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Summary of Key Points 
The internal market in Canada includes the markets for goods, services, labour and capital. The 
aim is both to ensure the free movement of products and factors across borders and to promote 
efficiency in the allocation of resources across provinces. This is not stated in the constitution, 
but is widely accepted. The constitution is relatively silent on the internal market with three 
exceptions: a) goods made in one province must be admitted freely into others; b) provincial 
taxes cannot impede interprovincial trade; and c) all persons must be free to live and work in any 
province. The courts play a very limited role in enforcing the internal market. 

The Canadian federation is highly decentralized. The provinces have exclusive legislative 
responsibility for health, education and social services. They have independent access to all 
major tax bases, including those used by the federal government, and can borrow from capital 
markets at will. They have the power to regulate labour, capital and product markets within their 
boundaries, and all do so independently. The fiscal and regulatory decisions of provincial 
governments can lead to a) inefficiencies in the allocation of persons and businesses across 
Canada and b) barriers to cross-border transactions. They can also lead to policy choices that 
reflect the legitimate preferences and needs of provincial residents. 

The federal government has limited powers to address the adverse consequences of provincial 
decision-making. It can implement equalization transfers to undo fiscal disparities among 
provinces that would otherwise lead to wide differences in provincial tax rates and/or public 
service level. It can also make conditional block transfers that encourage provinces to abide by 
broad national standards in social program design, including satisfying mobility conditions. 
However, it cannot force or induce provinces to harmonize their fiscal or regulatory policies to 
facilitate efficiency in the internal market. 

The most effective approach to promoting the internal market has been through 
intergovernmental agreements undertaken voluntarily. Federal-provincial tax harmonization 
agreements have been effective at harmonizing personal, corporate and sales tax bases to a 
common federal standard, while allowing provinces discretion to set their own rates. The Canada 
Free Trade Agreement (CFTA) signed by the federal government and all provinces promotes 
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free trade in goods, services, labour and capital markets. It establishes processes for provinces to 
agree to either common regulations or mutual recognition of each others’ regulations, as well as 
to establish fair and open procurement policies. The federal government and each provinces is 
allowed to specify a list of exemptions to which the agreement will not apply, and those 
exceptions can be eliminated but cannot be added to in the future. In addition, the right of 
provinces to legislate policies that serve legitimate local interests are protected.  Governments, 
persons and businesses can challenge the policies of any government as violations of the terms of 
the agreement. These challenges are resolved by a dispute resolution process that first seeks a 
negotiated settlement, and if that is not possible adjudicates them by quasi-judicial tribunals with 
the power to impose penalties. The courts are not involved, unlike in the EU. Other federal-
provincial or interprovincial agreements between a limited number of governments and covering 
narrow types of transactions supplement the CFTA. 

1. Context 
Canada is a decentralized federation in which the two main levels of government—federal and 
provincial—enjoy exclusive legislative authority is areas specified by the constitution.1 They are 
able to exercise this legislative discretion largely unfettered, with the exception of some 
constraints outlined below.  The operation of the internal market is largely the outcome of 
individual federal and provincial legislative decisions: until recently it has not been formally set 
out in legislation. Nonetheless, the internal market, or the internal economic union as it is called, 
has been regarded as an objective of federal policy and federal-provincial fiscal relations. We 
begin with a general discussion of the meaning of the internal market in the Canadian case, its 
objectives, and how the constitution influences the development of the internal market.  

Although the internal market is not an element of the constitution, it has motivated policymaking 
since Canada was formed by a union of four British colonies. During the first half century after 
Confederation, three main thrusts of national economic policy were designed to foster the 
internal economy. Tariff barriers were erected to protect Canada’s nascent manufacturing 
industries; an east-west national railway facilitated internal trade of manufacturing goods and 
agriculture; and a proactive immigration policy was instituted to populate western Canada with 
European immigrants. The benefits of the protection of central Canadian manufacturing 
industries were to some extent spread to peripheral regions by a system of federal-provincial 
equalization transfers that survive to this day, and form an indispensable part of the policy 
infrastructure that support the internal market.   

                                                           
1 The constitution is based on the British North America Act of 1867, significantly amended by the Constitution Act 
of 1982, both passed by the UK Parliament. Although the 1982 Constitution Act is binding on Canadian legislatures, 
it was not ratified by Quebec. More generally, the constitution and Acts of the Canadian Parliament have sometimes 
treated Quebec asymmetrically relative to other provinces.  
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Tariffs barriers against the US were dismantled with the 1987 Canada-US Free Trade 
Agreement, subsequently expanded to the North American Free Trade Agreement in 1994. By 
that time, the internal market had been established unceremoniously. Only since then have 
governments seen the need to further develop the internal market, having recognized that many 
barriers to the free movement of products, labour and capital existed, most of them due to 
government actions. A series of federal-provincial and interprovincial agreements have been 
signed, as discussed below, whose intent is to improve the efficiency of the internal market and 
to harmonize policies. Attempts were even made to incorporate internal market principles into 
the constitution without success. The current situation is that the state of the internal market is 
the result of independent policy decisions taken by federal and provincial governments, 
constrained largely by intergovernmental agreements and influenced by the structure of federal-
provincial fiscal transfers.  

2. The Meaning of the Internal Market 
There is no formal definition of the internal market in Canada. What one means by the internal 
market is conditioned by the fact that Canada is a federation with both a central government and 
responsible provincial governments. It is also a highly open economy with significant 
international trade in goods and services, as well as exposure to international capital flows and 
controlled immigration. At a minimum, the internal market would comprise a common market, 
which includes a) the free and undistorted internal movements of goods, services, labour and 
capital, and b) common external trade, investment and immigration policies. In a federation, this 
is insufficient. The common market is embedded in a broader institutional setting consisting of 
an internal economic union and a social union. The former refers to a common market combined 
with the harmonization of monetary, fiscal and regulatory policies, and is surely an ambition of a 
federation.2 The latter includes the harmonization of social policies among the provinces. 

Defining the internal market to include the free and undistorted cross-border flow of product and 
factors of production deserves further elaboration. This definition reflects the fact that the 
objective of the internal market is one of economic efficiency, in particular the efficiency of the 
allocation of the nation’s resources among alternative uses and locations. Distortions of various 
sorts violate efficiency of the internal market, including different tax or subsidy rates across 
provinces, regulations that inhibit movement of products or factors of production, provincial 
procurement policies that favour local suppliers, professional and educational qualifications in 
one province that are not recognized in others, and so on. Cross-border efficiency may also be 
compromised by shortcomings in infrastructure than impede the flow of commerce across 

                                                           
2 The Collins Dictionary of Economics defines an economic union as “a form of trade integration between a number 
of countries that provides not only the common market features of free trade and factor movements but also the 
unification of members’ general economic objectives in respect of economic growth, employment, etc., and the 
harmonization of monetary, fiscal and other policies.” 
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borders. Differences in provincial fiscal capacities can also result in the inefficient movement of 
labour and business to provinces that offer lower tax rates and/or higher levels of public service.  

Addressing these various sources of inefficiency in the internal market involves a combination of 
three sorts of measure. One is negative integration, that is, the precluding of barriers to trade and 
mobility set up by provincial governments. A second is positive integration, which entails policy 
harmonization among provinces so that different policy designs do not cause unnecessary 
distortions. The third involves mainly federal initiatives to remove interprovincial fiscal capacity 
differences and to facilitate trade through national infrastructure spending.   

Efficiency in the internal market is not an absolute criterion, however. The essence of federalism 
is that different provinces have the ability to enact policies that are most preferred by their 
residents, including language and cultural policies. This inevitably gives rise to different mixes 
of tax and spending policies from one province to another. Despite distorting the internal market, 
provincial discretion enhances the efficacy of the federation. Ideally, one would want to protect 
the internal market by precluding provincial policies that are purely protective rather than 
reflecting policy preferences. This is difficult to do. In the Canadian context, the problem is 
mitigated by federal-provincial equalization transfers whose aim is to enable provinces to be able 
to provide comparable expenditure programs at comparable tax rates, while leaving them free to 
deviate. This equal-opportunity approach to federal-provincial fiscal relations reduces the ability 
of higher-capacity provinces from engaging in predator policies to attract persons and business.  

Intergovernmental common market agreements, to which we return below, can also dampen 
distorting provincial behaviour. A key feature of these agreements is that they provide a 
mechanism for distinguishing between provincial policies designed to respond to local 
preferences and needs and policies designed to favour local producers and residents. 

3. Constitutional Underpinning for Canada’s Internal Market 
The Canadian constitution does relatively little to promote the internal market or to preclude violations of 
it. It does however include a number of features that enables the federal government and the provinces to 
enhance the internal economic union. The constitution sets out exclusive and shared legislative 
responsibilities, as well as some general principles constraining the exercise of those powers. There is no 
analogue of a common market treaty that is enforced by the courts, as in the European Union. Instead, 
progress toward an internal market relies on legislative initiatives and intergovernmental agreement.  

In addition to specific areas of federal jurisdiction listed in the constitution, the federal 
government is authorized to make laws for the “peace, order and good government” of Canada in 
relation to all matters not assigned to the provinces. This effectively allots residual powers to the 
federal government, at least those satisfying the peace, order and good government criterion. In 
principle, the federal government can also disallow or reserve provincial legislation, although 
this power is no longer used.  
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As well as setting out the division of responsibilities between the federal and provincial 
governments, the constitution also imposes some proscriptions and obligations. Of particular 
note is the requirement in section 121 that “all articles of growth, produce or manufacture of any 
province shall be admitted free into each of the other provinces.” While this seems to establish 
the conditions for an internal market in goods, it has been overridden in the case of alcohol 
products whose sale provinces regulate in ways that impede cross-border sales but that satisfy 
legitimate provincial policy objectives. The requirement is limited in the sense that it only 
applies to interprovincial goods trade, and not services, capital or labour flows. The constitution 
or its interpretation also restricts provincial taxation. It can only be applied “within the province” 
which the courts have interpreted as requiring that such taxation must be on provincially located 
persons, property or transactions, or on extra-provincial persons conducting economic activity 
within the province. Moreover, provincial taxation must not be levied on goods destined for 
export and must not impede interprovincial trade.  

The Charter of Rights and Freedoms enacted as part of the constitutional reform of 1982 also has 
implications for the internal market. Mobility rights are recognized so that citizens and 
permanent residents can reside and work anywhere. The federal government is also committed to 
the principle of equalization that obliges it to make equalization transfers to the province to 
enable them to provide reasonably comparable levels of public service at reasonably comparable 
tax rates. Although the intent of equalization is that all provinces should have comparable 
capacities to provide comparable public services, they are not obliged to do so. The ability of 
provinces to choose their own programs, which is a characterizing feature of federalism, remains 
intact. Finally, the federal government and the provinces are jointly committed to pursuing equal 
opportunities for all residents, for regional development and for providing essential public 
services. This constitutional commitment supports the federal government use of conditional 
transfers to provinces in pursuit of these objectives. 

4. A Cursory Characterization of Canadian Fiscal Federalism 
The Canadian constitution is flexible and seemingly supports a strong federal government, and 
the actual division of responsibilities has evolved considerably. Since World War II, when 
federal spending and taxation predominated, the federation has become more and more 
decentralized. The provinces have assumed the bulk of increased government spending, 
especially that associated with social programs. At the same time, provinces have taken on 
increasing revenue-raising responsibilities and rely more heavily on their own revenues than in 
most other federations.  

In terms of expenditures, the bulk of federal spending consists of transfers, including transfers to 
the provinces and to individuals as well as social insurance spending. Federal spending on goods 
and services constitutes less than one-third of total expenditures, and is mostly in non-
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controversial areas such as defense and nat*ional infrastructure. Roughly three-quarters of 
provincial spending is on health, education and social welfare, which are areas of exclusive 
provincial legislative jurisdiction. These programs fulfil important national equity and equality-
of-opportunity objectives, and are growing very rapidly because of demographic changes. 
Aggregate spending by the provinces is now comparable with federal expenditures. 

Both levels of government have access to the main broad-based taxes: personal income, 
corporation and general sales. These taxes are largely harmonized by a series of bilateral federal-
provincial tax harmonization agreements according to which provinces abide by the federal base 
but are free to choose their own rate structure, and the harmonized taxes are administered by a 
national tax administration agency. Notably, Quebec remains outside the tax harmonization 
arrangements and only half the provinces have harmonized their sales taxes.  The provinces also 
levy natural resource taxes and, along with their municipalities, property taxes. Carbon taxes are 
also levied by both levels and are slated to become a significant source of revenue.  These taxes 
are also highly harmonized between the federal and provincial governments by 
intergovernmental agreement. Both federal and provincial governments are able to borrow 
subject only to the discipline of capital markets. 

Federal transfers to the provinces comprise about one-quarter of provincial revenues. The bulk of 
the transfers consist of two large ones: an equalization transfer allocated on the basis of 
provincial revenue-raising capacities and an equal per capita transfer in support of provincial 
social programs. Together these transfers go some way to equalizing the ability of the provinces 
to provide comparable levels of public spending. As well, the equal per capita transfer contains 
some general conditions representing national standards to which provincial social programs 
must conform, such as mobility and portability rights of interprovincial migrants. There are also 
some more specific conditional grants in support of provincial transportation and other 
infrastructure projects, as well as agreed programs such as labour training and immigration.     

Finally, both levels of government regulate various forms of economic activity. By virtue of their 
constitutional responsibility for property and civil rights, provinces regulate labour markets—
including professional certification, education standards and work conditions—capital markets, 
pensions and insurance, land use and ownership, local environmental standards, human rights, 
language and consumer protection. The federal government regulates cross-border activities—
including pollution, infrastructure and waterways—international trade, competition policy, 
health and drug safety, coastal waters and shipping, sea fishing, and criminal law. 

5. Sources of Compromise of the Internal Market 
In a decentralized federation such as Canada, it is not surprising that the opportunities for 
provincial government actions of various sorts to distort the internal market are many. Fiscal 
decisions can be a source of distortion. Differences in provincial tax rates can influence where 
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individuals choose to live and businesses choose to produce. A province with a less progressive 
rate structure will be more attractive to high-income persons. Higher transfers to low-income 
persons will encourage in-migration of them from other provinces. Business subsidies can be 
used to attract businesses, particularly footloose ones.  

More generally, the mobility of capital and labour among provinces leads to tax competition 
whereby tax rates are competed down and provinces are led to reduce their levels of spending. 
Fiscal competition may be regarded as a good or bad thing depending on whether provinces are 
prone to spend inefficiently. It may induce provinces to be more accountable and responsive to 
citizens’ preferences. Fiscal competition may include expenditure competition in which 
provinces provide business services to attract firms. Provincial design of healthcare and 
education programs may also affect the residential decision of persons. Provinces may give 
preferential treatment to residents in gaining access to heath services, and may charge differential 
fees for post-secondary education institutions. Provincial and municipal procurement policies 
may be used to favour higher-cost local suppliers and workers at the expense of non-residents. 
Public employment policies may also favour local workers. 

Differences in tax rates and public services across provinces may be a result of more than fiscal 
competition. It may result from differences in fiscal capacity. Higher capacity provinces are able 
to offer lower tax rates and/or higher public services, and this results in fiscally induced 
migration so labour and capital are not located where they are most productive. This is a 
particular problem in a decentralized federation. 

Provincial regulations can also distort cross-border product and factor flows. The substantial 
regulatory powers of the provinces emanate from their exclusive powers over property and civil 
rights in the province. They use these powers to legislate in labour markets, capital markets, 
product markets, land use and the environment. Each of these has the potential for distorting the 
internal market. Even if there is no intent to create barriers, the mere fact that the provinces 
regulate independently results in different regulatory standards. Each province regulates 
professional and trades certifications, employment standards, and minimum wages, and there is 
limited mutual recognition of standards. This can restrict interprovincial mobility as well as 
distorting labour markets. Provinces regulate share markets as well as private pensions and 
insurance, and this can impede the free flow of financial capital across borders. Similarly, some 
product markets are regulated for health and safety reasons. Notably, sales of alcoholic products 
are highly regulated and cross-border sales strictly limited. Local tobacco use rules apply, as well 
as regulation of gambling, and both the licensing and regulation of vehicles and trucking. Some 
services (e.g., legal services) can only be provided if firms maintain a physical presence in the 
province. Provinces also regulate land use, and some restrict out-of-province land ownership. 
Provincial environmental regulations apply. Finally, Quebec regulates the language of education, 
workplace and signage, as well as cultural norms (e.g., religious attire). 
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Many of these regulations reflect local preferences, cultures and tastes, or the inevitable 
differences in standards that result from uncoordinated regulation. Others might be viewed as 
mainly protectionist. In fact, all of them to some extent affect the efficiency of markets and 
interprovincial transactions, so evaluating them involves trading off the benefit of provincial 
diversity and respect for local preferences, which is a main objective of federalism, against 
market efficiency. The costs of internal trade restrictions can be substantial. The IMF estimated 
that removing them would boost GDP by close to 4 percent.   

A final source of inefficiency in the internal market results from deficiencies in infrastructure 
including inadequate investments in infrastructure and its maintenance (referred to as 
“infrastructure deficits”) as well as balkanized infrastructure that disrupts cross-border trade. The 
latter includes fragmented transport facilities (esp. roads and rail), obstacles to pipeline 
construction, and provincial public utilities that are uncoordinated among provinces.  

6. Pressures for Developing the Internal Market 

The impetus for developing the Canadian internal market is relatively recent. A prominent 
proponent was the 1985 Royal Commission on the Economic Union and Development Prospects 
for Canada, chaired by a former Finance Minister Donald Macdonald. This was established in 
1982 to investigate and report on “the long-term economic potential, prospects and challenges 
facing the Canadian federation and its respective regions, as well as the implications that such 
prospects and challenges have for Canada's economic and governmental institutions, and for the 
management of Canada's economic affairs.” Although primarily known for recommending what 
became the Canada-US Free Trade Agreement of 1987—the precursor to the North America 
Free Trade Agreement (NAFTA)—it also recommended a process to address internal trade 
barriers. This led to the Agreement on Internal Trade (AIT) signed by the federal and provincial 
governments and most territorial governments in 1994.  

The AIT created a framework for addressing the internal market, including the free 
interprovincial flow of goods and services, the mutual recognition of provincial regulations and 
the opening up of procurement policies. It included a dispute settlement mechanism, and created 
a Committee on Internal Trade (CIT) responsible for overseeing the implementation and 
operation of the AIT. The AIT proved to be ineffective, largely due to non-compliance by the 
main actors. The CIT failed to meet in a timely manner, dispute settlement panels were not filled, 
and the coverage of the AIT was limited. The chair of the CIT rotated among governments, and 
with each rotation, priorities changed and implementation was delayed. The CIT was supposed 
to formulate a broad framework for a renewed agreement by 2016, but failed to do so. 

There were widespread concerns about the ineffectiveness of the AIT, and calls for renewal and 
revision came from various sources. One of these was the Council of the Federation, which is an 
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institution established by the provinces that meets regularly, produces reports and sets out 
provincial policy positions. Several business groups took a particular interest, including the 
Canadian Chamber of Commerce, the Canadian Federation of Small Businesses, and the 
Business Council of Canada consisting of CEOs of the largest corporations. Besides these 
provincial government and business voices, the Senate Standing Committee on Banking, Trade 
and Commerce wrote an influential 2016 report based on wide consultations entitled Tear Down 
These Walls: Dismantling Canada’s Internal Trade Barriers. This recommended a renewed AIT 
that included among others the following features:  

a) a negative list approach so all goods, services, labour and investment are automatically 
included unless explicitly exempted;  

b) mutual recognition such that products or factors of production that conform with 
standards in one province be deemed to conform in another;  

c) harmonization of regulations except where regulations are needed to meet clear public 
policy objectives rather than constituting barriers to trade;  

d) a dispute settlement mechanism that allows access to private parties and that yields 
binding enforceable decisions; and  

e) a CIT with co-chairs, one a permanent federal chair and the other a rotating co-chair.  

The inspiration for these recommendations were international trade agreements into which 
Canada has entered, including the recent EU-Canada Comprehensive Economic and Trade 
Agreement (CETA).  

In 2017, the federal, provincial and territorial governments negotiated and unanimously agreed 
on the CFTA. Its terms were largely in accordance with the Senate Committee recommendations. 
Although the federal government led the negotiations, the provinces (and territories) willingly 
participated. Many had experience with negotiating interprovincial agreements. Probably an 
important means of obtaining provincial buy-in was the ability of each government to specify a 
priori their own individual set of exceptions to the agreement. As well, the process set up for 
harmonizing regulations was attractive. There was no sense that the federal government was 
imposing its will on the provinces: the procedure was voluntary and cooperative. Recently, some 
provinces have expressed the desire to move quickly to eliminate exemptions and harmonize 
regulations. The newly elected Premier of Alberta, for example, suggested that he would 
unilaterally open up much more of his provinces purchases to competitive bidding from firms 
regardless of where they reside, and would consider moving to mutual recognition of 
professional credentials. It remains to be seen if other provinces will emulate that offer.  

The CFTA is potentially important in another dimension. The federal government argues that 
because CFTA rules align with those in Canada’s international trade agreements, Canadian 
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businesses are on a level playing field both internationally and across provincial borders. We 
return to the details of the CFTA below. 

7. Mechanisms to Foster Efficiency in the Internal Market 
As mentioned, the constitution is relatively silent about the internal market apart from requiring 
that goods move freely across provincial borders. Some constitutional challenges have arisen 
with respect to the free movement of goods (particularly provincial restrictions on cross-border 
trade in alcohol), but the scope of these have been relatively minor, and the courts have tended to 
side with provincial restrictions arising from their regulatory power. Substantial efforts to 
encourage efficiency in the internal market have come from two sources: a) federal initiatives to 
influence provincial policy-making and b) intergovernmental agreements, both federal-provincial 
and interprovincial. Most intergovernmental agreements have been negotiated with a limited 
number of partners, reflecting the flexible nature of the Canadian federation. Only rarely have all 
governments been able to come to an agreement, but the consequences have been substantial.  

Federal government initiatives 
The federal government has limited ability to influence directly provincial government decision-
making in areas of exclusive provincial legislative responsibility. Unlike is some federations, the 
federal government cannot mandate provincial policy choices. Although the constitutional power 
to disallow or reserve provincial legislation exists, it has fallen out of use as mentioned above. 
Federal initiatives to enhance the efficiency of the internal market are of three sorts.  

The first of these is the spending power, which has a particular meaning in the Canadian context. 
It refers to the power of the federal government to make payments to governments or persons for 
purposes on which it may not have the power to legislate directly, provided the use of the 
spending power does not amount to a regulatory scheme falling within provincial powers. The 
courts have interpreted the spending power to arise from a) the federal power to raise money by 
any type of taxation and b) the right to make laws respecting “public debt and property” 
including the consolidated revenue fund.  

The spending power is the basis for federal transfers to the provinces including equalization, 
block transfers in support of provincial social programs and specific conditional grants. Each of 
these contributes to the efficiency of the internal market. Equalization transfers reduce disparities 
in fiscal capacity across provinces, and thereby reduce the incentive for inefficient 
interprovincial migration of persons and businesses. Block transfers include broad conditions 
that provincial social programs must satisfy in order to be eligible for the full amount of the 
transfer. For example, full eligibility for such transfers requires that provinces do not impose 
mobility restrictions for access to their welfare or health programs. Other conditions that 
provincial health care programs must satisfy (e.g., universal access, breadth of coverage, absence 
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of user fees) reduces the incentive for province to engage in expenditure competition. Specific 
grants tend to support provincial expenditures on projects whose benefits spill over to residents 
of other provinces, such as highways.  

The second sort of federal initiative consists of federal expenditures that encourage regional 
development and improve interprovincial trade. Examples include region-specific investment 
incentives (e.g., subsidies) and infrastructure investments. These constitute positive measures of 
integration that enhance the efficiency of the internal market by facilitating interprovincial trade 
and efficient factor movements. In fact, while the federal government undertakes its own 
infrastructure spending, provincial and municipal governments do the bulk of infrastructure 
investment. Recently, the federal government has implemented an infrastructure program in 
which it shares the costs of infrastructure investment undertaken by the provinces and 
municipalities. Projects are chosen on a discretionary basis based on proposals submitted by 
provincial and municipal governments. 

Finally, and less overtly, the federal government can influence provincial government choices by 
moral suasion. Officials in the two levels of government are in ongoing contact, and discuss 
matters of common policy interest. Given that the provinces rely to some extent on federal 
transfers, the federal government may be able to influence provincial policy design without an 
explicit agreement. For example, part of the federal-provincial block transfer program is in 
support of post-secondary education, which is in provincial jurisdiction. Although these transfers 
have no explicit conditions attached, the provinces do nonetheless abide by some common 
norms. For example, most of them refrain from charging higher tuition fees to out-of-province 
students and, except for some professions programs, do not discriminate in admissions decisions. 

Since the federal government enacts initiatives to improve the internal market through 
legislation, it settles most disputes. It decides whether the provinces have satisfied the conditions 
required for the receipt of health and social welfare transfers, and decides how much to withhold 
if not. Such sanctions have been imposed on several provinces for violating health program 
conditions. The exception is when the provinces challenge federal government spending power 
initiatives in court as being unconstitutional. In practice, courts have declared the spending 
power to be constitutional, even if it involves conditional transfers in support of areas of 
exclusive provincial jurisdiction, as long as they do not amount to direct regulation of provincial 
programs. The federal government consults the provinces before it exercises the spending power. 
In fact, it is obliged to do so by the Social Union Framework Agreement of 1999 signed by the 
federal government and all provinces except Quebec. We return to this below. 

Federal-provincial agreements 
There are several instances of federal-provincial agreements with implications for the internal 
market. The federal government has entered into bilateral agreements with many provinces to 
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harmonize tax bases. These are specific to tax types and for each tax follow a common template. 
All provinces except Quebec have signed personal income tax agreements whereby provinces 
agree to adopt the federal tax base, while retaining the right to choose their own rate structures, 
including credits and deduction. A single national tax-collecting agency called the Canada 
Revenue Agency (CRA) collects taxes of the federal government ad agreeing provinces. Eight of 
the ten provinces have signed corporate tax collection agreements. These also require use of the 
federal base and the CRA but allow freedom to set province-specific tax rates. Corporations that 
operate in more than one province allocate profits among provinces according to a formula that 
is based half on the share of sales in each province and half on the share of wage payments. Such 
formula apportionment limits the ability of firms to shift profits to low-tax provinces using 
standard methods such as transfer pricing and re-allocating debt finance. However, it does not 
prevent firms from locating real business activities in provinces whose corporate tax rates are 
low.3 Half of the provinces have harmonized their sale tax bases with the federal value-added tax 
base, and are able to choose their own provincial value-added sales tax rates. The so-called 
Harmonized Sales Tax (HST) combines a single federal tax rate with individual provincial ones. 
Provinces are also given limited ability to exempt certain goods from the HST. The HST is also 
administered by the CRA. A common tax-collecting agency is important because it enables 
province-specific tax rates to apply to all sales and the correct input tax credits be given despite 
the fact that there are no border controls.  Recently, the federal government and the provinces 
also negotiated an agreement to provincial carbon pricing.  

The harmonization of federal and provincial income and sales tax bases makes tax compliance 
easier for individuals and firms engaging in cross-border transaction, and limits the ability of 
provinces to distort cross-border transactions through changes in the tax base. However, since 
they can still choose tax rates, provinces that are able to choose lower tax rates can be more 
attractive for mobile firms and individuals that are deciding where to invest or locate. 

As briefly mentioned, the federal government and nine of the ten provinces negotiated the Social 
Union Framework Agreement in 1999. This agreement reaffirmed mobility rights for Canadian 
citizens, and both levels of government pledged not to establish new barriers to mobility through 
social policy initiatives. To limit the use of the federal spending power (which is viewed by some 
provinces as a violation of provincial powers), they agreed that new pan-Canadian social 
programs with federal financial support could only be established if a majority of provincial 
governments agreed. Bilateral federal-provincial agreements also exist in areas of shared 
jurisdiction such as immigration, training, child care and public pensions. 

The most important and transformational federal-provincial agreement for promoting the internal 
market is the CFTA of 2017 which, remarkably, all provincial and territorial governments 

                                                           
3 This harmonized corporate tax system is similar to the Common Consolidated Corporate Tax Base system 
proposed in 2011 for Europe by the European Commission. 
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signed. This updated and significantly strengthened the AIT of 1995 by expanding coverage, 
encouraging cooperative solutions, and improving the dispute settlement mechanism. The CFTA 
promotes the freedom of movement of goods, services, investment and labour across all 
provinces, including the right of entry and exit and non-discriminatory (i.e., most favoured 
nation) treatment. Unlike the AIT which sets out a list of items to be included, the CFTA follows 
the Senate Committee recommendation and adopts the negative list approach. It applies to most 
economic activities, with exceptions that have been identified at the time of signing. In 
particular, the provinces, territories and federal government are each able to set out a list of 
exceptions, and these include such things as residency requirements for certain types of 
businesses and license holders; the right to protect agriculture; the control of natural resources 
such as land, forests, and water; and the control of alcohol and tobacco products in favour of 
local producers. All new products automatically fall under the scope of CFTA. 

The agreement also covers procurement practices of governments and their agencies as well as 
regulations. All provinces agree to implement open procurement practices with full and equal 
access by all Canadian suppliers. The CFTA establishes a regulatory reconciliation process that 
is intended to address regulatory differences across provinces that might act as a barrier to cross-
border trade, possibly unintentionally.  

The CFTA recognizes the right of provinces to legislate in areas of provincial jurisdiction 
provided inter-provincial transactions are not unduly limited and non-residents are not 
discriminated against. More specifically, it protects the ability of governments to legislate and 
regulate to achieve legitimate public policy objectives, such as protection of public health, social 
services, safety, consumer protection, cultural diversity and workers’ rights. Importantly, 
language regulations and public services are exempt from the agreement.  

As mentioned, CFTA rules are aligned to the extent possible with existing international trade 
agreements, such as the NAFTA and its proposed successor, and the CETA with the EU. The 
federal government is responsible for the regulation of trade and commerce, and therefore for 
negotiating international trade agreements. Such agreements must be ratified by the Parliament. 
The provinces are not required to ratify them, but are responsible for making amendments to 
their laws and regulations as necessary for implementation. For example, NAFTA article 105 
states “The Parties shall ensure that all necessary measures are taken in order to give effect to the 
provisions of this Agreement, including their observance, except as otherwise provided in this 
Agreement by state and provincial governments.” Similarly, Article 1.8 of CETA Article 1.8 
commits each Party to observing all provisions of the Agreement and to ensuring that all 
necessary measures are taken in order to give effect to the provisions of the Agreement. This 
includes the observance by all levels of government. For Canada, this means observance by the 
provinces and territories, as well as the federal government. For the EU, this means observance 
by the EU, its Member States and lower levels of government within Member States.  
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In Canada, the provinces and territories are responsible for making any necessary amendments to 
their statutes, regulations and policies and are committed to implementing their NAFTA and 
CETA obligations. The federal government cannot technically oblige them to do so, but the 
provinces have been heavily involved and consulted during the negotiation process, and the 
federal government works closely with the provinces and territories to support the amendments.  
Some frictions remain, even if provinces make suitable amendments to their laws and regulation. 
If a private investor launches a successful case against Canada as a result of a provincial law or 
regulation, the federal government is liable for any monetary penalties. 

The CFTA tries to reconcile freedom of movement with the provinces’ right to legislate in their 
residents’ interest. Provincial measures that interfere with interprovincial transactions and 
mobility are admissible if they serve acceptable social purposes and do not unduly interfere with 
the internal market, or are intended to protect local interests. Whether provincial (or federal) 
policies unduly interfere with the internal market obviously involves some judgment, and in the 
CFTA this judgment is rendered through a dispute settlement process. The process emphasizes 
cooperation and conciliation between a province or person that makes a complaint and the 
government against whom the complaint is directed. If disputes cannot be settled by agreement, 
the CFTA allows for the establishment of three-member panels, with each side to the dispute 
allowed to nominate one person from a standing list of potential panelists. The panel has pseudo-
judicial status. It adjudicates complaints by hearing from both parties and taking evidence. The 
panel makes a finding as to whether a province’s policies have contravened the agreement, and if 
so, can recommend remedies, including awarding costs. Either party can appeal. If, after a 
finding of non-compliance, the offending province continues not to comply, it can be levied 
significant monetary penalties which are based on population. This procedure is similar to 
dispute settlement mechanisms in international trade agreements. Since the CFTA only recently 
came into effect and its institutions are being developed, there has been no experience with the 
dispute settlement mechanism with which to judge its efficacy or its acceptability to the 
provinces. Its design is largely modeled on similar mechanisms used in international trade 
agreements where there has been considerable experience. 

The issue of whether trade agreements constrain the scope for provincial policy and regulatory 
divergence applies equally to international trade agreements as to the CFTA. The possibility of 
such divergence is explicitly constrained by CFTA. It is allowed if it satisfies a legitimate public 
policy objective rather than constituting a barrier to trade, or if it concerns an item for which the 
province has claimed an exemption. Since provinces have agreed to the CFTA, its rules are 
binding. In principle, provinces are also supposed to abide by international trade agreement 
conditions, but in practice their compliance is voluntary. There is nothing explicit in NAFTA, 
CETA or one of the many other bilateral trade agreements entered into by Canada that constrains 
provincial behaviour, and the federal government cannot compel their compliance. However, 
since the basic rules of CFTA mimic those of international trade agreements like NAFTA and 
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CETA, policy diversity that constrains trade is mitigated in practice. It is important to emphasize 
that policy diversity aimed at satisfying differences in local preferences and needs is a beneficial 
attribute of decentralized decision-making in a federation. Ensuring that it is not used to erect 
trade barriers or to discriminate against non-residents is the challenge.  

The CFTA encourages governments to cooperate to eliminate provincial exceptions. For 
example, there are ongoing discussions about harmonizing regulation and removing barriers to 
cross-border trade in alcohol products. The CFTA operates similarly to international trade 
agreements, and by agreement of the provinces and the federal government, it operates outside 
both the judicial system and the legislative system. It was a long time coming to Canada and 
represents an impressive and novel cooperative approach to enhancing the internal market. It 
exploits the gains from enhancing the internal market while respecting provincial autonomy. 

Interprovincial agreements 
There are a large number of intergovernmental agreements relating to the internal market. The 
CFTA website lists 24 separate agreements among subsets of provinces since 1989. They involve 
between two and four provinces, typically geographically adjacent. Some are trade-type 
agreements and other memoranda of intent. They cover areas such as labour mobility, trade in 
goods, regulation and standards, public procurement, agriculture and forestry. None of them 
involved the federal government, and those requiring government action were ratified by 
provincial legislatures. All were negotiated before CFTA came into effect. There was no explicit 
interaction with international trade deals or treaties, though none were in apparent violation or 
contradiction with such agreements. They were mainly voluntary agreements to improve 
segments of the internal market for the mutual benefit of those signing the agreement. 
Federal-provincial agreements are arguably much easier to negotiate than interprovincial ones. 
The federal government can assume a leadership position and is better able to deal with all 
provinces taken together since it interacts with them all on an ongoing basis. Agreements among 
provinces are often bilateral, and usually over a relatively specific policy area in provincial 
jurisdiction. A typical example is the Ontario-Quebec Agreement on Labour Mobility and 
Recognition of Qualifications, Skills and Work Experience in the Construction Industry (2005). 
This agreement rules out residency requirements as a bar to employment or training in another 
province. Construction contractors and workers from another province are to be treated 
equivalently to a province’s own contractors and workers. Union membership should not inhibit 
labour mobility. Each province retains the right to regulate their construction industry as they 
choose, and different regulatory systems should not prevent full recognition of the qualifications 
and work experience of contractors and workers in the other province. Quebec also has bilateral 
agreements on construction labour mobility with two other provinces. New Brunswick and Nova 
Scotia have a partnership agreement on regulation. Ontario and Quebec signed a Trade and 
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Cooperation Agreement in 2009 to facilitate trade between them, promote labour mobility, 
strengthen economic cooperation and work toward better regulatory harmonization. 

Some multi-province agreements exist as well. One is the New West Partnership Trade 
Agreement of 2015 among the four western provinces. It commits the provinces to full mutual 
recognition or reconciliation of their rules affecting trade, investment or labour mobility so as to 
remove barriers to the free movement of goods, services, investment, and people within and 
between the three provinces. More precisely, the provinces commit to a) avoid measures that 
restrict trade, investment or labour mobility between them; b) treat businesses, investors and 
workers of the other provinces at least as favourably as they treat their own; c) mutually 
recognize or reconcile differences in their standards and regulations; and d) have an enforceable 
dispute resolution mechanism that is accessible by governments, businesses, workers and 
investors to ensure that each province lives up to its commitments. This agreement is effectively 
superseded by the federal-provincial CFTA. Another multi-province agreement is the Maritime 
Provinces Higher Education Commissions Act of 2004 involving the three small maritime 
provinces. It harmonizes policies of post-secondary education institutions in the provinces and 
facilitates the mobility of students. 

Recently, the Cooperative Capital Markets Regulatory System was established in 2018 by five 
provinces, one territory and the federal government to harmonize capital market regulations. Its 
intent is to create a single capital markets regulatory authority thereby fostering more efficient 
and competitive capital markets and facilitating the raising of capital through more integrated 
markets on the basis of common standards. Investor protections would be improved by effective 
enforcement, and capacity to identify and manage systemic risk would be strengthened. The 
single regulator would replace individual regulators in each participating province, and other 
provinces would be subsequently invited to join. Clearly, this would improve the free flow of 
investment among provinces and thereby enhance the efficiency of the internal market. It would 
also improve access to international markets. 

8. Summary Remarks 
Canada is a highly decentralized federation in which the provinces have considerable policy-
making authority. Public expenditures by the provinces and their municipalities exceed that of 
the federal government. Provinces have exclusive legislative responsibility in the areas of 
education, health and social services, and design their own programs in each area. Overall, 
provinces finance close to 80 percent of their spending from own-source revenues, although that 
differs among provinces because federal-provincial transfers are larger for provinces with lower 
fiscal capacities. The provinces have access to all the main broad-based taxes, including personal 
income, corporation and sales taxes, and in each case can choose their own tax rates. Provinces 
also have the power to regulate labour, capital and product markets, and do so independently.  
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It is not surprising that, given this extent of provincial fiscal autonomy, concerns have arisen 
over the integrity of the internal market, especially over the inefficiencies and distortions that 
independent provincial decision-making can lead to. This is partly mitigated by the federal-
provincial equalization system that reduces differences in revenue-raising capacities of 
provinces, by conditional block transfers in support of provincial social programs that 
encourages such programs to abide by broad national norms, and by harmonization of major tax 
bases that temper, but do not eliminate, tax competition. However, significant distortions in the 
internal market remain, and they are from three main sources. The first is provincial regulation, 
which can affect the ability of skilled workers to move from one province to another, can impede 
the mobility of capital across provinces, and can affect the free flow of products across borders. 
The second is provincial (and municipal) procurement practice, which can favour local firms and 
workers. The third is infrastructure, which is of variable quality across provinces because of 
infrastructure deficits that have accumulated. 

The Canadian Constitution is relatively silent on internal market, with three exceptions: 1) goods 
made in on province must be admitted freely into any other; 2) the Charter of Rights and 
Freedoms adopted in 1982 guarantees the free mobility of all persons across provinces; and, 3) 
provinces are precluded from taxing goods that will be exported from the province and from 
impeding interprovincial trade. These limited provisions apply only to goods and persons. No 
analogous guarantees apply to interprovincial trade in services or investments. There have been 
attempts to put the principle of the internal economic union into the constitution, but these have 
failed. Given the extent of autonomy of the provinces, there is relatively little that the federal 
government can do unilaterally to address distortions in the internal market resulting from 
provincial behaviour, apart from influencing it using federal transfers. Instead, fostering the 
internal market has been addressed recently by intergovernmental agreements. 

The most substantial agreement for securing the internal market is the CFTA of 2017. It replaces 
the 1995 federal-provincial Agreement on Internal Trade, which proved to be rather ineffective 
because of its limited coverage and weak dispute settlement mechanism. The CFTA applies to all 
interprovincial transactions in goods, services, labour and capital subject to some exceptions 
stipulated in advance by the federal government and each province. It also includes provision for 
harmonizing regulations and procurement practices through voluntary cooperative agreements 
among governments. It is forward looking in the sense that any new products will automatically 
be covered. The resolution of conflicts between legitimate provincial policies to address local 
preferences and needs versus discriminatory behaviour and beggar-thy neighbour policies is 
achieved through dispute resolution panels, which are quasi-judicial. The CFTA recognizes the 
rights of provinces to legislate and regulate for legitimate public purposes, but precludes actions 
that are purely protectionary and discriminatory against non-residents. Legitimate public policy 
objectives include the protection of public health, social services, safety, consumer protection, 
cultural diversity, language regulations and workers’ rights. Federal and provincial acceptance of 
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the terms of the CFTA is ratified by legislation. The agreement could be overturned by 
subsequent legislation. It could also be updated by provinces agreeing to eliminate some of the 
exclusions they have declared.  

All in all, the CFTA is a significant move toward improving the efficiency of internal markets, 
and brings them in line with international trade agreements. It is supplemented by sector-specific 
bilateral agreements between pairs of government, most of which were negotiated before the 
CFTA came into effect. It complements the system of federal-provincial fiscal arrangements that 
addresses horizontal balances that would otherwise exist in a decentralized federation, and 
harmonizes federal and provincial tax systems. 
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