companies than is currently the case.

P Federal and provincial governments should shift regional economic de-
velopment and employment-focused project finance away from fossil
fuel production and towards transition-consistent economic activities
such as clean energy production.

3.0 PUBLIC FUNDING AIMED AT REDUCING EMISSIONS
FROM FOSSIL FUEL PRODUCTION

GCovernments have argued that subsidies supporting emission reductions from fossil
fuel production are not “inefficient” and are therefore justifiable. However, not all types
of emission-reduction investments are consistent with climate, economic, or societal
policy objectives.

With limited funds and a lengthy list of large, capital-intensive investments needed to
improve Canada's transition readiness and meet climate goals, governments will have to
make difficult choices. Incremental, least-cost emission reductions will largely be driven
by carbon pricing and regulation. As noted in section 2, funding programs should be
limited to uncovered emissions, areas where policy and market signals are insufficient to
induce large-scale private investment, and projects that have broader benefits beyond
greenhouse gas emission reductions.

Programs should also consider the future competitiveness of companies and facilities
through global transition. As countries around the world take action to reduce emis-
sions, demand for fossil fuels will decline. Coal use will peak first, followed by oil, and then
natural gas. Uncertainty on the timing of peaks, and the slope of decline, increases the
risk associated with large-scale emission reduction investments in fossil fuel produc-
tion. Asdemand declines, high-emission and high-cost producers will be pushed out of
the market. Government policies and programs should reflect this context. A substan-
tial public investment in emission reducing technology at an oil production facility that
has high costs of production could end up yielding little economic return if that facility
is stranded before the anticipated end of its life. The choice on funding would need to
weigh that risk against nearer term emission reduction benefits.
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The other consideration is how the costs and risks of emission-reduction investments
should be shared between governments and private companies. While the oil and gas
sector faced substantial financial challenges in 2020, the rebound in oil and natural
gas prices in 2021 has led to record profits. Oil sands companies alone were expected to
have $28 billion in excess cash flow in 2021 (Shufelt 2021). The commitment of the federal
government toimplement a cap on oil and gas emissions, and consultations on revisions
to the output-based pricing system that applies to the sector, will provide important
policy signals for private investment.

Our Sink or Swim report showed that many oil and gas companies will need to move
into new business lines by 2050 in order to remain profitable. Others may choose to wind
down their business as demand declines. For those that choose to move into new busi-
ness lines—including clean hydrogen, aviation biofuels, and carbon capture and stor-
age as a service—near-term market and policy uncertainty is holding back investment.
Creater domestic policy clarity could help increase demand certainty in these sectors
while inducing oil and gas company investments that improve their readiness for global
market change.

Once carbon pricing and regulatory policies are adjusted, governments can make clearer
choiceson where to allocate limited funding. As noted in section 3.3, fossil fuel producers—
operating in a sector facing global demand decline—should be expected to meet a higher
bar of disclosure to receive public funding (similar to our recommendation for EDC above).

Governments may get a greater long-term economic return on investment by supporting
oil and gas company pivots into new business lines (such as blue hydrogen) and transi-
tion-ready infrastructure (such as CO, and hydrogen pipelines) that can be used by multi-
ple companies. There may be a case for investment in carbon capture and storage at an
oil or gas facility, but the company would need to show a need for public investment and
demonstrate a pathway to competitiveness in a world that takes the action necessary
to maintain global average temperature increase to well below 2 degrees. That would
mean either the company is a low-cost, low-emission supplier or that the company has
a credible plan to repurpose carbon capture infrastructure down the line.

Below we consider two recent initiatives from the federal government: the Emission
Reduction Fund implemented by Natural Resources Canada, and the carbon capture
tax credit proposed in Budget 2021.

The Emission Reduction Fund was launched by the Minister of Natural Resourcesin the
fall of 2020, offering $750 million to oil and gas companies to reduce methane emissions
and implement other greenhouse gas-reducing technologies (Government of Canada
2022). It was divided into a $675 million fund for onshore oil and gas companies, and $75
million for offshore. Companies are required to partially repay funding within five years
after project completion, with repayment tied to the extent of emission reductions and
project costs (Government of Canada 2022). The Emission Reduction Fund was also
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touted as a job retention measure, given the financial stress companies faced during the
drop in oil prices in 2020. There are several issues with the approach to the fund:

P It overlaps with methane regulations for the upstream oil and gas sector that
enter into force between 2020 and 2023.

P There has been little detail provided on the specific projects funded through
the initiative, making it difficult to determine whether there is any additional
emission reduction benefit beyond what would have occurred through the reg-
ulations alone (Government of Canada 2021).

P The employment benefit of the initiative is not easily measured, given the re-
bound of the sector in 2021.

P A 2021 report by the Office of the Auditor General of Canada concluded that
“Natural Resources Canada did not design and implement the Onshore Pro-
gram of the Emissions Reduction Fund to achieve greenhouse gas emission
reductions in the oil and gas sector in a manner that would ensure value for
money for contributions” (Office of the Auditor General of Canada 2021).

In December 2021, the Minister of Natural Resources announced revisions to the Emission
Reduction Fund to provide greater transparency and ensure that projects demonstrate
emissions reductions beyond those anticipated from methane regulations (Government
of Canada 2021).

The Carbon Capture Utilization and Storage Investment Tax Credit was proposed in
Budget 2021, with a consultation period before introducing the measure in 2022 (Govern-
ment of Canada 2021). The announcement also committed to determine how comparable
tax support could be provided to producers of green hydrogen. The initial proposal was
to exclude carbon capture projects that involved enhanced oil recovery, but final details
were not available at the time of writing.

Thereisjustification for government involvement in large-scale emission reduction proj-
ects that currently face significant barriers to private investment, particularly given the
important role early investments will play in improving the resilience of Canada’s econ-
omy to global market change. However, some barriers relate to the design of the output-
based pricing system or uncertainty regarding the implementation of the planned
carbon price increase (Sawyer et al. 2021). Those barriers may be better addressed through
other means, including closing gaps in carbon pricing design and investing in carbon
capture hubs and shared infrastructure (Dion 2021). Contracts for difference, where the
governments guarantee a certain carbon price into the future, can also help to address
policy risk (Gerres and Linares 2020).

The technology-specific focus of the CCUS tax credit may also lead to market distortions
that drive companies to favour carbon capture adoption over other technologies. This
could lead to worse overall economic outcomes. For example, if the tax credit leads steel
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companies to choose CCUS technology over a shift to hydrogen it could lead to slower
growth in hydrogen demand in Canada and stifle the development of promising hydro-
gen companies and investment (Bellona Europa 2021, Campbell 2022). It is also not clear
how the tax credit will interact with the $8 billion Net Zero Accelerator Fund, which is
intended to support the decarbonization of large industry (and lists carbon capture and
storage as a potential eligible project) (Government of Canada 2021).

The Oil Sands Pathways to Net Zero Initiative, for example, has developed a proposal for
oil sands producers to reach net zero scope 1 (operational) emissions by 2050 (Oil Sands
Pathways to Net Zero 2021). The plan has an estimated cost of $75 billion, with around half
of emission reductions coming from carbon capture and storage (The Energy Mix 2021).
Oil sands company CEOs have suggested that governments should cover as much as
two-thirds of the cost of relevant carbon capture investments, citing similar approaches
taken in projectsin Norway. These projects could eat up a substantial proportion of funds
in programs such as the Net Zero Accelerator, even as oil sands facilities will be vulnera-
ble to falling global demand (Hiar 2021).

The federal government therefore needs a clear framework to guide its financial
support for large-scale emission reduction projects. That framework should first seek
to “fix" barriers to private investment through carbon pricing and regulatory systems,
and then look to invest in shared infrastructure or hubs that will benefit multiple
companies and attract new, transition-consistent investment such as the Dow Chem-
ical net zero petrochemical investment in Alberta (Morgan 2021). It should also aim
to avoid distorting market decisions on technology choice wherever possible. For
example, equivalent tax credits could be made available to alternative technologies
that achieve similar emission reductions.

Harvard economist Dani Rodrik recommends that industrial policy initiatives be based
on a clear understanding of barriers to private investment, involve a mix of carrots and
sticks for recipients, and incorporate high levels of accountability through setting specific

objectives, establishing criteria for decision making, and requiring transparent report-
ing (Rodrik 2008).
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Table 5

0il and gas emission reduction programs

Emission Reduc-
tion Fund

Carbon Capture
Utilization and
Storage Invest-
ment Tax Credit

Meets criteria

Transition-consistent?

Only if the fund results
in emission reductions
beyond what would

have occurred with the
methane regulations
coming into force be-
tween 2020 and 2023.

Carbon capture will
likely play a critical role
in several areas of tran-
sition-opportunity for
Canada, such as blue
hydrogen, low-car-
bon petrochemicals,
low-carbon ammonia,
and low-carbon ce-
ment, but is not transi-
tion consistent for fos-
sil fuel production that
will not be competitive
under changing global
market conditions.

Could meet criteria with
changes or implementation

Good value for money?

Methane emission
reductions are some of
the most cost-effective
reductions available

to companies, which
means there is limited
additional economic
value generated by
government funding.

The value for money
will depend on the up-
take of the tax credit. It
could provide signifi-
cant value if it attracts
investment in low-car-
bon chemical and blue
hydrogen production,
for example. It would
provide little value if it
is used for assets that
are then stranded due
to demand decline.

I Meets criteria in short term
but not long term

Improved employment

outcomes?

The measure was
billed as a means of job
retention during the
pandemic but, given
the recovery of com-
panies in 2021, it is not
clear that there was a
significant job return
on the investment.

Increased investment
in shared carbon
capture infrastructure
can help attract new
investments (and em-
ployment), but carbon
capture will only help
retain oil and gas em-
ployment if projects
can remain compet-
itive in a shrinking
global market.

. Does not meet criteria

The best policy fit?

Regulations and car-
bon pricing are better
policy tools to drive
low-cost emission re-

duction investments—

funding is better
focused on pivoting
oil and gas companies

into new business lines.

If the policy goal is to
overcome barriers to
private investment in
large-scale emission
reduction projects
for large emitters, the
tax credit or funding
mechanism could be
extended to alterna-

tive technologies that
achieve similar emis-
sion reductions.

Insufficient information
to assess

RECOMMENDATIONS FOR PUBLIC FUNDING AIMED AT OIL AND GAS
EMISSION REDUCTIONS:

P Governments should first seek to address barriers to private investment

through adjustments to carbon pricing and regulations and should not

finance emission reduction projects that companies would likely under-

take anyway in response to those policies.

Public funding for oil and gas companies should undergo significant

scrutiny to ensure that projects are transition-consistent, supporting

either transformation into new business lines or projects that have a high

chance of competitive success under global low-carbon scenarios.

CUTTING TO THE CHASE ON FOSSIL FUEL SUBSIDIES

32



RECOMMENDATIONS FOR PUBLIC FUNDING AIMED AT OIL AND GAS
EMISSION REDUCTIONS:

P Tax credits and funding for carbon capture and storage should be open
to alternative technologies that achieve similar emission reductions.

P The federal government should implement a clear framework to guide
public funding and avoid overlap of initiatives, targeting barriers to
private investment and requiring transparent reporting against estab-
lished objectives.

3.6 UNDERPRICING EXTERNALITIES

As noted above, the International Monetary Fund considers pricing and taxing fossil fuels
below levels that would account for societal costs to be fossil fuel subsidies (International
Monetary Fund 2022). While this is not currently a widely held view, it could gain traction
over time as carbon pricing becomes more widely established, governments expand poli-
cies and programs to reduce greenhouse gas emissions, and domestic concerns about
competitiveness and fairness increase.

The IMF's 2021 analysis shows that Canada's taxation of fossil fuels (including gasoline,
diesel, and natural gas) is far below levels that would reflect the societal costs of green-
house gas emissions, air pollution, traffic congestion, accidents, and wear and tear on
the road? (Parry, Black, and Vernon 2021). It estimates Canada’s fossil fuel subsidies—the
gap between current fossil fuel prices, including taxes, and socially optimal levels—at
roughly US$64 billion per year (approximately CDN$80 billion).

Government measures will help reduce the IMF's estimated subsidy over time. Cana-
dian carbon levies are scheduled to increase as the carbon price rises to $170 per tonne
in 2030 (Government of Canada 2021). The Clean Fuel Standard will also require gasoling,
diesel, and home heating oil suppliers to gradually reduce the carbon intensity of fuels,
with an expected 13 per cent reduction below 2016 levels in carbon intensity by 2030
(Government of Canada 2021).

There is growing interest in international comparisons of carbon pricing, particularly
when analyzing the impact of policies on competitiveness. The OECD has developed
a measure it refers to as the effective carbon rate, which is a combined measure of

2 The IMF analysis values greenhouse gas emissions at US$60 per ton in 2020 based on modelling of carbon
prices needed to achieve the global 2-degree temperature goal. Air pollution costs are estimated using local air
quality modelling and OECD estimates of the monetary value of health risks.
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carbon taxes, cap and trade systems, and fuel excise taxes (Organisation for Economic

Co-operation and Development 2021). It is then possible to compare the percentage of

a country’s emissions that face a price higher than an established benchmark. Figure 4

below uses a baseline of EUR 30 per tonne (roughly CDN $ 43 per tonne), and illustrates

that in 2018, Canada's pricing coverage fell below many other countries internation-

ally, but well ahead of the United States. A more recent measure would show Canada’s

improvement, with the federal benchmark carbon price moving to CDN $50 per tonne

in 2022 (Government of Canada 2021). However, EU countries have also made prog-
ress, with the EU ETS hitting EUR 80 in early 2022 (European Union Emissions Trading
System (EU ETS) 2022).

Figure 4

Percent of emissions priced above EUR 30 per tonne of CO,, select countries, 2018
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Source: OECD Green Growth Indicators (2018) (Organisation for Economic Co-operation and Development 2021)
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Eventually, these types of metrics could be used at the national or sectoral level to eval-
uate trade measures such as border carbon adjustments or trade agreements.

Similar comparisons can also be made across provinces and territories. A 2021 analysis by
the Canadian Institute for Climate Choices of Canadian found variation in the coverage
of carbon pricing, and marginal and average costs (Sawyer et al. 2021). This is particularly
true for large emitters. Addressing this discrepancy could also improve incentives for
private investment in technologies such as carbon capture and storage.

Comparisons can also be made across sectors. A 2021 analysis by the Parliamentary
Budget Officer estimated that the federal government lost $1.5 billion in forgone reve-
nue as a result of the carbon levy exemption for fuel use in agriculture (Bagnoli and
Scholz 2021). Provincial systems also exempt agricultural fuel use from carbon pricing
(Government of British Columbia 2021). A recent federal decision to reject calls for further
exemptions to carbon levies placed on natural gas shows that it is possible to financially
support farmers while preserving the incentive to reduce emissions (Brethour 2022).
The approach provides rebates to farmers that are not tied to natural gas consumption,
similar to the approach taken for household rebates.

The OECD effective carbon price measure includes carbon levies and fuel excise taxes.
Figure 5 comypares gasoline taxes and levies by province and territory, including excise
taxes, fuel taxes, PST/GST/HST, and carbon levies. The total amount of taxation is highest
in Vancouver and lowest in the territories and prairies.

Changesin any type of gasoline taxation will lower the “effective carbon price” and reduce
the price signal to reduce gasoline use (through reducing driving, selecting more energy
efficient vehicles, or shifting to electric vehicles). For example, the Government of Ontario
announced in November 2021 that it would be lowering its fuel tax by 5.7 cents per litre
(The Canadian Press 2021). The measure will partially offset carbon levies and will result
in forgone revenue from a source that has a lower marginal cost of public funds than
corporate or personal income taxes. The forgone revenue will mean less funding avail-
able for government programs such as health care or education, or to reduce provincial
debt. It is also not the most effective policy tool to support low-income Ontario house-
holds and small businesses, as it will be available to everyone who purchases fuel in the
province (including high-income households and large businesses).

Ontario's fuel tax reduction would bring the province's overall gasoline taxation to a simi-
lar level to prairie provinces. New Brunswick also lowered its fuel tax when the federal
carbon price was introduced (Brown 2021). Bringing cumulative fuel taxation up to simi-
lar, and increasing, levels across Canada would help enhance signals to businesses and
consumers to shift their vehicle choices and driving practices.
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Figure 5

Gasoline taxes and levies by province and territory (May 2021, cents/litre)
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Table 6

Evaluating externality pricing

Improved employment

Transition-consistent?

Underpricing
externalities
associated with
fossil fuels

Fossil fuel levies and
taxation do not fully re- | overall fossil fuel tax-
flect the costs imposed | ation widen the gap
on society today, but
carbon pricing and

regulatory standards

Good value for money?

Policies that reduce

between current pric-
es and socially optimal
levels, and result in

are expected to reduce | forgone revenue from

this gap significantly

by 2030

Meets criteria

Could meet criteria with
changes or implementation

a form of taxation that
has a lower marginal
cost of public funds
than income taxes.

but not long term
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outcomes?

Reductions in fossil fuel
taxation may provide
some relief to fuel-re-
liant small businesses
but could also delay
switching to alterna-
tives that would reduce
future vulnerability to
price fluctuations and
could increase the risk
of trade measures if
Canada is deemed

to have low effective
carbon prices.

I Meets criteriain short term I Does not meet criteria

The best policy fit?

If the policy objective
is to support business-
es and low-income
households, there are
other policy alterna-
tives that would more
directly support Ontar-
ians (income support,
rebates for purchases
of low-carbon goods)
and result in better
climate outcomes.

Insufficient information
to assess
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RECOMMENDATIONS FOR PROJECT-SPECIFIC AND ONE-TIME FUNDING:

P The federal government should establish a minimum national bench-
mark for cumulative taxes and levies applying to fossil fuels. It could
then issue an annual report comparing provincial and territorial levels
to the benchmark. The report could inform decisions on transition-re-
lated investments and carbon price or regulatory equivalency negotia-
tions between federal and provincial governments.

P Governments at all levels should avoid reductions in fossil fuel taxation

as a measure to support low-income households and small businesses,
as there are more effective and efficient policy tools available.
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ESGONCLUSIONS AND'RECOMMENDATIONS

Our analysis shows that there are many government measures working against Canada’s
best climate, economic, and societal interests. Without substantial reform, and greater
transparency, these measures could slow the transformation that Canada needs to succeed
through global low-carbon transition. Ideally, Canada would have a coherent and coordi-
nated policy framework across all levels of government that works in tandem to mobilize
private investment and smooth the transition for Canadian workers and commmunities.

Any relief provided by government measures aimed at slowing the transformation, or fight-
ing the tide of global market change, is likely to be short-lived. Such measures will ultimately
be futile in the face of structural shifts and could delay investments that would improve
the transition-readiness of Canada's economy and generate new areas of job growth.

Our analysis points to four overarching recommmendations:

1. CANADIAN GOVERNMENTS SHOULD PIVOT THEIR ECONOMIC
DEVELOPMENT STRATEGIES TO SUPPORT SUCCESS IN THE FAGE
OF CHANGING MARKET CONDITIONS

Many of the measures assessed in this analysis are aimed at generating economic growth

and jobs, often for rural and remote areas. However, the outlook for fossil fuel production
has changed, within the context of growing global commitments to reduce greenhouse
gas emissions. With countries representing over 90 per cent of global GDP committed to
reach net zero emissions by mid-century, governments need to pivot their approaches
to economic development (Vaughan 2021). Fossil fuel production is—in most cases—no
longer a secure source of growth and job creation. In fact, the strongest and most resil-
ient economies will be those with diversified sources of growth that are attracting tran-
sition-consistent investment.

Government measures that accelerate and support economic transformation will drive
long-term economic growth and job creation more than those that work against market
signals and slow progress. Oil and gas companies have an opportunity to be part of the
transformation by decarbonizing assets that have a strong chance of remaining compet-
itive through global transition and moving into new, transition-consistent business lines
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such as clean hydrogen, biofuels, and low-carbon chemicals. Communities dependent on
fossil fuel production may need additional support, but that support should increasingly
shift towards transition-consistent economic activities and worker skills and education.

2. PROVINCES AND TERRITORIES SHOULD MAKE THEIR OWN
COMMITMENTS ON FOSSIL FUEL SUBSIDY REFORM TO SUPPORT
LONG-TERM PROSPERITY

The federal government has committed to phase out fossil fuel subsidies and to align

financing with its net zero commitment. However, many of Canada’'s remaining fossil fuel
subsidies fall under provincial and territorial jurisdiction. This leads to policies working at
cross purposes and unclear market signals that slow regional economic transitions and
ultimately hurt long-term prosperity. For example, as the federal government ramps up
carbon prices, some provincial governments are reducing gasoline taxes and increasing
financial support for fossil fuel use.

There may be valid policy goals behind the policies and programs in place, including support-
ing low-income households struggling to make ends meet, or supporting local food produc-
tion and rural economic development. However, there are ways of achieving these policy
goals that work with transition objectives instead of against them. In the long run, house-
holds and farmers will be more resilient to the fossil fuel price volatility that could characterize
global energy transition if they have near-term support to shift away from their dependence
on fossil fuels. Provinces and territories can help smooth the transition by realigning policies
and programs to mobilize private investment towards transformative change.

3. GOVERNMENTS SHOULD DEVELOP A CLEAR DECISION-MAKING
FRAMEWORK FOR PUBLIC INVESTMENT IN EMISSION-REDUCING
PROJECTS AND TECHNOLOGIES

Government assessments of fossil fuel subsidies often assume that all tax incentives and

programs aimed at reducing emissions from fossil fuel production are justifiable uses of
public funds. However, this is not the case.

The best uses of public funds will be in areas where the greatest combined long-term
climate, economic, and societal benefit can be achieved for the smallest public investment.
This requires a more strategic approach than most governments have pursued to date.

First, investments should focus on addressing gaps in carbon pricing and regulatory
policies instead of financing company compliance. This could mean targeting uncov-
ered emissions or overcoming remaining barriers to private investment (such as policy
or market uncertainty). Canada's transition success will require many large capital-in-
tensive, risky investments. Government funding can play a critical role in accelerating
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these projects, resulting in earlier emission reductions and greater economic readiness
for global market change. However, it will be most effective if policies are coordinated
and complementary (rather than overlapping or working at cross purposes).

Second, investments should consider anticipated future market conditions through
global transition. A major public investment to reduce emissions in a coal mine will not
be of significant value if the mine shuts down due to shrinking global demand for coal.
Coal workers would receive a greater long-term benefit from a public investment aimed
at attracting new, transition-consistent sources of growth and jobs. Subsidizing the coal
mine—even if it is to reduce emissions—reinforces dependency and increases vulnera-
bility to global market forces.

Third, public funds should mobilize private investment and share risk with the private
sector rather than fully taking on responsibility. It is in the public interest to have Cana-
dian companies succeed through transition, but success will be more likely for proj-
ects where private sector proponents have substantial skin in the game. This requires
programs and incentives to provide enough support to overcome investment barriers,
but to avoid blunting market signals that could lead to different decisions. For example,
an oil producer facing significant competitive pressures from declining global demand
and the rising cost of capital may push for governments to finance their emission reduc-
tions. However, left to market forces alone that same producer might consider a long-
term plan to phase down oil production and shift into new, transition-consistent business
lines such as aviation biofuels or carbon capture and storage as a service for chemical
producers. Government funding might be better placed supporting that shift.

One of the ways to assess projectsis to require a higher burden of proof for public financ-
ing for demand-decline sectors such as oil and gas production and traditional auto
manufacturing. Our Sink or Swim report proposed an additional set of climate-related
reporting metrics for demand-decline sectors, including scope 3 emissions, investment
in transition-consistent business lines, and cost competitiveness.

4. GOVERNMENTS SHOULD FIRST ENSURE NEW MEASURES SUPPORT
TRANSITION SUCCESS BEFORE ADDRESSING ESTABLISHED POLICIES

Governments need not tackle all recommendations immediately. The first priority should

be to ensure that new measures—such as programs supporting emission reductions
or economic development—are transition-consistent, good value for money, support
sustainable jobs, and use the best policy tools available. Outcomes can also be improved
through minor adjustments to existing programs, or careful implementation.

The second priority should be to address existing measures that have the greatest
amount of dark red in our assessment tables. This includes British Columbia’s package of
financial incentives and tax and royalty provisions that support fossil fuel development,
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residential energy rebates that are not tied to income, programs like the federal emis-
sion reduction fund, and provincial reductions of fuel taxes.

Governments can then start to address some of the measures that have a larger amount
of orange and light orange. For example, Alberta could adjust royalty reductions to
encourage storage of CO, from enhanced oil recovery. Provinces can also work with the
federal government to phase out tax exemptions for fuel for farmers and other businesses.

Reforming government financial support to achieve the best overall climate, economic,
and social outcomes for Canadians is a critical step towards creating the conditions for

Canada's long-term success through the global low-carbon transition.
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