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A Primer on Tax Expenditures  
 

 

In addition to its use as a means of raising revenue, 
the federal tax system may be used by the federal 
government as an instrument of public policy in order 
to attain various economic and social objectives.  
These objectives are achieved through a number of tax 
measures – such as exemptions, deductions, rebates, 
deferrals or credits – that are generally referred to as 
tax expenditures, since they represent a cost to the 
federal treasury by reducing government revenues.  
The Department of Finance publishes annual tax 
expenditure estimates in Tax Expenditures and 
Evaluations.   
 
The use of tax expenditure estimates as a public policy 
tool has been criticized on several grounds.  First, tax 
expenditure estimates do not take into account the 
possibility that taxpayers may change their behaviour 
in response to a tax measure.  For example, it is 
possible that taxpayers may give less to charity in the 
absence of the charitable tax credit.  Second, it has 
been argued that determining which tax measures 
constitute tax expenditures involves a value judgment. 
 
Nevertheless, if the tax system is to be used as a 
public policy tool, it is important that policy-makers 
be able to assess the implications, costs and benefits 
of proposed tax measures.  Since governments can use 
either tax measures or program spending to achieve 
their public policy goals, the cost of tax measures 
should be assessed in light of the cost of programs that 
might achieve the same objective.  
 
Table 1 shows the projected value of selected federal 
tax expenditures.  In total, there are more than  
170 federal tax measures considered as tax 
expenditures and listed by the Department of Finance 
in Tax Expenditures and Evaluations.  The estimated 
value of individual tax expenditures cannot be added 
together to determine the overall tax expenditure 
cost;(1) however, the projected values of these tax 

expenditures would total more than $70 billion for 
2006, a figure that might be assessed in light of 
estimated total federal tax revenues of about  
$200 billion in 2006. 
 

Table 1 
Selected Federal Tax Expenditures, 

Projected Cost, 2006  
(millions of dollars) 

Personal Income Tax 
Charitable donations credit 1,990
Registered retirement savings plans (RRSPs) 8,445
Registered pension plans (RPPs) 11,810
Non-taxation of capital gains on principal 
residences 9,980

Corporate Income Tax 
Canadian film or video production tax credit 185
Scientific Research and Experimental 
Development Tax Credit 3,090

Low tax rate for small businesses 3,940
Goods and Services Tax 
Zero-rated and exempted goods and services 7,740
Rebates for municipalities, hospitals, non-
profit and charitable organisations and 
academic institutions 

3,085

GST/HST credit 3,620

Source: Department of Finance Canada, Tax Expenditures 
and Evaluations 2006. 

 
PERSONAL INCOME TAX 
 
The personal income tax system provides numerous 
deductions, tax credits and other tax measures 
designed to achieve public policy objectives.  Personal 
income tax measures are often intended to take into 
account individual circumstances, such as disability or 
age, that could influence a taxpayer’s ability to pay 



income tax.  These income tax measures also provide 
incentives to engage in socially desirable activities, 
such as saving for retirement or donating to charity.  
The paragraphs below provide a brief description of 
some of the main personal income tax expenditures. 
 
Registered pension plans (RPPs) and registered 
retirement savings plans (RRSPs):  Contributions to 
RPPs and RRSPs, as well as investment income 
earned in these plans, are not subject to taxation; 
funds are taxed only when they are withdrawn.  RPPs 
and RRSPs are designed to encourage Canadians to 
save for retirement, which may in turn reduce 
government expenditures in support of older citizens.  
Canadians can deduct contributions to RRSPs of up to 
18% of their earned income from the preceding year, 
to a maximum of $18,000 for 2006; the contribution 
limit is lower if RPP contributions are made.  Unused 
RRSP room may be carried forward to future years. 
 
Charitable donations credit:  At the federal level, 
Canadian taxpayers can claim a charitable donation 
tax credit at the lowest personal tax rate on eligible 
donations up to $200, and at the highest personal tax 
rate on eligible donations above $200.  The value of 
eligible donations cannot exceed the equivalent of 
75% of the taxpayer’s net income.  The objective of 
this credit is to ensure that charities are able to raise 
sufficient funds to finance their activities.  
 
Non-taxation of capital gains on principal residences:  
As a general rule, taxpayers must include, in their 
taxable income, 50% of the value of any capital gain 
resulting from the sale (or deemed sale) of real 
property.  Taxpayers do not, however, have to report 
any capital gain – and, therefore, do not have to pay 
any taxes – on the sale of their principal residence.  
According to the Summary of 1971 Tax Reform 
Legislation, this tax measure recognizes that principal 
residences are generally purchased to provide basic 
shelter and not as an investment.  Since individuals 
can move without triggering a taxable capital gain, 
they are better able to respond to changing 
circumstances. 
 
CORPORATE TAX SYSTEM 
 
The corporate tax system also includes tax provisions 
designed to achieve public policy objectives, such as 
encouraging business investments, contributions to 
charitable organizations and the growth of small 
businesses.  The Department of Finance lists more 
than 50 corporate tax expenditure measures.  Three of 
these measures are discussed below. 

Scientific Research and Experimental Development 
(SR&ED) Tax Credit:  This tax credit is intended to 
encourage firms to undertake research and 
development activities in Canada.  The rationale for 
the measure is that the economic benefits of SR&ED 
activities are not limited to the private interests of the 
firms undertaking the research; the economy also 
benefits from technological advances, resulting in 
productivity growth.  The basic SR&ED tax credit, 
available to all Canadian corporations, 
proprietorships, partnerships and trusts, has a value of 
20% of qualifying expenses, is non–refundable, and 
may be carried back three years or forward ten years 
to reduce tax liability.  Small Canadian-controlled 
private corporations benefit from an enriched 
refundable credit of 35% of qualifying expenses up to 
a limit of $2 million. 
 
Low tax rate for small businesses:  Small Canadian 
corporations are entitled to a lower tax rate, a measure 
that is designed to provide them with more after-tax 
income for reinvestment and expansion.  Small 
Canadian-controlled private corporations (CCPCs) – 
basically, corporations not controlled by a non-
resident or by a public corporation and with capital 
not exceeding $10 million – are taxed at a lower 
corporate tax rate of 13.12% on their first $400,000 of 
taxable income.  Starting in 2008, this rate will be 
reduced to 11.5%; after 2008, it will be reduced to 
11%.   
 
Canadian film or video production tax credit:  This 
refundable tax credit is designed to support the 
Canadian film and video production industry in order 
to encourage the development of a dynamic Canadian 
film production sector.  The credit is available to 
eligible taxable Canadian corporations at a rate of 
25% of labour costs; however, labour expenses 
eligible for the credit must not exceed 60% of the total 
cost of the film or video production. 
 
GOODS AND SERVICES TAX/ 
HARMONIZED SALES TAX  
 
The Goods and Services Tax/Harmonized Sales Tax 
(GST/HST) is applied at every stage of the production 
process on most goods and services sold in Canada.  
Since businesses can generally recover the GST/HST 
paid on purchased inputs, the final customer bears the 
full cost of the tax. 
 
Some goods and services are zero-rated – i.e., 
suppliers do not have to collect GST/HST and can 
redeem the GST/HST paid on their purchased inputs – 
while others are exempt – i.e., suppliers do not have to 



collect GST/HST but cannot redeem the GST/HST 
paid on their purchased inputs.  The exempt or zero-
rated status of some goods and services is intended to 
achieve public policy objectives.  For example, the 
zero-rating of basic groceries is designed to improve 
the fairness of the sales tax system – since low-income 
households tend to spend a larger share of their budget 
on such items – while some agricultural and fishing 
equipment is zero-rated in order to improve the cash 
flow of farmers and fishers.  Other zero-rated goods 
and services include prescription drugs and medical 
devices, while health care and education services are 
exempt.   
 
A number of specific sectors or services benefit from 
GST/HST rebates on their purchased inputs.  
Municipalities, universities, colleges, schools and 
hospitals receive full or partial rebates on the 
GST/HST paid on their purchased inputs.  The rates of 
the rebates were initially set at a level that ensured 
that the sales tax burden did not increase for these 
sectors as a result of moving to the GST from the 
previous federal sales tax.  Registered charities and 
not-for-profit organizations also benefit from a partial 
GST/HST rebate to compensate them for the 
GST/HST paid on their purchased inputs.  
Furthermore, low- and modest-income individuals and 
families can benefit from a GST/HST credit to offset 
all or part of the GST/HST that they pay.   
 
                                                 
(1) The progressive nature of the personal tax system and 

interactions among various tax measures mean that 
the simultaneous elimination of a set of tax 
expenditure items may lead to a very different cost 
estimate than might occur when tax expenditures are 
estimated individually and added together. 
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