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“Adversity is a stimulus.”  

James Broughton 
Introduction 
 
The 2009 Federal Budget (Finance Canada [FC] 2009) was announced amidst a global economic 
contraction that followed a protracted period of significant economic growth. The objective of 
the budget was to “protect [Canada] from an immediate economic threat while providing the 
solutions we need to secure our long-term growth and prosperity” (p. 9) by delivering “potent 
economic stimulus to encourage growth and restore confidence in our economy.” (p. 10) The 
ideology for the estimated $30 billion stimulus plan was that it must be: timely and begin within 
the first five months of 2009; targeted to produce “the largest increase in Canadian jobs and 
output” (p. 10); and temporary such that the stimuli end when the economy recovers. (p. 10)  
 
Of the $30 billion in announced spending in Budget 2009, over one third was apportioned to tax 
relief: approximately $1 billion directed to simulating business investment and over $12 billion 
focused on individuals to stimulate consumption. Table 1 summarizes the tax policy changes and 
their estimated cost to the Government of Canada.  The changes are grouped into one of three 
categories, depending on the general intent of the change, as follow: changes to stimulate 
business investment; changes to help Canadians and spending stimulus; and changes to stimulate 
housing construction.  
 
This paper will describe the tax policy changes in the 2009 Budget, highlighting the motivation 
(perceived or stated), the context, and perceived effect for each change. It will also comment, 
where appropriate, on the stimulus effect of the change. In reviewing the table, however, a 
general observation quickly emerges. The tax policy changes contained in Budget 2009 included 
not only changes that appear to have been proposed with one or more of the three ideological 
criteria for its stimulus plan in mind but it also included changes that reflect the government’s 
general approach to taxation over the last decade. In particular, there are a number of changes 
that are neither targeted nor temporary and several are measures that have been taken in previous 
budgets during period of economic growth.  
 
Changes to Stimulate Business Investment 
 
Small Business Threshold 
 
Canadian Controlled Private Corporations (CCPCs) operate under a preferred tax regime over 

                                                 
1 Lindsay Tedds is an Assistant Professor at the School of Public Administration, University of Victoria, Victoria, 
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foreign controlled corporations and publicly traded companies in Canada.2 One element of the 
preferential tax regime is that, similar to the personal income tax system, the CCPC tax regime is 
progressive. For qualifying CCPCs, active business income up to the Small Business Threshold 
is taxed at a lower rate than income above that amount. Budget 2009 increased the Small 
Business Threshold from $400,000 to $500,000. (FC 2009, p. 181)  Currently, the rate applied to 
income below the threshold is 11% and 19% is the rate applied to income above the threshold.3  
The change in the threshold effectively reduces taxes for qualifying CCPCs whose active 
business income is above $400,000. Specifically, the increase in the threshold translates into a 
tax savings of $8,000 for qualifying CCPCs whose active business income is above $400,000. 
 
The rationale for this increase is to support the growth of small businesses by allowing them to 
“retain more of their earnings for reinvestment and expansion, thereby helping to create jobs and 
promote economic growth in Canada.” (FC 2009, p. 181) Underlying this statement is the 

                                                 
2 A CCPC is defined in subsection 125(7) of the Income Tax Act. 
3 The benefits from the small business threshold begin to be clawed back when a CCPC taxable income reaches $10 
million and is fully clawed back when it reaches $15 million. 

2008‐09 2009‐10 2010‐11 Total

Increasing Small Business Threshold ‐ 45 80 125

Mining Investment Tax Credit ‐ 70 ‐15 55

Changes to Capital Cost Allowance

Computers and M&P Machinery

Tariff Relief on Machinery & Equipment 12 76 81 169

Repealing Section 18.2 of the ITA ‐ ‐ ‐ ‐

Sub‐total 12 531 501 1044

Freezing EI Rates 693 1381 ‐ 2074

Personal Income Tax Changes 470 1885 1950 4305

National Child Benefit Supplement and 

Canada Child Tax Benefit

Working Income Tax Benefit 145 580 580 1305

Age Credit 80 325 340 745

Sub‐total 1388 4401 3180 8969

Home Renovation Tax Credit 500 2500 ‐ 3000

Home Buyers' Plan ‐ 15 15 30

First‐time Home Buyers' Tax Credit 30 175 180 385

Sub‐total 530 2690 195 3415

Total All Tax Changes 1930 7622 3876 13428

NOTE: Cost estimates taken directly from the 2009 Federal Budget

Table 1: Tax Changes and Estimated Cost

Changes to Stimulate Business Investment

Helping Canadians and Spending Stimulus

Stimulate Housing Construction

‐ 340 355 695

‐ 230 310 540
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assumption that the higher tax rate applied to business income above the threshold acts as a 
barrier to growth.  There is some evidence to support the notion that businesses intentionally 
remain below the threshold. 4  Hendricks, Amit, and Whislter (1997) found that reported business 
income clustered just below the threshold. The percentage of businesses, however, is small with 
only 3% of businesses clustering near the threshold (98.1% of businesses reported taxable 
income below the threshold (p. 29)). While the study is dated, examining business income 
reported for 1992, it remains one of the few studies in this area. 
 
The barrier to growth, however, is not the small business threshold per se but rather the steep 
increase in tax rates applied to income above the threshold. That is, increasing the threshold does 
provide incentive for firms to grow their income from $400,000 to $500,000, but it provides no 
incentive to grow any further: it effectively places a cap on growth. In order to minimize the 
effect of the cap, the differential between the two rates, currently at 8%, needs to shrink. Table 2 
summarizes the changes in the threshold and tax rates faced by CCPCs since 2002.  The 
differential between the two rates has already shrunk from 13% in 2002 to the current 8% and is 
scheduled to be reduced to 4% by 2012.  
 

Table 2: Small Business Threshold, Small Business Tax Rates, and the General Corporate Rate 

   2002  2003  2004  2005 2006  2007 2008 2009 2010  2011  2012 

Small 
Business 
Threshold 
($000) 

200  225  250  275  300  400  400  500  500  500  500 

Small 
Business Tax 
Rate  (%) 

12  12  12  12  12  12  11.5  11  11  11  11 

General 
Corporate 
Rate (%) 

25  23  21  21  21  21  19.5  19  18  16.5  15 

 
 
In terms of meeting the guiding principles of stimulus spending, the measure is certainly timely, 
coming into effect January 1, 2009, it is certainly not temporary, and it is not specifically 
targeted to increase jobs and output. Why might the increase in the threshold have little effect on 
growth?  First, increasing the threshold assumes that small businesses are interested in growth. 
Tal (2006) found that “almost 60% of all small business owners in Canada consider themselves 
as “lifestylers” that use their business as a means of generating income, while balancing other 
commitments or lifestyle choices” (p. 8) and are not interested in growth. In addition, Hendricks 
et al. (1997) found that only 0.6% of businesses were able to grow their business income beyond 
the threshold implying that the threshold “plays a significant role in financing growth for only a 
small fraction of CCPCs.” (p. 10) Second, it ignores other barriers to growth such as business 
acumen, access to capital, compliance costs, labour legislation, and, of course, demand for the 
businesses goods and services. Third, raising the limit appears to benefit only a small proportion 

                                                 
4 One way for a business to target business income to just below the threshold is to pay out any income over the 
threshold as wages or bonuses to the owner(s). 
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of qualifying CCPCs.  In fact, one of the recommendations made by the Technical Committee on 
Business Taxation (Canada 1998) was that the small business threshold should not be increased 
for this reason. (p. 5.8) Fourth, most employment growth by small businesses is due to new 
businesses and not growth of existing business and most new businesses will enter the market 
well below the threshold level. (Industry Canada 2008; Canada 1998, p. 5.2))  Finally, it fails to 
address the burden of profit insensitive taxes, such as property taxes, payroll taxes, excise taxes, 
and provincial sales taxes, which have a “disproportionate impact on smaller businesses.” 
(Canada 1998, p. 5.5) 
 
In lieu of raising the Small Business Threshold, Budget 2009 should have accelerated the 
planned decrease in the general corporate tax rate. Such a change would have benefited not only 
CCPCs with businesses income above the threshold (including those that have the benefits of the 
small business thresholds clawed back) but also all corporations. The research clearly shows that 
corporate taxes significantly influence investment decisions and it has also been shown that they 
negatively influence organizational form, financial structure and dividend policy. (Bird and 
Smart 2001) The Small Business Threshold also provides “incentives for tax planning associated 
with the small business deduction and improve incentives to invest in business generally.”  
(Canada 1998, p. 5.8) 
 
Of final note, given the above discussion and the recent changes in the small business threshold, 
it is timely to update the work in Hendricks, Amit, and Whislter (1997). In the past eight years, 
the small business threshold has been raised six times without any significant evidence that doing 
so supports growth amongst small businesses. Such detailed analysis should be done before any 
further increases are contemplated. 
 
Mining Investment Tax Credit 
 
Section 66(1) of the Income Tax Act allows principal business corporations (certain corporations 
in the mining, oil and gas, and renewable energy and energy conservation sectors) to fully deduct 
exploration and pre-development expenses incurred in Canada from its income in the year the 
expenses were incurred. Many corporations with exploration and development expenses, 
however, are in a non-taxable position in a given tax year and are unable to deduct these 
expenses.  Whilst unused exploration and pre-development expenses can be carried forward 
indefinitely, qualifying corporations can also choose to transfer these deductions to flow-
through-share (FTS) investors. FTSs are attractive to corporations that have difficulty raising 
capital to finance exploration and pre-development activities, notably junior resource 
corporations, which have little prospect of generating revenue in the foreseeable future, and 
which will go out of businesses and not be able to use the deductions without FTS investments. 
They are attractive to investors as they are permitted to fully deduct the cost of their FTSs from 
their income. In addition, the deduction is worth more to an individual than to a corporation since 
personal income tax rates are notably higher than corporate tax rates.  
 
While FTSs are not a recent addition to the Canadian tax regime, the super flow-through-share 
(SFTS) is. In the 2000 Economic Statement and Budget Update (Finance Canada 2000), the 
Government of Canada announced the non-refundable Investment Tax Credit for Exploration 
(ITCE).  It was intended to be a temporary (expiring at the end of 2003) 15% investment tax 
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credit for investors in flow-through shares of mineral exploration companies. The impetus for the 
SFTS was the low price of metals that occurred throughout the 1990s and which caused a 
significant contraction in mineral exploration. While metal prices rebounded to historical highs 
by the mid 2000s, the tax credit was renewed for additional one year periods and set to expire at 
the end of 2005.  It was re-instated in 2006 as the Mineral Exploration Tax Credit which was set 
to expire March 31, 2009 but Budget 2009 extended the credit for an additional one year period. 
Ontario and the Western provinces also have comparable programs. The purpose of the credit is 
to stimulate exploration activities. 
 
It is useful to provide an example of how FTSs in general and the tax credit specifically benefit 
the investor.  Mary is an investor located in BC. She earns $250,000 a year and is taxed at the 
highest rate both federally (29%) and provincially (14.7%). She decides to invest $10,000 of her 
income in a mining exploration company though the purchase of FTS. In the tax year in which 
she makes the purchase, she is able to deduct the $10,000 from her income.  Had she not made 
the purchase, she would have paid $2,900 in federal taxes and $1,470 in provincial taxes on the 
$10,000.  As a result of the deduction, Mary saved $4,370 in income taxes making the cost of the 
investment to Mary only $5,630. Since Mary invested in a mining exploration company, she is 
also eligible for provincial and federal tax credits.  The value of the BC tax credit is 20% or 
$2,000.  The federal MITC is 15% but is calculated on the value of the investment minus any 
provincial tax credit.  In Mary’s case it is calculated on $8,000 for a federal tax credit worth 
$1,200. Because the tax credits are in effect a grant, the value of the federal and provincial tax 
credit is subject to income tax, resulting in Mary incurring a tax liability of $1,390. In total, Mary 
garners a tax benefit of $6,180. Of the $10,000 initial investment, Mary shoulders $3,820 
(38.2%) of the cost while taxpayers bear $6,180 (61.8%) of the cost of the investment. 
 
In order for Mary to break even (ignoring inflation and other time costs of money), she only 
needs to sell the $10,000 investment for $4888.03 (the adjusted cost basis is $0). If she sells for 
this amount, she will only pay $1,068.03 in capital gains taxes, leaving Mary with the initial 
after-tax cost of the investment ($3,820). In this scenario, the taxpayer is left with a $5,111.97 
deficit. Because Mary sold at a value less than her original investment, this implies that the 
company’s stock price decreased and it can be assumed that they did not find any mineral 
deposits of value implying no additional corporate taxes to make up the difference. In fact, in 
order for the taxpayer to break even (assuming no additional corporate taxes), Mary would have 
to sell the shares for $28,283.75 which represents an unlikely 182% return on her (and the 
taxpayers) investment. Clearly, the tax regime for FTS is preferential even without the MITC and 
one has to wonder how much additional influence the tax credit has had on investment in mining 
FTS. In addition, there is evidence to indicate that the investments in mining FTS is 
predominately done for tax planning reasons as demand for these products increases at the end of 
the calendar year. They are also actively marketed to investors who are looking for last-minute 
tax deductions. An unintended cost of the SFTS regime is that it is likely shifting investment 
dollars away from other, less risky, and unsubsidized investments. 
 
The Prospectors & Developers Association of Canada credits the MITC as contributing 
significantly to mineral exploration activity and new mineral discoveries in Canada. In 
particular: increasing exploration expenditures from approximately $300 million in the late 
1990s to an estimated $1.722 billion in 2006, the highest total for exploration and deposit 
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appraisal expenditures since 1987 and 1988; and leading to 268 new mineral discoveries in 2005 
compared to 15 in 1999. (Prospectors & Development Association of Canada n.d.). Figure 1 
plots exploration expenditures by both senior and junior mining companies along with the Metal 
Price Index (MPI) from 1980 to 2007.  It shows a high correlation between expenditures and 
metal prices and that it is much more likely that the driving force behind the expansion is the 
increase in metal prices. 
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Figure 1: Exploration Expenditures and the Metal Price Index

Juniors Seniors Metals Price Index

Source: Natural Resources Canada; Statistics Canada

 
In terms of the value of the deposits found, the value has increased from $189 million in 1999 to 
$556 million in 2007 in nominal terms.  However, most of this increase is due solely to the rise 
in prices. In real terms, the value has increased from $428 million in 1999 to $450 million in 
2007.  As a percentage of exploration costs, the value of the deposits dropped from 60% of 
exploration costs in 1999 to 24% in 2007. This indicates that the increase in exploration is not 
paying off in terms of an increase in the value of located deposits. 
 
There is little evidence that the MITC induces increased exploration activity over that stimulated 
by the existing FTS regime and the increase in commodity prices. On the investor side, the 
MITC compensates investors for unnecessary risk and appears to be predominately used for tax 
planning purposes by high income taxpayers rather than for calculated investment purposes. 
Whether or not the increased exploration pays off in terms of long-term jobs and economic 
opportunities in northern Canada, depends on how and on what the exploration costs are being 
spent and how many of the deposits become long-term viable mines. 
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Changes to Capital Cost Allowance 
 
Generally, under Canada’s tax code costs incurred to earn income are deductible from the 
income earned for tax purposes.  This is called the matching principal: it matches expenses with 
the income generated. When an expense is incurred to acquire a capital asset, the expense is 
typically allocated over the useful of the capital asset since the one-time expense generates a 
flow of income. The capital cost allowance (CCA) rate determines how much of the cost of a 
capital asset may be deducted each year for tax purposes. The CCA deduction is non-refundable 
and the CCA rates vary according to the useful life of the capital asset. In addition, to prevent a 
flurry of tax motivated purchases at the end of a tax year, for many assets only half of the 
expense can be included in the purchase year for purposes of that year's CCA deduction 
calculation. This is commonly referred to as the half-year rate. To calculate the CCA deduction, 
most asset classes use the declining balance.  The declining balance method produces relatively 
larger CCA deductions during the earlier years of an asset’s life, decreasing deductions over 
time, and an asset balance that never reaches zero. The other method is called a straight-line 
method and generates equal CCA deductions each year until the balance reaches 0. 
 
Budget 2009 included changes to the capital cost allowance (CCA) system for two specific 
assets, the intent of which was to increase or accelerate investment in these specific capital 
assets.  First, the CCA rate for computer equipment and systems software was temporarily 
increased from 55%5 to 100% for qualifying purchases after January 27, 2009 and before 
February 1, 2011. In addition, the half-year rate was waived so that the expense is fully deducted 
in one year. The measure is intended to boost productivity through faster adoption of newer 
technology (FC 2009, p. 167). Second, the CCA rate for machinery and equipment used for 
production is normally 30%. Budget 2007 implemented a temporary 50% straight-line CCA rate 
for purchases of these assets made before January 1, 2009.  Budget 2008 extended this to include 
purchases made in 2009 and provided for a declining basis for assets acquired in 2010 and 2011. 
Budget 2009 waived the declining basis and extended the 50% straight-line CCA rate into 2010 
and 2011. This means that purchases of machinery and equipment can be fully deducted in the 
first two years of the assets useful life. This measure is to “assist businesses in the manufacturing 
and processing sector to meet the current economic challenges, boost productivity, and position 
themselves for long-term success.” (FC 2009, p. 168) 
 
Increasing the CCA rate permits an asset to be depreciated more quickly than the asset is being 
consumed thereby providing an immediate tax advantage. An example will help demonstrate the 
affect. A qualifying CCPC with taxable income before CCA of $500,000 (effective tax rate of 
11% in 2009) and a year-end of December 31 purchases $20,000 in computer equipment and 
systems software on March 15, 2009. Under the accelerated rules with the half-year rate waived, 
the business can deduct $20,000 from its operating income for an immediate tax savings of 
$2,200 in 2009.  Under the normal CCA rules, with a CCA rate of 55% and the half-year rate, 
the total tax savings approaches $2,200 but it is spread over a number of years as shown in table 
3.  
 
 

                                                 
5 CCA rate for computer equipment and systems software was increased from 45% to 55% in Budget 2007. 
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Table 3: Normal CCA Rules for Computer Equipment & Software 

Year  Capital Cost  CCA  Tax Savings 

2009  20000.00  5500.00 605.00 

2010  14500.00  7975.00 877.25 

2011  6525.00  3588.75 394.76 

2012  2936.25  1614.94 177.64 

2013  1321.31  726.72 79.94 

2014  594.59  327.02 35.97 

2015  267.57  147.16 16.19 

2016  120.40  66.22 7.28 

2017  54.18  29.80 3.28 

2018  24.38  13.41 1.48 

2019  10.97  6.03 0.66 

2020  4.94  2.72 0.30 

2021  2.22  1.22 0.13 

 
 
There are several things to note about accelerating CCA rates, assuming no changes in tax rates 
and assuming positive taxable business income.  First, the total tax savings under an accelerated 
regime and the normal regime is essentially the same in nominal terms. Second, the total taxes 
paid by the corporation under the two regimes are the same but the accelerated regime allows the 
business to defer corporate taxes to future years. Third, because of the deferment, an accelerated 
CCA regime can be viewed as an interest free loan from the government but since the general 
corporate tax rate is scheduled to drop over the next several years, the accelerated CCA regime 
actually reduces overall taxes paid corporations by allowing business that pay the general 
corporate tax rate to claim more of the deduction during years in which the tax rate is higher. 
 
The underlying assumption is that the temporary acceleration rate will incentivize businesses to 
increase their investments in these assets, thereby increasing the long-term productivity and 
growth. Accelerating CCA rates, however, have several key shortcomings.  First, in any year 
some firms will be investing in these assets regardless and the accelerating rate simply subsidizes 
behaviour that would have occurred anyway. Second, businesses with no taxable income in the 
years the accelerate rate applies do not benefit from the change despite making the desired 
purchase. Third, it is assumed that accelerating the purchase of the specific assets has a bigger 
benefit from purchases in other categories. That is, accelerated rates cause investment dollars to 
be shifted from other asset classes which, for any given business, could have induced higher 
productivity growth than an investment in an accelerated class. Fourth, an accelerate rate 
essentially subsidizes the sector that produces the asset at the expense of other sectors in the 
economy. Fifth, accelerated rates distort the matching principle underlying the Canadian tax 
system. Finally, as pointed out by the Technical Committee on Business Taxation, “when 
assessing the appropriateness of certain accelerated deductions, it should be remembered that 
there are a number of other significant deductions, which, while recognized for financial 
accounting purposes can only by deducted later – perhaps many years later – for tax purposes.  
These rules may more than offset the advantages accruing to businesses that are able to claim 
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capital cost deductions more rapidly than they depreciate them in their own records.” (Canada 
1998, p. 4.9) 
 
A better policy to promote investment in the short-term to ensure long-term increases in 
productivity without subsidizing certain businesses and sector would have been to accelerate the 
reduction in the general corporate tax rate would have been a more efficient incentive to induce 
investment by businesses. Alternatively, abolishing the half year rate or implementing simple 
pro-rating system based on the purchase date for all asset classes could have been pursued. 
Finally, if there was still a desire to target specific assets, then an investment tax credit is a 
preferable tool to accelerated CCA rates (Canada 1998, p 4.10). 
 
Eliminating Tariffs on Machinery & Equipment 
 
As noted in Budget 2009, almost 90% of imports entering Canada are tariff-free (FC 2009, p. 
169) yet some 239 items under the broad category of machinery and equipment are subject to 
tariffs ranging from 2% to 11%. Budget 2009 permanently eliminates tariffs on machinery and 
equipment. Tariffs raise the price of these goods, both foreign and domestic, which reduces 
demand for them. In general, the government revenues collected through the tariff does not offset 
the losses from the increases prices. As there is an interest to encourage Canadian businesses to 
purchase machinery and equipment (see the above section on capital cost rates), doing so while 
keeping the tariff in place is not a reasonable approach.  
 
Repealing Section 18.2 of the Income Tax Act 
 
Budget 2009 contained a bullet stating it was repealing the interest deductibility constraints in 
18.2 of the Income Tax Act but unlike most other budget items, no additional information or 
explanation was provided but this is a significant change. (FC 2009, p. 162)  
 
As noted previously, the matching principal of Canadian tax system allows taxpayers, in general, 
to deduct costs incurred to earn an income from the income earned. For example, if a taxpayer 
borrows money for income-generating purposes (e.g. purchasing shares that pay a dividend) the 
interest paid on the borrowed money is tax deductable. That is, only the income earned minus the 
cost incurred is taxable. There is, however, a twist when it comes to Canadian corporations with 
foreign affiliates. Canadian corporations can invest or acquire shares in foreign affiliates and the 
dividends the Canadian corporation earns from this investment is not subject to taxation in 
Canada on the assumption that the income has already been taxed in the jurisdiction from which 
in the income came: this tax rule is like a foreign tax credit. The twist arises if the Canadian 
corporate borrows money to make the initial investment.  The corporation can deduct the interest 
for tax purposes but does not pay tax on the associated income.6  That is, there is no matching 
income to expenses. The problem that arises is that if the foreign affiliate is located in a low or 
no tax region, then the tax paid on the incoming income does not approximate Canadian taxes, 
implying that the “foreign tax credit” is overly generous and is eroding tax revenues in Canada. 
 

                                                 
6 The rule providing Canadian companies with the ability to deduct interest on funds borrowed to invest in domestic 
and foreign affiliate has been in place since the 1972 tax reform. 



DRAFT MAY 5, 2009 
 

10 
 

The Department of Finance began reviewing these tax rules in 1987, the Auditor General 
expressed concern with the current rules in 1992 and again in 2002, and the Technical 
Committee on Business Taxation recommended that interest deductibility for investment in 
foreign affiliates should be disallowed. (Canada 1998, p. 6.18). No action was taken until Budget 
2007 announced the addition of section 18.2 to the Income Tax Act. Specifically, “interest 
expense on indebtedness incurred to acquire the shares of a foreign affiliate no longer be 
deductible, unless and until the shares generate income that Canada actually taxes.” (FC 2007, p. 
242) Section 18.2 was to come into force on March 19, 2007 but it was later delayed until 
January 1, 2012. Despite not coming into force until 2012, Budget 2009 announced that it would 
immediately repeal section 18.2. Repealing section 18.2 was recommended by the Advisory 
Panel on Canada’s System of International Taxation that reported in December 2008. (Canada 
2008) 
 
The main argument levied in support of section 18.2 is that the current rules distort tax fairness 
and encourage tax avoidance behaviour.  That is, the reason that some businesses borrow in 
Canada to fund foreign operations is solely to minimize taxes and not for investment purposes. 
However, this is only true in cases where the affiliate is operating in a tax haven country and 
these are likely to be exception rather than the norm. Section 18.2 essentially penalizes all 
businesses that borrow to invest in foreign affiliates even if the incoming income has already 
been subject to a tax that approximates Canadian rates. A more appropriate way to deal with the 
shortcomings associated with foreign affiliates and interest deductibility is through the General 
Anti-Avoidance Rules (GAAR).  In 1988 Canadian enacted GAAR which applies to tax 
arrangements that result in a misuse of the provisions in the Income Tax Act. The Government of 
Canada should instead increase enforcement efforts and associated penalties under GAAR. In 
addition, as corporate tax rates have and continue to decline, this reduces the tax benefit from 
incurring an interest expense in Canada for foreign investment thereby reducing the behaviour. 
Finally, because many countries permit an interest deduction on money borrowed for foreign 
investment, a key argument in allowing the deduction is Canada is for competitiveness reasons. 
 
Helping Canadians and Spending Stimulus 
 
Freezing EI Rate 
 
While changes to the EI rates do not require a change to the Income Tax Act they can still be 
considered a tax policy change since EI premium are essentially a payroll tax. Budget 2009 froze 
EI premiums for both 2009 and 2010 at 2008 rates: $1.73 per $100 (p. 95) for the employee rate. 
This also effectively froze EI premiums for employers, which is calculated at 1.4 times the 
employee rate. On the basis that EI premiums would have been increased in 2009 in order to 
achieve a break-even level, this change could be viewed as a tax cut.  However, as the maximum 
insurable earnings (MIE) rose from $41,100 to $42,300 in 2009, the net effect is that employees 
whose wage earnings are below the 2008 MIE threshold will pay no additional tax while 
employees whose wage earnings are above the 2008 MIE will pay additional taxes. Equally, 
employers will pay more in EI premiums for all employees whose wage earnings are above the 
2008 MIE. In total, employees earning above the 2008 MIE will pay approximately $20 (or 0.77 
cents per pay assuming a biweekly pay schedule) more and employers will pay approximately 
$30 more per annum in EI premiums than in 2008 thereby reducing income for both parties. That 
said, the additional amount being withheld during a given pay period is negligible and may not 
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have any direct negative effects on consumption or employment and certainly has fewer negative 
effects than had rates been increased. A separate chapter in this volume discusses the EI system. 
  
Age Credit & Personal Income Tax Changes  
 
Individuals that are 65 years of age and earn an income that is below a certain threshold are 
allowed to claim an additional non-refundable personal credit called the age amount credit. The 
purpose of this credit is to help alleviate poverty amongst seniors. In 2009, seniors with a taxable 
income amounting to $32,311 or less receive the full credit, it is partially clawed back on 
incomes between $32,312 and $75,031, and eliminated for individuals whose income exceeds 
$75032. Budget 2009 increased the age credit by $1000 to $6408 providing seniors which an 
added tax relief of $150 per annum. 
 
Beginning January 1, 1974, the personal income tax system was indexed annually by raising the 
tax brackets and increasing the personal exemptions by an inflation factor based on the CPI.7 The 
1986 tax reform limited the inflation factor to the CPI less 3%.  This shifted the personal income 
tax system in Canada from a fully indexed system to a system based on partial indexing and 
resulted in bracket creep; because incomes generally rise with the cost of living, many Canadian 
paid more taxes than they would have had the system remained fully indexed.8  Effective January 
1, 2000, full indexation was restored.  In addition, Budget 2000 announced a five-year tax 
reduction plan which increased the tax brackets and personal exemptions by greater than 
inflation in some years. 
 
In 2009 all bracket thresholds increased 2.5% due to indexation but Budget 2009 included an 
additional increase of 5% to the exemption amount and thresholds for the first two of the four tax 
brackets. That is, the personal exemption and the thresholds for the first two tax brackets 
increased by 7.5%. To deliver the relief in a timely fashion, withholding calculations where 
revised effective April 1, 2009. Table 4 summarizes the exemption and threshold amounts for 
2008, the original 2009 figures the 2009 figures based on the changes announced in the budget, 
the maximum tax savings, and the maximum savings per pay cheque assuming a bi-weekly pay 
schedule. The increase in the personal exemption over and above the original exemption amount 
for 2009 results in a tax savings of $33 for the year or an additional $1.27 cents per pay cheque 
for individuals at the top of the threshold. Having an additional $1,893 taxed at 15% rather than 
26% results in an additional tax savings of $75.76 and a total tax savings of $108.76 or an 
additional $4.18 per pay cheque if at the top of the threshold. And having an additional $3,788 
taxed at 22% rather than at 26% provides a further tax savings of $113.64 and a total tax savings 
of $222.4 or an additional $8.55 per pay cheque for individuals at the top of the threshold. 
 
The resulting effect is every taxpayer will pay less tax in 2009 resulting in an overall increase in 
disposable income in Canada that will, at least in part, fuel increased consumption; albeit perhaps 
just an extra coffee from Tim Hortons for some or a venti soy chai latte and a raspberry scone at 
Starbucks for others (and only every two weeks). An alternative use for this additional money is  

                                                 
7 As an anti-inflationary measure, the indexing rate was fixed at 6% for 1983 and 5% for 1984 with normal indexing 
based on the CPI to resume in 1985. 
8 In additional, many tax credits and benefits are phased out as income rises and these thresholds for the claw back 
were subject to the same partial indexation as the personal tax brackets and exemption. 
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Table 4: Original and Modified Personal Income Tax Bracket Thresholds and Exemption 

Tax 
Rates  2008  Original Budget 2009

Tax 
Savings1 

Cumul. 
Tax 

Savings 
Savings 
Per Pay 

0%  $9,600  $10,100 $10,320 33  33  1.27

15%  Up to $37,885  Up to $38,832 Up to $40,726 75.76  108.76  4.18

22%  $37,886‐$75,769  $38,833‐$77,664 $40,727‐$81,452 113.64  222.4  8.55

26%  $75,770‐$123,184  $77,665‐$126,264 $81,452‐$126,264 0  222.4  8.55

29%  >$123,185  >=$126,265 >=$126,265 0  222.4  8.55
1 Calculated using the different between the original thresholds for 2009 and those announced in Budget 2009. 

 
to offset any rental amount increases or increases in property taxes that have occurred in 2009. 
For example, in Saanich, BC, the average increase in property taxes for 2009 amounts to $77.9  
 
This assumes, however, that taxpayers notice the difference in their take home pay and also 
spend the increase. Shapiro and Slemrod (2001) added questions onto the April 1992 Survey of 
Consumers following a change in withholding amounts in the US that resulted in a small 
increase in take home pay. The findings are quite interesting.  Half of the respondents did not 
notice a change in their paycheque which supports the findings of Krishna and Johar (1996) and 
Morwitz, Greenleaf and Johnson (1998) that small credits are ignored.  This also indicates that 
paying out tax relief in regular, small payments will also likely be ignored. More interesting is 
that of the half that did notice a change, half of those reported that the paycheque was reduced as 
a result of the change. Of those that did notice and noticed an increase, when asked what they 
would do with this extra money, less than 50% said they would spend it.   
 
An alternative measure, followed in the U.S., is to provide an immediate stimulus cheque to 
taxpayers for their annual tax relief rather than revising the withholding formula. The assumption 
is that by providing a large amount all at once will have a greater affect on consumption 
expenditures. The evidence, however, indicates that the marginal propensity to consume (MPC) 
out of lump sum payments is much lower than the marginal propensity to consume out of regular 
income.  The MPC estimates for regular income range from 0.5 to 0. 685 but only 0.32 to 0.437 
for lump sum income. (Ishikawa and Ueda 1984; Shefrin and Thaler 1988) Out of the two ways 
to deliver tax relief to individuals with an expectation of a short-term stimulus affect, the method 
followed by Canada appears to be the preferred choice. 
 
Canada Child Tax Benefit, the National Child Benefit Supplement, and the Working Income Tax 
Benefit 
 

                                                 
9 The author’s property tax bill has increased $150 in 2009, combined with the $20 in additional EI premiums her 
federal personal income tax relief has been eroded to $52. 
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The Canada Child Tax Benefit (CCTB) and the National Child Benefit Supplement (NCBS) was 
implemented in 1998 and represented an integrated approach to federal and provincial child 
benefit programs. The CCTB replaced the existing Child Tax Benefit (CTB) program and the 
NCBS replaced the Working Income Supplement (WIS). The purpose of these programs are to 
help reduce child poverty by helping parents pay for the costs associated with raising a child 
while the NCBS helps lower the welfare wall the low-income families. The phrase the “welfare 
wall” is making reference to “the fact that social assistance recipients face such significant 
barriers to paid employment that their after-tax-and-transfer-receipt resources can actually fall as 
they move into the workforce.” (Scarth and Tand 2008, p. 25). Budget 2009 announced changes 
in the payments under these programs but the changes are directly tied to the aforementioned 
changes in the personal income tax system. 
 
For payments for the period July 2009-June 2010, the CCTB will provide $111.63 per month for 
each child under 18 and an additional $7.69 for the third and each additional child. CCTB 
benefits are clawed back at a rate of 2% for one child and 4% for families with two or more 
children once family income exceeds the threshold set for the 15% income tax bracket. Because 
this threshold was raised to $40,726, this means that qualifying families can earn an additional 
$1,894 over the threshold that would have been in place through indexing alone.  
 
For payments for the period July 2009-June 1010, the NCBS will provide $172.97 per month for 
the first child, $153.06 for the second, and $145.55 for each additional child. The benefit, 
however, was supposed to be reduced for family net income greater than $21,818 at a rate of 
12.2% for families with one child, 23% for families with two children, and 33.3% for families 
with three or more children.  Budget 2009 increased this threshold by the same increase in the 
CCTB threshold ($1,894) to $23,712.  
 
The overall effect is that families earning more than $38,832 but below the amount where the 
CCTB is fully clawed back and families earning more than $23,712 but below the amount where 
the NCB is fully clawed back both receive an additional benefit amount over what they would 
have had thresholds increased by the normal indexation amount; however these changes have 
had little effect on children in the poorest families in Canada. Canada’s poorest working families 
did, however, benefit from changes to the Working Income Tax Benefit. 
 
Budget 2007 introduced the Working Income Tax Benefit (WITB).  The purpose of the WITB is 
to lower the “welfare wall” and make “work pay for low- and modest-income Canadian.” (FC 
2007, p. 78) That is, the goal is to increase the labour supply of low-income Canadian. The 
WITB is modeled after the 30-year old American program called the Earned Income Tax Credit 
(EITC). In effect, the WITB cuts personal income taxes for those individuals that qualify for the 
WITB.  
 
The WITB is a refundable tax credit that provides up to $500 (increased to $522 in 2008) to 
individuals and up to $1,000 (increased to $1044 in 2008) for couples and single parents with 
income below specified earnings thresholds.  Budget 2009 increased the available tax credit to 
$925 for individuals and $1,680 for couples and single parents. Figure 2 demonstrates the 
payments under the WITB by income level for individuals and single parents and couples under 
the original WITB and enhanced WITB program. 
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Figure 2: Working Income Tax Benefit 

 

 
Source: Budget 2009 
 
For individuals, the enhanced benefit is phased in at a rate of 25% of each dollar earned in excess 
of $3,000, reaching a maximum for earned income between $6,700 and $10,500. The benefit is 
phased out at a rate of 15% of each additional dollar earned in excess of $10,500 and fully 
eliminated at an income of $16,667. For couples and single parents, the enhanced benefit is 
phased in at a rate of 25% of each dollar earned in excess of $3,000, reaching a maximum for 
earned income between $9,720 and $14,500. The benefit is phased out at a rate of 15% of each 
additional dollar earned in excess of $14,500 and fully eliminated at an income of $25,700. The 
enhanced program provides a benefit that is closer to that originally envisioned for such a 
program by Liberal Finance Minister Ralph Goodale in 2005. 
 
Scarth and Tang (2008) provide a simulation of the effects of the WITB program before the 
enhancement. They find that the WITB reduces structural unemployment though the magnitude 
is small, their market wage may be reduced, and it increases average income of beneficiaries.  
The overall conclusion is that the WITB does “increase the living standard of the targeted subset 
of the working poor.” (p. 34) They also find that the WITB program has more positive effects 
than a comparable employment subsidy or general income tax cut. An unintended benefit of the 
program is that it, since it has a positive effect on observed labour supply, it is likely to draw 
some low-income individuals out of the underground workforce thereby provides them with 
access to social security programs such as CPP and EI and ensures protection by labour 
regulation.  
 
Combined, these measures put more money into households that are very likely to use it to boost 
consumption expenditures. In addition, the WITB combined with personal income tax relief, the 
Canada Employment Credit, and changes to the Child Tax Benefit and associated supplement are 
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significant steps towards reducing poverty in general and child poverty specifically in Canada; 
however, poverty amongst the homeless and individuals not working remain unaddressed. 
 
Stimulating Housing Construction 
 
Home Renovation Tax Credit 
 
According to Budget 2009, “home renovations can represent a smart investment in the long-term 
value of a home and generate-broad based economic activity...to support economic growth 
during these challenging times, Budget 2009 proposes to introduce a temporary Home 
Renovation Tax Credit (HRTC). The HRTC will provide a temporary incentive for Canadian to 
undertake new renovation projects or accelerate planned future projects, thus providing timely 
stimulus to the Canadian economy...” (FC 2009, p. 127) The HRTC in a non-refundable tax 
credit that applies to renovations undertaken between January 28, 2009 and February 1, 2010 and 
applies to eligible expenditures above $1,000 but below $10,000. The maximum value of the tax 
credit is, therefore, $1,350. 
 
Is there a need to stimulate home renovations in Canada? Figure 3 plots real expenditures on 
renovations since 1981. Expenditures on home renovations have double since 1999, from about 
$16 billion to almost $33 billion in 2008 (in 1992 constant dollar terms). Not only did renovation 
expenditures over this period far exceed the historical average rate but also surpassed growth in 
real GDP. Expenditures, however, began to slow in 2008 and in the first quarter of 2009 
renovation activity fell 4.2%; however, the amount being spent is about 6% higher than that 
spent in the same quarter in 2006. (Statistics Canada 2004) This slowing of growth appears to be 
more of a correction back to a more balanced growth path and is not indicative of a sector that is 
troubled.  
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Many of the arguments that were made against the accelerated CCA rates for computers and 
machinery discussed above apply to this budget item. The tax credit will subsidize a significant 
amount of expenditures that would have occurred regardless and it will be very difficult to 
disentangle how much of total expenditures were truly stimulated by the credit. Individuals 
owing no federal tax do not benefit from the HRTC, making the credit targeted towards middle- 
and high-income earners.  It also assumes that accelerating any planned or new renovations has a 
bigger benefit than other expenditures that may have been planned by the homeowner. In 
addition, renovations made now may also not pay off as much in the future due to the 
depreciation of most renovations. Many renovations only truly payoff when done within a few 
years of an expected sale and accelerating renovations may not be in the long-term interests of 
the homeowner and the value of the house. For example, a kitchen renovation from the 1980s did 
not hold its full value into 2008. It is unclear why all Canadian taxpayers should be subsidizing 
an investment in an asset when the returns mostly accrue to the individual home owner and their 
family. Income taxes are highly distortionary and a more significant long-term benefit would 
have likely come from further accelerating income tax cuts, particularly to high-income earners. 
Finally, the administrative costs of this initiative, particularly audit and enforcement is likely to 
be quite high on the HRTC reducing any benefit from the initiative. 
 
One possible benefit of the HRTC is that due to the need of the homeowner to document the 
expenditures to be claimed, it may shift renovation expenditures from the underground economy 
into the observed economy. On the other hand, the tax credit is less than the price differential 
normally seen in this market making underground expenditures still preferred on a price 
comparison basis.  Further, many persons who operate in the underground economy do so 
covertly such that the homeowner is still issued a receipt, albeit a generic receipt. The HRTC did 
not include explicit rules about the requirements on the documentation and the credit will, in 
part, go towards expenditures made in the underground economy. 
 
Home Buyers’ Plan 
 
The Home Buyers’ Plan (HBP), introduced in 1992, permits first-time home buyers to withdraw 
up to $20,000 from the Registered Retirement Savings Plan (RRSP) to purchase or build a home 
without incurring a tax liability. If the purchase is made with a spouse or common law partner 
than each individual can withdraw up to the maximum amount. In this case, both individuals 
must qualify as first-time home buyers. Withdrawals under the HBP must be repaid with the 
minimum annual repayment being equal to 1/15 of the amount withdrawn. Individuals that fail to 
make a repayment, in full or in part, must add the shortfall amount to their taxable income. The 
primary motivation for the program was that first-time home buyers have more difficulty in 
coming up with an appropriate down payment as they do not have equity from a previous home. 
Budget 2009 increased the maximum withdrawal amount to $25,000. The revised withdrawal 
amount provides a 20% down payment on $125,000 in purchase price of a home. To put this into 
context, in March 2009, the average home price in Canada was $288,641 and ranges from 
$147,682 in PEI to $425,708 in BC. (Canadian Real Estate Board n.d.) 
 
Because the taxpayer is allowed to deduct RRSP contributions from their income and a 
withdrawal under the HBP does not induce a tax liability, this effectively means that first-time 



DRAFT MAY 5, 2009 
 

17 
 

home buyers can use up to $20,000 in pre-tax dollars to purchase a home. The withdrawal, 
however, needs to be paid back with after-tax dollars to the program and it is likely that the 
individual’s marginal tax rate was lower when making the contributions than when making the 
repayments thereby providing no loss in tax revenues to the government. In essence, the program 
allows an individual to borrow from themselves. The cost to the individual is the investment 
return (or the benefit of losing out on an investment loss) of the withdrawn money but, in theory, 
the asset they invested in (the house) should increase in value thereby earning a return on 
investment outside the RRSP. Assuming the home is the individual’s primary residence, upon 
sale the gains are not taxed whereas had the gains accrued in the RRSP. Whether or not the 
investment in housing versus an investment in an RRSP yields a greater return to the individual 
depends on a variety of different factors. 
 
The HBP is popular amongst first-time home buyers. According to the Canada Mortgage and 
Housing Corporation (Canada Mortgage and Housing Corporation [CMHC] 2006), since 1992 
over 1.5 million individuals have used almost $16 billion of their RRSPs to buy homes. In 
addition, per annum withdrawals and number of individuals using the program have remained 
relatively stable since the inception of the program. Since the inception of the program, the 
average withdrawal under the HBP is about $10,000-$11,000 (though it varies significantly by 
province), or about half the original maximum amount, and approximately 130,000 individuals 
use the program. The plan, however, is primarily used in Ontario and Quebec, with these 
residents accounting for 92% of participants in the program accounting for 97% of withdrawn 
amounts. A survey conducted in March 2005 of mortgage holders found that nearly half of first-
time home buyers used RRSPs as a source of down payment and for 39% of first time home 
buyers the RRSP withdrawal was the primary source of their down payment. Overall, the 
increase in the threshold would appear to benefit a very small proportion of first-time home 
buyers. In addition, as banks include the required repayments when calculating the amount of 
mortgage the individual qualifies for, the withdrawal decreases the maximum total mortgage the 
individual qualifies for. 
 
It should be noted that Budget 2008 announced the Tax Free Savings Account (TFSA) which 
allows individuals to save after-tax money and earn interest tax free and some thought should be 
given to how the TSFA and HBP can best be used together by first-time home buyers over the 
long-run particularly since the TSFA provides a more suitable vehicle to save for consumption 
expenditures such as home purchases. 
 
First-time Home Buyers’ Tax Credit 
 
When purchasing a home, the buyers incur costs in addition to mortgage and moving costs and 
some are one –time, nonrecurring costs.  The non-recurring costs are commonly referred to as 
closing costs and include legal fees and disbursements, title insurance, land survey fees, property 
transfer taxes, GST, mortgage processing fees, appraisal fees, and other miscellaneous costs. 
Closing costs tend to run in the order of up to 4 percent of the purchase price of the home though 
it varies by jurisdiction. Budget 2009 introduced a First-time Home Buyers’ Tax Credit 
(FTHBTC) for homes acquired after January 27, 2009. The FTHBTC is a non-refundable tax 
credit that provides a maximum of $750 in tax relief. The rationale for the credit is that many 
first time home buyers find it difficult to “pay these costs in addition to saving money for a down 
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payment.” (FC 2009, p. 132) The measure is provided under the “stimulate housing 
construction” pillar. 
 
Given the structure of the tax credit, the FTHBTC is unlikely to cause any changes in behaviour.  
Because this is being delivered through the tax system as a credit, it simply acts as a delayed 
partial reimbursement of costs (delayed until the home buyers receive their refund in the first 
quarter of the following year). It means that the home buyers must first pay all the closing costs 
up front so home buyers must still save for their closing costs.  They also must wait up to a year 
before receiving their subsidy for buying their first home. That is, it does not reduce the amount 
that needs to be saved in order to purchase the home.  As a consequence, the FTHBTC cannot 
accelerate an already planned purchase or cause other individuals to make the leap into home 
ownership. In other words, the FTHBTC simply subsidizes behaviour that would have occurred 
without the tax credit. There may be some delayed benefit amongst those who claim the 
FTHBTC and receive a tax refund; however empirical evidence suggests that lump size 
payments such as a tax refund are much more likely to be used to increase savings or reduce debt 
rather than induce increased consumption. (Shefrin and Thaler 1988; Feldman 2008) A final 
comment relates to the material on the HBP. Individuals can use their withdrawals under the 
HBP to cover the closing costs. In this case, the HBP is providing a tax credit for expenditures 
made from pre-tax dollars. 
 
Conclusion 
 
The budget contains a number of measures to stimulate consumption. In terms of stimulating 
business investment, increasing the small business threshold, renewing the MITC, and changing 
the CCA are inefficient measures to stimulate investment and should have been replaced by 
accelerating the cuts to corporate taxes. On the other hand, eliminating tariffs and repealing 
section 18.2 are beneficial, though additional support for enforcement for Canada Revenue 
Agency should have been provided. The measures aimed at helping Canadians and stimulate 
personal spending are beneficial but are more beneficial for poverty reduction than economic 
stimulus (though the two are intertwined). That said, there has been little focus on helping the 
homeless and the non-working poor (many of whom are single mothers) and this represents a 
significant gap in current policy. Finally, measures to stimulate housing construction are not 
substantiated by the evidence and, like many of the measures to stimulate business investment, 
are inefficient. Instead this money could have been used to accelerate personal tax cuts and 
enrich programs aimed at helping the poor. Taken together the message arising from this analysis 
is that the ideal economic stimulus when using the tax system are those actions that should be 
done, regardless of the general macroeconomic situation. Taxes are highly distortionary and the 
best stimulus often comes from cutting taxes and allowing the individuals decide where and how 
to spend it. 
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