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Preface:
Why Canada Must Rid

Itself of Interprovincial
Trade Barriers

Filip Palda

Needless harm to ourselves

INTERPROVINCIAL TRADE BARRIERS ARE PERHAPS the biggest solvable

economic problem that our politicians cannot bring themselves to

solve. These barriers cost Canadians at least $6.5 billion a year in lost in-

come. The figure is that large because trade between the provinces is

large. Statistics Canada records that in 1989 the provinces traded $146

billion worth of goods and services. This is only slightly less than the

$160 billion dollars of trade Canadians did that year with the rest of the

world (see Figure 1). We do not know precisely how much larger the in-

ternal market would be if goods and services could flow freely. What

we do know is that internal barriers raise the cost of doing business, in-

crease taxes, destroy jobs, and make us less competitive. By lessening

each province’s dependence on other provinces, barriers also work

against Canadian unity.
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This book explains how interprovincial barriers produce these un-

fortunate effects.

Number and types of barriers

Until recently, no one had a precise idea of how many barriers to trade

existed between provinces. A 1983 study by Trebilcock and his col-

leagues found hundreds. In 1992 Ottawa made a detailed study of the

problem. The thousands of pages cataloguing barriers and describing

their effects resemble the documents that Ottawa prepared for its nego-

tiations with Mexico and the U.S. on the North American Free Trade

Agreement.
1

This is no accident. Barriers may come down only after

long and complicated talks between Ottawa and the provinces. Talks

will be complicated because there are probably greater obstacles to
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Figure 1: Exports from Province to Province and from Province

to Foreign Countries in 1989 (Billions of dollars)

1 See for example the study on identifying interprovincial barriers, written
by Smith Gunther and Associates Ltd. for the federal ministry of Industry,
Science and Technology.



trade between the provinces than there are to trade between Canada

and the rest of the world (Loizides and Grant 1992, p. 6).

Some barriers stand out. For example, until the fall of 1993 Alberta

had an embargo on the export of liquid natural gas; rules in Ontario

make it hard for out-of-province doctors to practice; Quebec forbids fish

and crab caught in Quebec being processed in another province. It is

harder to see how a standard for the length of trucks, a requirement that

engineers and consultants receive provincial certification to practice, or

a province’s decision to buy domestic goods and services hurt trade.

This is perhaps why these hidden barriers flourish. Standards and cer-

tification rules sound nice but can bring commerce to a halt. For exam-

ple, a truck longer than the standard dictated by Ontario is not allowed

to dock in Ontario. This raises transportation costs, and these costs are

ultimately borne by the consumer. While it sounds patriotic for a pro-

vincial government to buy what it needs from residents, if those resi-

dents charge more than the residents of other provinces the government

imposes an unnecessary tax burden on its citizens.

Perhaps the least obvious barriers are federal subsidies to de-

pressed areas of the country and the corresponding high tax burden that

other areas must bear. Subsidies encourage workers and businesses to

ignore the economic call to move to other provinces. For example, dur-

ing the 1960s workers were moving out of the Maritimes to seek better

jobs elsewhere. This was a painful but necessary adjustment which

eventually promised those workers better living conditions. As the Eco-

nomic Council of Canada writes regarding this exodus “Overall, the

pattern of provincial flows reveals that migration results in a significant

amount of net labour-force redistribution, with labour supply shifting

to regions with expanding employment and higher wages. This sug-

gests that labour mobility in Canada probably makes a positive contri-

bution to economic efficiency and provides workers with opportunities

that would not otherwise be available in their home province.”
2

The trend in migration reversed suddenly in 1971; the year in which

the Trudeau government reformed the UI Act to give a greater increase
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however to ascertain whether the new jobs pay better wages than the ones
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in benefits to provinces with the highest unemployment. As Figure 2

shows, between 1971 and 1981 workers flowed back into three of the four

maritime provinces. The UI program was made slightly less generous in

1979. Net migration into the provinces stopped, but only

Newfoundlanders have since chosen to resume the exodus.

Costs of barriers

Measuring the cost of barriers to Canadians is a vast and complicated

task. To date we have only estimates, based on the observation that bar-

riers impose administrative costs on businesses, keep industries too

small to reap the cost advantages of large size, hide vital economic clues

for consumers and producers, and impose hidden taxes on residents.

But we can see that they do have costs. Trade barriers drive a wedge

between the true benefits of producing something and the benefits that

people perceive. The many overlapping provincial and federal regula-

tions a trust company in B.C. must obey in order to do business in On-

tario may discourage the B.C. company from serving and satisfying

Ontario customers. Society loses because the government-made cost
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gets in the way of a fruitful exchange between producers and consum-

ers. A federal subsidy to the Hibernia oil project off the coast of New-

foundland draws skilled labour, sophisticated equipment, and

managerial talent away from the rest of Canada. These scarce resources

are gambled on a venture which oil experts deem too foolish to risk

without government backing. Society loses because the government

subsidy encourages an exchange between producers of oil and future

consumers which costs more than it is worth.

Certain types of trade barriers stunt the growth of industries. Until

1992 beer could be sold only in the province where it was brewed. This

created beer jobs in every province but artificially raised the cost of beer.

Canadian beer plants are less than one quarter the size of U.S. plants and

Canadian wage costs are roughly double those of their U.S. counter-

parts per unit of product. Two or three large domestic breweries could

have serviced the Canadian market at a fraction of the cost which ten

small provincial breweries incurred. The Canadian beer industry must

now suddenly recover from this inefficient style of operating if it wants

to compete with the U.S.

The stunted size of the beer and many other industries lead to

higher costs which are in the end passed on to consumers. A survey of 50

business by Loizides and Grant (1992) revealed that “In instances where

a company uses a relatively large domestic market base to export, the

existence of interprovincial barriers can also reduce the firm’s interna-

tional competitiveness” (pp. 5-6). In other words, by limiting their own

market Canadians limit their ability to confront other countries on the

international market.

Competitiveness is a big word which boils down to the ability to

bring a sound product to the market at a price that consumers will pay.

Being an efficient producer is only part of being competitive. The other

part is knowing the market and informing the market of the product.

Loizides and Grant found that barriers make it hard to develop such

marketing strategies for the country: “This problem was mentioned

most often by pharmaceutical manufacturers and retailers. The market-

ing impact is also seen in a tendency for firms to facing interprovincial

trade barriers to replace national marketing programs with greater em-

phasis on marketing to the United States. Ironically, with the Can-

ada-U.S. Free Trade Agreement (FTA), many Canadian firms are facing
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fewer barriers to trade in the United States than they face in Canada [my em-

phasis]” (p. 6).

Canada is still at the front of international competitors but it cannot

afford to give up any advantage. We have had the second highest rate of

growth of investment among G-7 countries over the last 30 years, we

have created jobs faster than any G-7 country in the last thirty years, and

we have the third highest level of labour productivity in the world after

the United States and the Netherlands. We have done this in spite of the

economic drag of barriers which raise the cost of producing and distrib-

uting goods. Without barriers we could well have the best economic

performance.

Estimating the benefits of free
internal trade

An optimistic estimate of the benefits of allowing firms to operate freely

across the country is that the average Canadian family income would

rise permanently by $3500 per year. This estimate comes from applying

a study on European unification to Canada. The European study esti-

mated that creating a free European market would raise average Euro-

pean incomes by at least 6.5 percent. The problem of such comparisons

is that Canada and Europe have different geography and the people are

distributed differently. An estimate of the gains from free internal trade

for Europe may be higher if transportation costs are on average higher

for Canada. A more conservative estimate for Canada is an permanent

increase in income of 1.5 percent, a figure cited by the MacDonald

Commission of the mid-1980s.

The benefits of removing certain barriers, such as preferential hir-

ing and procurement practices, or provincial markups on alcohol and

agricultural products, are easier to measure. Todd Rutley, of the Cana-

dian Manufacturer’s Association, estimated that these types of barriers

cost Canadians $6.5 billion every year (Rutley, 1991). Rutley came to this

figure by assuming that governments procure goods and services at a

price on average 5 percent higher than the lowest possible cost, and then

multiplying this overpayment by the amount spent on government pro-

curement in 1990, which was $100 billion. He also estimated that pro-

vincial markups on alcohol and agricultural products cost consumers

$1.5 billion more than they should be paying.
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Perhaps the largest benefit, but also the most difficult to estimate,

will come from the improved climate for business created by free inter-

nal trade. When in the mid 1980’s Mexico decided to rejoin the world of

international commerce it set off an economic boom. The same hap-

pened in several Latin American countries. Their economies boomed

because investors came to believe that politicians were sincere about

providing a stable, open climate for business. Canada is already a stable

country, but it has a history of occasional government hostility to inves-

tors. Our severe Canadian content rules on producers and investors,

and rising corporate tax burdens, are a sign of this hostility. An internal

free trade agreement could erase part of this impression.

Non-benefits

Even though the federal government has worked hard to tell the public

of the benefits of removing barriers, some of its arguments can be ques-

tioned. One commonly heard view is that removing barriers will allow

governments to coordinate their activities and to supply goods more ef-

ficiently. An official document explains that “A major advantage of fed-

eralism (and one that is not available in less integrated forms of

economic associations) is the opportunity it provides to co-ordinate and

harmonize economic policies. Such policy coordination is essential for

good economic performance since economic policies in one jurisdiction

can have substantial economic effects on other jurisdictions” (Partner-

ship for Prosperity, p. 13).

Harmony and policy coordination are hard to argue against unless

one is aware that the great international cartels, such as OPEC, and the

sugar and uranium cartels, are founded on harmony between govern-

ments. Ten provinces acting in harmony can act like a tax cartel by

agreeing to uniformly high taxes across the country. If there is no agree-

ment between the provinces to “harmonize” tax policies, then labour

and capital can escape a province that levies high taxes and provides so-

cial services inefficiently. The labour and capital will settle in a province

with more efficient government. If Canadians could vote with their feet

in this manner they might force provincial governments to become

more competitive.

Fear of such competition is perhaps behind the push by European

government for political integration.
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Barriers and jobs

The popular impression is that even though barriers increase costs for

consumers, barriers at least preserve jobs. Similar arguments have been

made concerning the free trade agreement with the U.S. and the

NAFTA, so our experience with the U.S. free trade agreement can help

to evaluate this claim. Daniel Schwannen of the C.D. Howe Institute has

found that the economic sectors liberalized by the free trade agreement

with the U.S. experienced increased growth (1993). Free trade has led to

the creation of high-paying high value-added jobs. While “the net effect

of the FTA so far has probably been slightly negative,” the long-run ef-

fect will help industries which are vital to Canada’s future to compete

better. This will make Canadians on average richer and provide them

with more secure employment.

The inference for interprovincial barriers is that they may stand in

the way of high quality jobs. One reason our incomes have risen over the

years is that each Canadian has more productive equipment and tech-

nologies to help them on their jobs. By keeping businesses too small to

be fully efficient, and by forcing them to invest money in the administra-

tion necessary to deal with regulations, barriers leave workers with less

capital than they could have to increase their productivity.

Political forces

The political reasons for ending barriers will depend only in part on a

rational assessment of the economic benefits described above. Barriers

will come down because of international pressures, and pressures by a

few organized interest groups.

In negotiations for free trade, the free trade advocates tend to be

only as powerful as the producers who back them. Consumers seldom

have much say in the outcomes because it is in no individual consumer’s

interest to lobby the government. Average citizens have trouble seeing

that regulations which increase the cost of trucking make their groceries

cost more. Even if they knew about every barrier, they would shrug, be-

cause the several hundred dollars they would save each year would not

outweigh the cost of lobbying politicians for change.

Producers, on the other hand, make their living from the regulated

market and are well informed about it. The tension between producers

can provide politicians with the impetus either to strike a barrier down
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or to keep it standing. A sign of such tension between producers came in

September 1993 when the Ontario government complained to Quebec

of rules that all but bar Ontario building-trades workers, construction

contractors, and bus manufacturers from the Quebec market (Globe and

Mail, p. A1, September 2, 1993). This followed on complaints and retali-

ations by certain Maritime provinces against Quebec. In other provinces

it is also producers who are the main force lobbying against barriers.

Change is possible

Recently the federal government convinced the provinces to talk about

internal free trade. In March of 1993 provincial ministers agreed to start

“intensive negotiations toward a barrier-free Canadian market” and

Ottawa appointed a chief internal trade negotiator (Financial Post, p. 7,

August 6, 1993). The ambitious goal is to remove all barriers by the

summer of 1994.

If these negotiations do not succeed then pressure to liberate inter-

nal trade will have to come from international agreements, court chal-

lenges, and public opinion. For example, in a 1991 GATT (General

Agreement on Tariffs and Trade) panel ruling U.S. brewers successfully

challenged restrictive provincial obstacles to their beer. Canadian and

American governments signed an agreement to end Canadian discrimi-

natory markups and taxes on imported beer by July 1992 and to allow

imported beers equal access to retail shelves by October 1, 1993. This has

forced the provincial governments to move away from the rule that a

beer must be brewed in the province where it is sold, a rule which makes

it impossible for Canadian brewers to build plants of a size necessary to

compete with the U.S. Another example is the agricultural provisions of

the proposed GATT. If the international community can agree on the

GATT, Canadian dairy and poultry marketing boards will have to give

up their restrictive practices, practices which include interprovincial re-

strictions on the food trade.

Court challenges may also threaten barriers. In 1989 a certified gen-

eral accountant took P.E.I. to court because of a provincial law which al-

lowed him to practice in New Brunswick but not in P.E.I. The

accountant won on the grounds that the P.E.I. law violated his rights to

mobility under the Charter of Rights and Freedoms. P.E.I. has appealed

the case.

www.fraserinstitute.org

xix



Purpose of this book

Public opinion is the last resort for moving governments to action, but to

date public opinion has not been very strong on barriers, perhaps be-

cause few people understand the costs these barriers impose. There are

even signs that many Canadians look with distrust on the removal of

barriers. In 1991 early drafts of the proposed federal constitution had

passages strongly advocating free internal trade. Under pressure from

social activists the federal government softened its position and re-

moved most mentions of an economically united Canada from later

drafts.

The present book presents six essays that try to explain to a broad

audience the costs of interprovincial trade barriers. Each essay analyses

the effects of barriers on an particular industry or a broad segment of the

economy.

Barriers to the movement of alcohol, particularly beer, are the sub-

ject of the essay by Professors Irvine and Sims. They explain that until

recently beer had to be brewed in the province where it was sold. This

left Canada with plants that are too small and as a result too expensive

to operate in competition with American rivals. The threat of competi-

tion from the U.S. has forced the beer industry to become more efficient

and to push provincial governments for a loosening of their regulation.

The recent merger of Carling and Molson, which is a sign of the prepara-

tion for competition, will increase the industry’s efficiency enormously.

Irvine and Sims however, argue that ending the embargoes on the inter-

provincial movement of beer and other alcohols will not bring consum-

ers the full benefits of free trade, unless certain provinces, such as

Ontario and Quebec, also allow price competition in their province.

This means an end to regulated price markups on alcoholic beverages.

Dr. John Pattison’s essay gives us a clear look at the tangled world of

financial regulation. He explains how the provinces prohibit or severely

limit the ability of residents to deal with institutions or salesmen in an-

other province. A consumer who wants to deal with an institution from

out-of-province cannot even voluntarily decline the protection of the

province. As a result, writes Dr. Pattison, “a monumental interprovin-

cial barrier to trade is created.” For example, Ontario has in place a re-

gime of “Universal Registration” which forces anyone selling securities

to be regulated. Other provinces are less regulated and more open. On-
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tario’s regulations add an extra cost to selling securities in the province.

This discourages businesses from other provinces from competing with

local businesses. A refinement of the practice of imposing extra costs on

outsiders is Ontario’s “equals approach.” This approach requires any

trust company operating in Ontario to comply with Ontario regulations in all

of its operations in other provinces, not just with those in Ontario. Dr.

Pattison calls for an end to such restrictive regulation and for less over-

lap in provincial and federal laws governing the financial sector. The

European community has rid itself of such laws. If Canadian financial

institutions are to compete with the rest of the world, they must be given

the chance to practice at home.

Food products are the most traded goods among the provinces. Pro-

fessor Barry Prentice surveys the field of agricultural trade barriers. He

explains how quotas on dairy and poultry products have frozen the pat-

tern of agricultural production in Canada, how differing provincial reg-

ulations on the packaging of basic food products has discouraged trade,

and how subsidies to farm production have prevented human and

physical resources from moving their most productive use. The essay

presents an in-depth history of the different types of provincial barriers

to agricultural trade and discusses the prospects for reform.

Transportation services are the most traded commodity within

Canada (Statistics Canada, The Daily, August 24 1993). Professor Nor-

man C. Bonsor explains that much progress has been made toward

eliminating interprovincial barriers to transportation but that several

areas are still in need of reform. There is still the question of lack of uni-

formity across Canada in maximum commercial vehicle length.

Fifty-three foot trailers are standard in western provinces and in all but

four U.S. states. Professor Bonsor argues that the 49 foot limitation in

Ontario and the Atlantic provinces raises the cost of interprovincial

highway movements. In the case of railways, restrictive labour legisla-

tion makes it difficult for new interprovincial shortline operators take

up tracks formerly used by Canadian Pacific and Canadian Atlantic

Railways. Such legislation will eventually lead to the wasteful aban-

donment of interprovincial trackage.

Professor Morley Gunderson presents an overview of barriers to

the movement of labour. These barriers come in many forms: restrictive

trade licences that specify that a professional must have trained in a

province to practice there, procurement policies that lead to the hiring of
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local labour over out-of-province labour, and unemployment insurance

which creates artificial incentives for labour to stay put in depressed ar-

eas. The essay explains that these barriers to labour mobility have im-

mediate costs, but that they also have long term consequences. By

preventing workers from moving to better quality jobs these barriers di-

minish the incentive to accumulate skills and training. An undertrained

workforce will make it hard for Canada to compete in foreign markets.

Professor Jean-Luc Migué‘s essay puts interprovincial barriers in a

larger context. He argues that free trade between the provinces has two

benefits. First, trade stimulates competition between businesses. But

second, trade also can force provincial governments to compete with

each other to provide their residents with good quality social services at

the lowest possible tax price. Provinces who do not compete vigorously

may find that workers and capital flee to provinces which offer a better

package. However, provincial governments will feel less pressure to

compete with each other if the federal government insulates them from

the consequences of ill-advised economic and social policies. For exam-

ple, federal transfers to a province may hide from its residents the fact

that the services they receive from the government are not good value

for the level of tax they are paying. They only appear to be good value

because of the federal subsidy which allows the provincial government

to cover up its inefficiency. Residents of such provinces will not feel the

need to move to other more efficient provinces. Professor Migué argues

against federal government interference in provincial affairs, even if

such interference appears to be helpful. His view that economic compe-

tition can lead to political competition deserves deeper consideration in

the Canadian policy debate than it has received to date.

The industries discussed in this book are by no means the only ones

to be affected by interprovincial barriers. Forestry, fishing, mining, en-

ergy, and pharmaceutical, to mention a few others, are also greatly af-

fected. The goal of the essays in this book is to give the reader a sense of

how interprovincial barriers can limit Canada’s economic potential.

The ideas developed here can serve as a guide when considering the ef-

fects of these other barriers on the economy.
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Interprovincial
Barriers in the

Beer Trade

Ian J. Irvine and
William A. Sims

Department of Economics,
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Introduction

THE RESTRUCTURING WHICH HAS BEEN UNDERWAY in the Canadian

brewing industry for the last few years is arguably the most mo-

mentous in its history. It is attributable, on the one hand, to the power

that governments in Canada have used to regulate the industry, and

www.fraserinstitute.org
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Licharson, Fred O’Riordan, Bill Sharpe, and our editor Filip Palda. None of
the above are in any way responsible for the views expressed in this paper.



changes in the way such powers are being used. On the other, it is due to

international trade pressures coming through the General Agreement

on Tariffs and Trade (GATT) and to competitive pressures which spring

from a market which has been stagnant for a decade. Moreover, while

beer was exempted from the Canada-U.S. Free Trade Agreement (FTA),

the belief that this will not remain so indefinitely has prompted the

brewers to become more cost effective.

In this paper we will examine the impact of provincial governments

on the industry: how their powers have caused serious inefficiencies;

and how the use of these powers is evolving as a result of being chal-

lenged in the international arena through the GATT, and as a result of a

federal government push to ensure a more open national market for Ca-

nadian industry.

Historically, the production, distribution, advertisement, sale and

consumption of alcoholic beverages have been tightly regulated by both

the federal and provincial governments. The current structure of the

beer market—the number, location and size distribution of plants—is

largely a function of these controls.

Government revenues from alcoholic beverages are considerable,

accounting for 2.7 percent of total government tax revenues (Brewers

Association of Canada, 1991). At present, federal and provincial gov-

ernment levies on beer for home consumption account for 53 percent of

its price. From a total expenditure of $9.6 billion on beer consumed at

and away from home in 1992, $3.1 billion went directly to governments

(Brewers Association of Canada, 1993). This total does not include cor-

porate and personal income tax revenues which also come from brew-

ing industry operations.

The alcoholic beverages market is primarily under provincial juris-

diction. Federal powers are restricted to controls and taxes on produc-

tion and importation. The Federal Excise Act governs the production of

beer and spirits. It requires brewers, inter alia, to comply with bonding

and licensing regulations and to pay specific taxes on their production.

Wine is governed by the Excise Tax Act, more as a result of historical ac-

cident than of a policy decision to have a separate act. In addition to

these excise levies, the federal government has two other sources of rev-

enue from alcoholic beverages: the Goods and Services Tax (GST) and

duties which, under the Customs Tariff Act, are imposed on imports. Ad-
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ditional duties are sometimes imposed on imports by, or on behalf of,

provincial liquor boards.

The federal Importation of Intoxicating Liquors Act assigns to provin-

cial governments, or their agents, the exclusive right to import liquor

into the province, whether from outside the province or from another

country. Provincial control is further assured through powers con-

tained in various liquor control and licensing acts.

These powers have been used extensively, not only in brewing, but

also in the wine and spirits segments of the alcoholic beverages indus-

try. Indeed, while it is the effect of provincial authority on beer that has

received most attention in the recent period, provincial governments

have also implemented draconian measures in the wine sector in order

to protect specific provincial interests, most notably in British Colum-

bia, Ontario and Quebec.
2

The reasons frequently given for restrictions on the production and

sale involve social objectives such as promoting temperance, minimiz-

ing health costs, and reducing accidents and addiction. Such restrictions

and their justification are mirrored in historical practice in Canada. For

example, local jurisdictions were permitted to determine whether alco-

holic beverages could be sold legally under the Canada Temperance Act of

1878. The result of this was to reduce the consumption of spirits drasti-

cally within a few decades and to double the consumption of beer.

Provincial governments generate considerably greater revenues

from alcohol taxation than their federal counterparts. While the struc-

ture of charges varies by province there are again two major compo-

nents: the provincial sales tax (PST) and what are referred to as

“markups,” usually ad valorem. In some provinces, particularly Quebec,

a different charge is imposed, though its effect is similar to that of a

markup.
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2 In the wine industry, in addition to differential markups, specific rules fa-
vouring local segments of the industry have been in place for some time. In
Ontario and British Columbia these rules have been in the form of a re-
quired minimum content of locally grown grapes in wine, and in Quebec
that the wine sold in convenience stores be locally bottled. But, as with the
beer industry, such practices are at present under scrutiny.



It is the imposition of differential markups on domestic and im-

ported products by the provinces that has been a major factor in the rul-

ings by the GATT against Canada.
3

In 1988 a GATT Panel found in

favour of a complaint brought by the European Community (EC) that

provincial policies discriminated against imported alcoholic beverages.

A subsequent agreement was reached between the EC and Canada on

liquor board practices which provided for national treatment in respect

of listings, distribution and mark-up policies. A later GATT Panel re-

port in 1991, which found in favour of a U.S. complaint, was directed

squarely at provincial beer marketing practices. It enumerated areas

where these practices were inconsistent with international trading

rules, including: listings; retail point of sale; delivery and price struc-

tures—the last encompassing cost of service components, mark-up

structures and minimum pricing.
4

A summary of such findings can be

found in various recent issues of FOCUS.

The irony is that these practices by provincial governments have

discriminated not only against foreign producers but equally against

out of province domestic producers. Furthermore, these discriminatory

practices have been compounded by production regulations, which

have required that beer sold in any province be brewed in that province.

Such requirements have not always been laid down in the form of legis-

lation. Rather, the power derived from the Intoxicating Liquors Act en-

abled the provincial governments to demand local production—under

the threat of legislation. As a consequence of such requirements, the in-

dustry has been forced into a production straightjacket, with attendant

high costs and high prices to the consumer.
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3 As an example of the importance of such differentials: until recently, On-
tario had imposed a markup on beer produced in Ontario of 26 cents per
litre, but on beer produced abroad and on beer produced out of province of
92 cents per litre.

4 Minimum pricing legislation involves the setting of a minimum retail price
at which beer can be sold in various provinces. While such a law definitely
restricts competition, as well as trade, it appears that at least 4 Canadian
provinces (Ontario, Newfoundland, Nova Scotia and B.C.) will retain
them. As well, minimum pricing was adopted in Quebec in November,
1993.



The reason that it was the brewing industry that became the subject

of such laws lies in the historical control that the provinces have wielded

over the industry. But, at the same time, it was not until recent decades

that such production stipulations were necessary in order to maintain

local production. Before the advent of preservatives, and before the ar-

rival of the technology which brought scale economies with it, brewing

was a relatively localised industry which had to sell its product within a

short time. It was only when the economies of large scale brewing be-

came evident that firms saw an economic advantage to centralising pro-

duction and that the provincial governments began to pressure the big

brewers to produce in the province of sale. As we shall detail in this es-

say, the big brewers in Canada do not view the abolition of these pro-

duction location regulations without some fear. While the

centralization of brewing will undoubtedly increase efficiency, if this

also means that Canada becomes more open to competition from U.S.

producers, they may face a smaller market share and declining profit-

ability.

Negotiations aimed at removing the interprovincial restrictions on

the movement of beer have been underway since 1987 and agreement

has already been reached on the part of several provinces regarding cer-

tain aspects of these barriers. The negotiations are complex for a number

of reasons, not least of which is the differences in regulations across

provinces.
5

In addition, the cost of such an agreement will vary widely

across provinces due to differences in the relative size of employment

and tax bases associated with the location of the brewing industry in a

given region. Thus all provinces may not wish to see the same set of

changes implemented. Because of this, any agreement reached on the

abolition of interprovincial trade barriers will likely not involve all

provinces. Even in those provinces that have reached such an agree-

ment, particular regulations governing certain aspects of industry trade

will continue to exist. Such details are described in section 5 of this pa-
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5 The existence of different provincial regulations springs in part from the
differences in the way beer is sold in each province. For example, in British
Columbia beer is sold both through government-owned outlets and
through privately owned stores, while in Ontario beer is sold almost exclu-
sively through the Brewer's Warehousing Company (also known as the
Brewer’s Retail).



per for Ontario and Quebec. The important point to recognize at this

juncture is that even if most provinces agree to lift restrictions on the lo-

cation of brewing, this will not be equivalent to a blanket lifting of all

barriers to out of province and out of country producers and will not

place them on an equal footing with producers located in that province,

or with producers who may obtain special status in selling in that prov-

ince. The remaining barriers to competition, which we also detail later,

spring both from a concern to maintain domestic (and provincial) em-

ployment, and from a successful effort by the major brewers in Canada

to have their views represented in legislation.

The merger which took place between Molson and Carling-O’Keefe

in 1989 was in part induced by these interprovincial barriers to the ship-

ment of beer. Each had excess capacity in several plants across Canada,

but they were prevented from reducing the high production costs asso-

ciated with this because of the provincial requirements to maintain pro-

duction in each province. The merger allowed Molson to reduce excess

capacity in selected provinces and utilize capacity more fully in those

same provinces, while at the same time increasing industry concentra-

tion. While this merger has led to increased rationalization of the pro-

duction structure within provinces, and has undoubtedly improved

cost effectiveness, it has not induced rationalization at the national level.

Rationalization at the national level, which may be a source of equally

large efficiency gains (Irvine et al, 1990), will only come about once the

removal of interprovincial trade barriers is completed.

An important question is whether or not these cost reductions will

be passed along to consumers. Indeed, the 1989 merger, and resulting

increase in concentration, could reduce the already minimal domestic

competitive pressures in the brewing industry and thus further reduce

the possibility that consumers will face lower prices. How serious a

problem this will be depends upon the degree to which competitive

forces can be reintroduced into the marketplace. We shall argue later

that there are reasons to be concerned about this possibility.
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The structure of production in
Canada and the U.S.

The structure of the Canadian brewing industry is a result of the historic

limitations on competition sanctioned by government policies. The key

policies which have had this effect involve limitations of trade, both in-

terprovincial and international, and government policy towards merg-

ers. The early structure of the industry was conditioned by a wave of

mergers from the 1930s to the 1960s. Jones (1967) describes this move-

ment as an attempt by the Big Three: Canadian Breweries (later Car-

ling-O’Keefe), Labatt and Molson, to increase market power. As he

concluded:

It is clear that on economic grounds, unwarranted market
power exists in the Canadian brewing industry, the Big Three
seemingly have reached a position of permanence. The basis of
this power is the acquisition process in which the Big Three
engaged . . . (p. 568).

For example, in the period from 1930 to 1953 Canadian Breweries

purchased more than 35 breweries (Jones, 1967, pp. 554-5). It does not

appear that this merger movement lead to significant rationalization,

since in 1926 there were 63 plants in Canada and by 1955 this number

had become 59.

By 1960, Carling-O’Keefe held 49.1 percent of the domestic market

and the Big Three combined had over 90 percent of the market. The in-

dustry had reached an unprecedented level of concentration, which has

even increased slightly to the present day. The “position of perma-

nence” that Jones hypothesized for the Big Three has however, proven

elusive. From 1960 until the Molson Carling merger, Labatt’s and

Molson’s market shares rose at the expense of Carling-O’Keefe. By the

early 1980s Carling-O’Keefe’s market share was down to under 25 per-

cent, but the Big Three’s share was above 97 percent (Goldberg and

Eckel, 1983 p. 137).
6
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6 In 1992 Molson’s share of the Canadian market was 51.7 percent and Labatt
had a 42.3 percent share (Lomas, 1992). Thus the Big Two controlled 94 per-
cent of the market, down slightly from 97 percent in the early ’80s. By com-
parison the 2, 3 and 5 firm concentration ratios in the U.S. in 1991 were 68.5
percent, 78.7 percent and 91.9 percent (Sfiligoj, 1992, p. 15).



The 1989 Molson-Carling-O’Keefe merger was accepted by govern-

ment authorities as a method of rationalizing the industry, which until

then had been prevented by interprovincial trade barriers. Such hori-

zontal mergers tend to reduce competition and also reduce costs if there

are economies of large scale production
7

or excess capacity.
8

This

merger would be acceptable provided the cost reductions of the latter

effects outweigh the efficiency losses from the former.
9

As well, distri-

bution and marketing economies may result at the firm level if these

costs do not increase proportionately with production and can thus be

spread over a larger volume of output.

At the time of the merger both firms together were operating 16

plants, whereas by 1992 Molson (the name for both after the merger)

was operating 9 plants. This trend towards rationalization has been tak-

ing place for sometime. In 1957 there were 55 brewing plants operating

in Canada and only 2 of these had capacities in excess of one million
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7 Plant level economies of scale occur if unit costs decline with output as
plant size increases. Rationalization of production involves closing down
some plants in order to produce more output in larger plants, presumably
at lower costs. A trend toward rationalization would be expected in any in-
dustry in which plants are operating at sub-optimal scale (i.e. at outputs
which do not minimize unit costs) and in which scale economies are such
that significant unit cost reductions would result from expanded plant out-
put. Failure of an industry to rationalize in such circumstances provides
prima facia evidence of the lack of vigorous competitive pressures.

8 Prior to the merger the capacity utilization rates for Molson and Car-
ling-O’Keefe were 68 percent and 57 percent, respectively (Conference
Board, 1990). After the merger this rose to around 87 percent.

9 Such a condition was ruled out for the early merger movement by Jones
(1967). Since current scale economies at the plant and firm levels may have
resulted from technological changes in bottling and canning, as well as
from changes in media communications, it is arguable that the early
merger movement was economically unjustified, while the 1989 Molson
merger is acceptable on efficiency grounds. Elzinga (1990) notes that “the
newer bottling lines at the Anheuser-Busch Houston brewery have line
speeds of 1,100 bottles per minute. Modern canning lines are even faster:
2,000 cans per minute. It takes breweries of substantial size to utilize such
equipment at capacity.”

Empirical evidence on the advantages of rationalization of the Canadian
brewing industry is discussed in the next section of this paper.



hectolitres per year. By 1981 there were 41 plants, 8 with capacities

above one million hectolitres per year (Anastasopoulos, Irvine and

Sims, 1986). By 1992 there were 32 conventional breweries with 7 having

capacities in excess of one million hectolitres and 4 in excess of 2 million

hectolitres.
10

The recent trend in plant numbers in Canada is shown in

Table 1.

This process has been even more dramatic in the United States,

largely due to the absence of interstate barriers to trade, as well as tech-

nological and media changes, that have expanded the minimum effi-

cient scale of the plant and firm. In 1959 there were 203 brewing plants in

the U.S. with only 2 having a capacity in excess of 4 million hectolitres.

By 1986 there were 67 plants, 23 of which had capacities in excess of 4

million hectolitres (Elzinga, 1990).
11

Possibly more revealing is the fact
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10 Elzinga (1990) argues that plant costs decline fairly sharply until a plant ca-
pacity of 1.5 million Hl. and continue to decline, but somewhat less
sharply, until a capacity of 5.25 million Hl. Smith and Sims (1985) suggest
that scale economies still exist at 3 million Hl. Of the 21 plants still operated
by the big 2 in Canada in 1992, only 6 have capacities above 1.7 million Hl.
While these are the largest plants in the country, it seems doubtful that they
all have exhausted plant scale economies. Indeed, once advertising and
distribution economies are considered it has been suggested that “. . . a
competitive capacity, or critical mass . . . for a brewing firm in the U.S. mar-
ket may currently be in the range of 25 to 28 million Hl” (Wolf, 1991, p.21).
Only 3 firms in North America fulfil this requirement: Anheuser- Busch
(A-B) with a capacity of 105 million Hl.; Miller with a capacity of 53 million
Hl.; and, Coors with a capacity of 27 million Hl. Molson has a current ca-
pacity of 13.5 million Hl., sixth behind A-B, Miller, Coors, Stroh and
Heileman. Partly as a result of these size discrepancies and economies of
size, marketing costs for the Big Two in Canada amount to $25 per Hl.,
whereas in the U.S. the equivalent measure for A-B is $9 per Hl. (Lomas,
1992).

11 These figures, like those in Table 1, do not include breweries with capaci-
ties of less than 10,000 barrels (i.e. approximately 11,700 hectolitres (Hl.)).
This excludes microbreweries. While this sector has grown numerically in
recent years, it still provides insignificant brewing capacity and hence in-
significant competition to conventional breweries in North America.



Table 1: Evolution of Brewing Plants in Canada

PROV. FIRM 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92

Nfld. Carling 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0

Labatt 2 2 2 2 2 1 1 1 1 1 1 1 1 1 1

Molson 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Total 4 4 4 4 4 3 3 3 3 3 3 3 3 2 2

N.S. Labatt 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Other 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Total 2 2 2 2 2 2 2 2 2 2 2 2 2 2 2

N.B. Labatt 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Other 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Total 2 2 2 2 2 2 2 2 2 2 2 2 2 2 2

P.Q. Carling 1 1 1 1 1 1 1 1 1 1 1 1 0 0 0

Labatt 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Molson 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Total 3 3 3 3 3 3 3 3 3 3 3 3 2 2 2

Ont. Carling 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Labatt 3 3 3 3 3 3 3 3 3 3 3 3 3 3 3

Molson 2 2 2 2 2 2 2 2 2 2 2 2 2 1 1

Other 5 5 5 5 5 5 5 6 8 6 6 9 5 5 5

Total 11 11 11 11 11 11 11 12 14 12 12 15 11 10 10

Man Carling 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Labatt 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Molson 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0

Total 3 3 3 3 3 3 3 3 3 3 3 3 3 2 2

Sask. Carling 2 2 2 2 2 1 1 1 1 1 1 1 0 0 0

Labatt 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Molson 2 2 2 2 2 2 2 2 1 1 1 1 1 1 1

Other 0 0 0 0 0 0 0 0 0 0 0 0 1 1 1

Total 5 5 5 5 5 4 4 4 3 3 3 3 3 3 3
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Table 1: Evolution of Brewing Plants in Canada

PROV. FIRM 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92

Alta. Carling 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Labatt 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Molson 2 2 2 2 2 2 2 2 2 2 2 2 2 1 1

Other 1 1 1 1 1 1 1 1 1 2 2 2 1 1 1

Total 5 5 5 5 5 5 5 5 5 6 6 6 5 4 4

B.C. Labatt 2 3 3 3 3 2 2 2 2 2 2 2 2 2 2

Molson 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

Carling 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0

Other 2 1 1 1 1 1 1 3 4 3 3 3 2 2 2

Total 6 6 6 6 6 5 5 7 8 7 7 7 6 5 5

Can-
ada

Big 3 31 32 32 31 31 29 29 29 28 28 28 28 26 21 21

Total 41 41 41 41 41 38 38 41 43 41 41 44 37 32 32

Note: “Big 3" indicates Carling, Labatt, and Molson. ”Other" includes all other
breweries in the provinces other than the Big 3.

that the American brewing giants, Anheuser-Busch and Miller, operate

17 plants with average capacity of over 8 million Hl. (Elzinga, 1990

p.140). The largest Canadian brewer, Molson, operates 9 plants with an

average capacity of slightly less than 1.5 million Hl. (Molson’s Annual

Report, 1992).
12

Tables 2 and 3 show the trend toward larger more effi-

cient plants in the U.S. and to a lesser extent in Canada. Most of these re-

cent changes in Canada have resulted from the 1989 merger.

The dispersed Canadian population, along with significant inter-

provincial trade barriers, has prevented rationalization to the extent ob-

served in the U.S.
13

The increasing threat of free trade with the U.S. has,

www.fraserinstitute.org

Interprovincial Barriers in the Beer Trade 11

12 The largest Canadian plant is located in Montreal and is owned by Molson.
It has a capacity of about 4 million Hl.

13 A Conference Board study suggests that rationalization, even in the pres-
ence of interprovincial free trade, may continue to proceeded slowly be-



however, provided an impetus for rationalization in Canada and for in-

terprovincial free trade in beer—a necessary condition for full rational-

ization. In recent years the export market has been important for

Canadian brewers, making up 11 percent of demand in 1990
14

(Brewers

Association of Canada, 1990), with almost all of these exports going to

the U.S. Imports, on the other hand, have been a relatively unimportant

source of competition. Increasing trends towards free trade in North

America, along with American complaints through GATT about unfair

trade practices in the various Canadian provinces, may soon change

this situation.
15

This move towards free trade in beer has concerned domestic brew-

ers, since Canadian plants are less than one quarter the size of U.S.

plants and Canadian wage costs have been reported to be roughly dou-

ble those of their U.S. counterparts per unit of product (Brewers Associ-

ation of Canada, 1986). In 1992 the largest Canadian brewer, Molson,

was the 6th largest in North America, with slightly more than 4 percent

of this market. This compares with a market share of about 41 percent

for the largest U.S. brewer: Anheuser-Busch. Indeed one American

brewer produced just under 8 percent of U.S. demand in 1985, from a
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cause of “sunk fixed costs” in existing plants and the high capital costs of
new plants. This argument (discussed in more detail in section 3) however,
fails to explain U.S. trends.

14 Domestic sales in Canada have been flat at around 20 million hectolitres
since the mid-1970s and are projected to decline to around 18 million
hectolitres by 1996 (Lomas, 1992). Virtually all growth in sales for Cana-
dian breweries in the last 2 decades has come from exports to the U.S. A re-
cent GATT ruling on U.S. discriminatory practices against imports, which
the U.S. government has accepted, bodes well for future growth of Cana-
dian exports. The recently announced relationship between Miller and
Molson should further enhance the market position of Canadian brewers
in the U.S. market.

15 In the early ’80s imports accounted for about 1 percent of the Canadian
market, but by 1989 they made up 2.7 percent. This number increased to 4.5
percent in 1990 and is projected to grow to 6.5 percent by 1996 (Lomas,
1992). This growth in imported beer is projected to come mainly from the
U.S.



Table 2: Capacity of U.S. Brewing Plants

Listed Capacity

(1000s barrels)

1963 1967 1971 1975 1979 1983 1986

10 - 100 54 36 21 10 10 15 13

101 - 500 72 44 33 19 13 12 8

501 - 1000 33 35 32 13 8 2 3

1001 - 2000 17 18 21 13 11 13 10

2001 - 4000 10 10 12 12 13 9 10

4001+ 3 4 7 15 20 23 23

Source: K. G. Elzinga (1990).

Table 3: Capacity of Canadian Plants Owned by the Big Three*

Listed Capacity

(1000s barrels)

1982 1984 1988 1992

0 - 250 7 4 2 1

251 - 500 10 10 10 8

501 - 1000 7 7 7 5

1001 - 2000 5 4 4 3

2001 - 4000 3 4 5 4

*This was, of course, the Big Two in 1992.

Source: McCullough and McCafferty (1982); Food in Canada (1989); Molson’s
Annual Report (1992).

single plant operation. This plant had a capacity equal to 75 percent of

total Canadian consumption (Brewers Association of Canada, 1987).
16
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16 Coors produces in a single plant in Golden, Colorado. In 1991 its share of
the U.S. market had increased to 10.2 percent or about 22.6 million Hl.
(Sfiligoj, 1992). Total Canadian beer sales (including imports) in 1991 were
just slightly in excess of 21 million Hl. (Lomas, 1992).



In addition, as has been pointed out by the president of the Brewers As-

sociation of Canada (1987):

U.S. plants are currently operating at 75 percent capacity. Their
total surplus would be enough to meet Canadian demand three
times over.

The growth of American-produced beer in the Canadian market

will likely come about, not solely because of the superior efficiency of

U.S. production, but as a result of increased access to Canadian markets.

In response to a 1991 GATT panel ruling against discriminatory trade

practices by Canada, the American and Canadian governments signed

an agreement to end Canadian discriminatory markups and taxes on

imported beer by July, 1992, and to allow imported beers equal access to

retail shelves by Oct. 1, 1993.
17

But it was also agreed at that time that

certain provinces (Ontario, B.C., Newfoundland and New Brunswick)

would retain their legislated minimum price regimes. This could im-

peril price competition in these jurisdictions and thus, at least for the

time being, limit the growth of American brands.

Nevertheless, the threat of competition by a large and efficient ad-

versary has induced several recent cost-cutting reactions in Canada: the

Molson-Carling merger and subsequent rationalization; the expected

plant closures by Labatt;
18

a move to standardized bottles; and major re-

ductions in marketing costs. However, full industry rationalization can

only take place once interprovincial free trade becomes a reality.

Measuring the economic impact

There are three recent studies which quantify the effects of removing in-

terprovincial trade barriers in brewing. These are: The Conference

Board of Canada’s An Assessment of the Impacts of Liberalised Interprovin-

cial Trade in Canada (1990), Irvine, Sims and Anastasopoulos’s Interpro-

vincial versus International Free Trade: The Brewing Industry (1990) and The
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17 Since this agreement Ontario has moved this date up to the summer of
1993, while simultaneously imposing additional taxes on beer that impact
most severely on imports.

18 Labatt’s Waterloo plant is scheduled to close in 1993. As well, Scotia-
McLeod forecasts the closure of Labatt’s Saskatchewan plant by 1994 and
its New Brunswick plant in 1995 (Lomas, 1992).



Cost of Scale Inefficiency in the Canadian Brewing Industry (1990), by

Tsiritakis, Campbell and Merikas. These studies all reach the same gen-

eral conclusions on the impact of eliminating the existing production

rules, and their focus is upon benefits which would accrue under differ-

ent production rationalization scenarios.

The reasons for gains are straightforward: (i) with the closure of

some plants, fuller capacity utilization without any capital expansion

could increase productivity and profitability, and (ii) the replacement of

smaller plants by larger plants would strengthen this process, given

scale economies.

The Conference Board report tends to concentrate somewhat more

upon the benefits which accrue under rationalizing production in exist-

ing plants (i.e. increasing capacity utilization), whereas Irvine et al and

Tsiritakis et al focus upon the gains over an assumed longer time period

(i.e. from economies of scale and scope).
19

In examining the gains to

freer trade among provinces we stress again that these studies have mir-

rored public debate and government concerns in focusing upon remov-

ing barriers to the production location of brewing. While this will bring

major benefits, it still represents a limited form of liberalization.

Conference Board Study

The Conference Board undertook its study when the merger between

Molson and Carling-O’Keefe took place. As noted above, one of the mo-

tivations for this partnership was the existence of excess capacity in each

firm. Labatt, in contrast, appeared to be operating much closer to its ca-

pacity level than either of the new partners. With the closure of several

plants, the Conference Board argued that the additional efficiency gains

from further rationalization, following the removal of interprovincial

barriers, would be minimal.
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Interprovincial Barriers in the Beer Trade 15

19 Economies of scope refer to the existence of cost complementarities from
producing different products together, such that it is cheaper to produce
several commodities in a single facility than to do so in separate facilities.
Tsiritakis et al. find no evidence of economies of scope in brewing.



The Conference Board commissioned some econometric work to

examine the existence of scale economies. Using data for 32 plants in

Canada, a cost function was estimated which related variable costs to

output, capital, and direct and indirect wage costs. Having grouped the

firms into small, medium and large categories the study concluded that

the returns to scale
20

were similar across groups: broadly, a doubling of

all inputs would increase output by between 129 percent and 138 per-

cent. Figure 1 below is taken from the Conference Board report. It indi-

cates that cost reductions tend to taper off when plant size reaches about

two and a half million hectolitres. However, the findings rather surpris-

ingly indicate that returns to scale are essentially the same regardless of

whether a firm has a one million or two million hectolitre capacity.

The econometric work in the report is characterised by many statis-

tically insignificant coefficients, and the methodology is not clearly out-

lined. This indicates that some caution should be exercised in adopting

these results for policy analysis. In particular, the returns to scale for

high output plants are much greater than those reported in Sims and

Smith (1985).
21

The question of why the industry would not immediately build a

series of plants after the removal of interprovincial trade barriers, each

producing two to three million hectolitres to take advantage of these

scale economies, is answered in the Conference Board report by noting

the difference between the long and short run, or between fixed and

variable costs. An essential characteristic of brewing, it is argued, is that

the capital in existing plants is sunk and durable. Consequently, it may

not be profitable to invest in new capital before depleting the existing
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20 It is not obvious, from the Conference Board study, how inferences on re-
turns to scale can be drawn based on what appears to be a ’restricted’ or
short-run cost function. The co-efficient on output in their cost function ap-
pears to show how variable costs vary with output, given a fixed capital
stock. This methodology has been used to estimate plant capacities, given
data on the user cost of capital (Berndt and Hesse, 1986), but the Confer-
ence Board does not do this.

21 The latter reported a scale elasticity based on the estimation of a long-run
cost function for brewing of 1.14 for the largest plant in their sample. This
contrasts with an estimate of 1.38 for plants of comparable size in the Con-
ference Board study.



stock.
22

As a result, the Conference Board study concluded that, beyond

the Molson-Carling merger, abolishing the interprovincial barriers to

shipping beer across provincial boundaries would have only moderate

effects on the structure, and hence on the efficiency and profitability of

the industry. Thus full rationalization would only develop slowly.

This conclusion, in hindsight, is open to question. Since the merger,

Labatt appears to have embarked upon its own restructuring pro-

gram.
23

It appears to us that the key factor in the removal of interprovin-
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Figure 1: Variable Cost of Production in Brewing

22 If all the capital costs of an existing brewery are sunk, then a proposed new
brewery will only be brought on line to replace the old brewery when its
variable costs are below those of the old brewery by more than the annual-
ized capital costs of the new facility. Of course for all of the capital costs of
the old brewery to be sunk, the facility must have no alternative use or
scrap value—a very stringent condition.

23 The problem noted in the Conference Board study explains why capital
does not necessarily become obsolete immediately after the discovery of a



cial barriers is that this move is associated, in the view of the producers,

with the potential for real competition from cost-effective producers in

the U.S. While the optimal result for the domestic producers would be to

insulate the Canadian market from such competition, the Big Two

have seen the advent of freer trade in Canada as a signal to arm for bat-

tle in at least some of the provinces. With interprovincial barriers in

place, the major producers could afford to continue producing in “in-

efficient” plants, because their profit margin was being protected by

provincial controls on the industry.
24

But with effective competition in

at least some provinces on the horizon, signalled by the prospective

dismantling of barriers within Canada, the producers can no longer af-

ford the luxury of continuing to produce in suboptimally sized plants,

even if a “premature” move to larger plants squeezes profits in the

short run.

Essentially, the competitive paradigm may not always be capable

of explaining firm behaviour—especially in a protected industry: pro-

tection may foster high costs, and management may not feel the pres-

sure to increase efficiency, provided the return on their capital is at

least on par with that in the economy. However, if competition were to

reduce such returns, then firms may be forced to remove this type of

X-inefficiency.
25

To the extent that the Conference Board did not foresee
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new, more efficient (i.e. lower variable costs) technology. Everyone did not
rush out and scrap their 80386-based microcomputer immediately upon
the marketing of a new, improved and faster 486-based clone. The same is
true in brewing: old, inefficient plants still exist despite improvements in
brewing and packaging technology and will do so for some time to come.
The U.S. market has, however, also been subject to this structural phenom-
ena, yet rationalization has continued there, and has done so despite more
stringent antitrust laws than exist in Canada. One should thus not overesti-
mate the significance of sunk costs, or underestimate the role of the regula-
tory blunting of competitive pressures, in explaining the current Canadian
market structure.

24 For example, Brophy (1993) claims that Labatt is currently the most profit-
able brewer in North America, when measured per hectolitre of beer pro-
duced. She also predicts an increase in profitability as a result of
rationalization.

25 X-inefficiency refers to managerial inefficiency which, as is pointed out by
Leibenstein (1966), “depends on the degree of competitive pressure, as



any behavioral changes on the part of producers, it has underestimated

the ultimate significance of the removal of the provincial restrictions on

the structure of this industry.

Irvine, Sims and
Anastasopoulos

The study by Irvine, Sims and Anastasopoulos (1990) computed the

benefits of removing both the interprovincial and international trade

barriers (in sequence). They focused upon the long run, that is, on a pe-

riod long enough for existing capital in suboptimally sized plants to be

depleted. The authors propose that the industry could then produce the

existing output in about 12 plants, without significantly adding to the

cost of transportation. Using cost function estimates from Sims and

Smith (1985), which are based upon a time series of data for a small

number of plants, yet include capital costs, they conclude that efficiency

gains could amount to 30 percent of the existing costs of production.
26

These gains

vary extensively by area, since the returns to scale vary with
output. Thus, in consolidating the Prairie plants, the [unit] cost
reduction is much greater than in Quebec, since the existing out-
put per plant is much greater in Quebec.

The authors then examine how these gains might be apportioned

between consumers and producers in the context of a further opening of

the industry to foreign beer. They examine a variety of scenarios which

depend upon the pricing behaviour of participants in the market, and
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well as on other motivational factors.” He continues: “In situations where
competitive pressure is light, many people will trade the disutility of
greater effort, of search, and the control of other people’s activities for the
utility of feeling less pressure and of better interpersonal relations.” Such
X-inefficiency, in an industry which has been insulated from competition,
may provide a good explanation of developments in the Canadian brew-
ing industry.

26 An approximate dollar value of these gains would be 30 percent of one
quarter of total expenditure on beer or about $750 million in 1992. This is
based on the assumption that governments’ and vendors’ revenues make
up about half of total expenditures, with the remaining half divided be-
tween production, on the one hand, and advertising, marketing, distribu-
tion, etc. on the other.



whether the present production of “franchised” beer would be trans-

ferred back to U.S. plants or stay in Canada.

These gains are measured as the sum of changes in domestic con-

sumer and producer surpluses.
27

Such total gains, however, do not ac-

crue equally to producers and consumers. The authors argue that, given

the oligopolistic structure of the industry, international free trade may be

required to ensure that the potential gains from production rationaliza-

tion are shared with consumers. But the effects of international free

trade might reduce producer surplus, thus reducing the total gain to the

economy, measured as the sum of domestic consumer and domestic

producer gains. This may occur because, they hypothesize, the produc-

tion of franchised beer could ultimately move back to parent plants in

the U.S.

Given the substantial scale economies, this marginal production
is very profitable to the Canadian brewers. Thus, even if Cana-
dian producers were to respond in the international free trade
situation by reducing price, in an attempt to increase their mar-
ket share, the resultant gain in consumer surplus would be off-
set by losses to the producers—primarily because of the
inelastic demand for beer.28

The Irvine, Sims, Anastasopoulos study is set in a long run context

and it does not address how the ownership of a greatly reduced number

of plants would evolve, nor the magnitude of any additional transporta-

tion costs which might be associated with such a new pattern of produc-

tion. However, as we shall argue below, their emphasis upon the joint

role of interprovincial and international free trade is more important

than even they may have recognized at that time. That is, even if addi-

tional transportation costs were associated with their hypothesised long

run scenario, the effects of international competition may have addi-
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27 Producer surplus is the difference between the amount producers receive
for a product and the minimum amount they would be willing to accept to
supply the same quantity of that product. Consumer surplus is the differ-
ence between the maximum amount consumers are willing to pay for a
product and the amount they actually pay.

28 Another way of viewing the loss in producer surplus is to recognize that
there is a rent to the resources used in beer production which need not exist
with the switch of these resources to another sector of the economy.



tional impacts on the industry that, in efficiency terms, could be of a

similar order of magnitude to the production gains examined.

Tsiritakis, Campbell and Merikas

Tsiritakis, Campbell and Merikas (1990) likewise address the issue of

scale economies while at the same time examining the role of the

multi-product production process. The objective of the latter examina-

tion is to see if the data indicate the presence of cost complementarities.

They analyze the cost of producing three different products—bottled,

canned and draught beer—in 25 different plants over the period

1978-82, by estimating a quadratic multi-product cost function. Their

findings are that (1) unit costs are decreasing in all plants except the very

largest in their sample (2) there exist differences in the fixed cost compo-

nents of producing the three products and (3) cost complementarities in

the production process do not seem to be present. Their estimate of the

benefits of reducing plants from their 1978-82 numbers to about ten is

6.5 percent of production cost—a number far below the estimates of the

Conference Board and Irvine et al. Without discussing their methodol-

ogy, it is worth stating that the assumptions these authors impose on

their model of the brewing process are quite severe, and these probably

account for the fact that their estimates are at variance both with the

other studies and with the observed practice of brewers to build ever

larger breweries.

The efficiency fallout: governments
and producers

The public debate on the removal of interprovincial barriers in the

brewing industry has focused upon cost reductions following restruc-

turing and upon the ability of the industry to compete more effectively

against foreign producers. From the perspective of governments—both

federal and provincial—an important element in this area is the manner

in which their revenues from the industry are likely to respond to such

changes. Were this any other sector of the economy, with perhaps the

exception of tobacco, tax revenue effects would be a minor concern. But

given the magnitude of such revenues, it is important that the probable

changes be assessed.
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A precise estimate of the effects of restructuring on producer prices,

government revenues and producer revenues at the present time is

somewhat speculative. This is because little can be inferred from the re-

view of minimum pricing currently underway. Nonetheless, what is

feasible is an analysis of how price reductions could affect these reve-

nues.

We have used the Revenue Canada model for Government and

Industry Revenue from Alcoholic Beverages in CANada, GIRAB-CAN,

(Irvine and Sims, 1991) to simulate the effects of changes in producer

prices for the province of Ontario.

GIRAB-CAN is a demand model of the alcoholic beverages sector

which disaggregates the three broad beverage groups into domestic

and imported components. We have simulated the model for the prov-

ince of Ontario by assuming that the producer price of domestically

brewed beer could fall by 10 percent in a “rationalized” world. A feature

of the model is that it has a matrix of cross price elasticities embedded

within it.
29

This means that the effects of beer price changes on the quan-

tities of all alcoholic drinks consumed are taken into account. For exam-

ple, to the extent that the quantity of wine or spirits consumed responds

to the change in beer prices, the model encompasses the consequent tax

revenue changes from all beverages.

Additional features of the model and detailed results are given in

the appendix. But the following summary is instructive. As illustrated

in figure 2A, we have allowed the producer’s supply price of beer to fall

by 10 percent (from Ps to Ps‘). This translates into a similar, though not

identical, fall in price to the consumer: Pc falls to Pc‘. Thus, the equilib-

rium quantity of beer sold increases from q to q’ at corresponding
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29 A “cross price elasticity” shows how the demand for a commodity varies
with the price of some other commodity. For example, a cross price elastic-
ity of wine with respect to the price of spirits of 0.44 implies that a 1 percent
increase in the price of spirits will result in a 0.44 percent increase in the de-
mand for wine. The “own price elasticity” of demand for beer of -0.4 im-
plies that a 1 percent increase in the price of beer will lead to a 0.4 percent
decrease in the quantity of beer demanded. An elasticity with an absolute
value less than unity is referred to as inelastic. A price fall for an
inelastically demanded good will result in a fall in total expenditures due
to the relatively unresponsive nature of output demanded to the price
change.



prices. Total expenditure changes from Pcaq0 to Pc‘eq’0 and total govern-

ment revenue changes from PcabPs to Pc‘efPs‘.
In figure 2B we illustrate what happens in the spirits market. Given

the particular set of elasticities in the model, the demand for spirits in-

creases in response to a fall in the price of beer: i.e. D shifts to D’. Thus,

there is an increase in expenditure on spirits from Pckq0 to Pclq’0 and this

generates an increase in revenue both to the producer (of stq’q) and gov-

ernments (of klts). Similar secondary effects are experienced in the wine

industry.

The GIRAB-CAN model predicts that, in response to this 10 percent

reduction in producer price, the provincial government sees a small in-

crease in its overall revenue. The federal government also sees a small,

yet slightly greater, increase than the provincial government. The rea-

son for this disparity is that federal levies on beverages tend to have a

higher specific than ad valorem tax content relative to the provincial gov-

ernment.
30

In particular, in the beer category, the increase in domestic

sales yields virtually no overall revenue change for the federal govern-

ment because the resulting revenue increase from excise duties (a spe-

cific levy) roughly balances its losses in GST revenue (an ad valorem

levy). Both the provincial markups on beer and provincial sales taxes

are ad valorem. Thus, the lower producer price shrinks this tax base, de-

spite an increase in quantity consumed, because of the less than unit

elastic demand for domestic beer. It is important to note that much of the

increase in tax revenue results from a rise in the quantities consumed of

wine and, particularly, spirits. The producers of domestic beer suffer a

fall in revenues due to the inelastic demand for its product. However, if

this is accompanied by a fall in production costs, it may not reflect a de-

terioration in profitability.
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30 A specific tax is usually stated as a specific charge, say $.10, per unit of out-
put. An ad valorem tax is a percentage of the value of a product. Note that as
the price of a product rises the specific tax per unit of the commodity re-
mains constant. The ad valorem tax, on the other hand, rises.
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Figure 2a: The Market for Beer

Figure 2b: The Market for Spirits



What does trade liberalization
really mean?

Irvine et al (1990) emphasise the importance of international free trade as

an element that would impose discipline on the domestic market. How-

ever, with the present high degree of concentration, the existing system

of distribution and sales, minimum pricing laws in certain provinces,

and other non price barriers to competition, a major reorganization of

the industry may result in very limited benefit to most consumers.

Without wider distributional access to the Canadian market, and free-

dom from strict minimum pricing laws, the potential for competition to

exert pressure on the pricing of domestic beer will be severely circum-

scribed. In this section we develop these ideas and argue that there is

much more to freeing up the beer industry in Canada than merely

abolishing barriers to the shipment of beer between provinces.

Distribution and sales

Beer in Canada is sold for off-premises consumption in basically three

different ways: Some provinces permit beer sales in convenience stores

or hotels (e.g. Quebec and British Columbia), others require that it be

sold in government owned outlets, and elsewhere (e.g. Ontario) a near

monopoly on its sale is given to the Big Two through the Brewer’s

Warehousing Company.

In those provinces where the distribution of beer is not controlled

by domestic producers, and where minimum pricing is not operative,

the benefits to the consumer of a reduction in interprovincial and inter-

national barriers will be greater. In contrast, in provinces where mini-

mum pricing exists (currently British Columbia, Ontario, Quebec, New

Brunswick and Newfoundland), or where non- price barriers to market

entry remain, consumers will share less in the gains from the removal of

the production location barriers. While minimum pricing laws may pre-

vent predatory pricing,
31

and thus help to insure a competitive environ-
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31 It is usually assumed that the international dumping of a product is an ex-
ample of such predatory pricing. In 1991 three American brewers (the
Heileman Brewing Co. Ltd., the Stroh Brewing Co. and the Pabst Brewing
Co.) were found to have dumped in B.C. (i.e. essentially selling their prod-



ment,
32

to the extent that they serve to maintain high prices and, equally

importantly, to minimize the difference between the prices of Canadian

and U.S. produced beer, the consumer will benefit correspondingly

less. The current restrictions against firms, other than the Big Two, mar-

keting directly to the public in provinces like Ontario then become less

relevant. Space does not permit us to examine the regulations which ex-

ist in each province, but it is instructive to look at Ontario and Quebec,

not only because they are the two biggest markets, but because these

two markets function in very different ways.

Ontario

Since Ontario (a) accounts for almost 40 percent of total Canadian con-

sumption, (b) is believed to account for two thirds of Labatt and

Molson profits (De Verteuil, 1992) and (c) has restrictive distribution

practices, it merits special attention. The profitability stems in part

from low costs associated with the centralized Brewer’s Retail distri-

bution system. It is not surprising therefore that the environmental

levy and the new Ontario service charge on imported beer favour do-

mestic bottled beer over the imported U.S. canned product. These new

levies, which have increased the relative price of an imported 6-pack of
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uct in Canada at a price below that which they were charging in the U.S.).
But predatory pricing involves selling a product below cost in order to mo-
nopolize a market. It is not clear that this beer was being sold below cost.
Indeed Heilman argued that the brand of beer (Rainier) that it allegedly
dumped is sold as a premium beer in Washington state, due to name recog-
nition, but as a discount beer not only in B.C., but also in states adjacent to
Washington. If anything, the behaviour by these breweries is an example
of discriminatory pricing. Interestingly it was Heileman and Stroh that, in
1990, complained to U.S. trade authorities about unfair Canadian market-
ing practices with regard to imported beer. This complaint ultimately lead
to a GATT ruling against Canada in 1991.

32 Some authors argue that predatory pricing may not be the most effective
way to monopolize a market (McGee, 1958). In any case, an extremely high
degree of concentration in the Canadian market is a fait accompli. The most
likely rationale for minimum price regulation is therefore either to insulate
the industry from price competition or to protect the Canadian consumer
from low beer prices! For more on the modern view of predatory pricing
see Ordover and Saloner, 1989.



cans by $.75 (De Verteuil, 1992), have solidified the Big Two’s position

in this market.
33

To see the importance of the Brewer’s Warehousing System, imag-

ine for a moment that the market for snowsuits in Ontario were domi-

nated by two firms, and that over 90 percent of the market was supplied

by them. Further, assume that the provincial government decreed that

these two firms could form a marketing chain which would have almost

sole rights to distribute, not just their own snowsuits, but the snowsuits

of other domestic and foreign producers. Suppose now that the various

levels of government in Canada implemented “free trade” by reducing

levies and punitive tariffs on imported and out-of-province products,

but left the retailing system untouched, and contentedly told them-

selves that the interests of the snowsuit buying public were well

served by such policies. To stretch the imagination a little further, say

there were two additional elements to the story: first, that the monop-

oly distributor (owned by the two big companies) then proposed to the

government and its competition that it would act as a public benefac-

tor by agreeing to market the competing snowsuits with all due care

and attention and second, that the government decreed there would be

a minimum price at which any manufacturer could sell their

snowsuits.

This indeed seems like an Alice in Wonderland story. But, grosso

modo, it describes the retailing of beer in Ontario. This has prompted
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33 The new charges involve a service charge on imports, which is designed to
bring the cost of imported beer more in line with the distribution costs in-
curred by the Liquor Control Board of Ontario (L.C.B.O.) in shipping the
good to various locations. The second charge involves a $.10 environmen-
tal charge on non-refillable containers. Similar environmental charges are
being considered in B.C. and Quebec. It is not surprising, given the impor-
tance of this market to Canadian brewing, that such charges were first im-
plemented in Ontario.

In response to these charges the U.S. has recently imposed a retaliatory
duty on all beer imports from Ontario. The Canadian government has re-
acted to this with its own set of increased duties on products produced by
the Heileman and Stroh breweries and imported into Ontario. These are 2
of the 3 breweries which were found to have been “dumping” beer in B.C.
in 1991 and it was these 2 breweries whose complaints in 1990 led to a
GATT ruling against Canada for unfair treatment of imported beer.



several observers to question the appropriateness of the system. For ex-

ample, McKinnon (1992) states

Ontario is the only jurisdiction in the world in which the largest
brewers control beer retailing. Through Brewer’s Retail, Molson
and Labatt dictate the terms of retail policy to their smaller com-
petitors. Recently, with cavalier disregard for the consumer,
Brewers Retail shut down 39 of its outlets, forcing many
Ontarians to take half hour car trips . . . just to buy beer.

The right to distribute in outlets other than those owned by one’s

competitors is an essential element in any successful effort to inject com-

petition into the industry. Quite apart from pricing policies, the ability

to insure a reliable supply of one’s own product, plus the ability to es-

tablish one’s own brand image, are essential ingredients in competition,

more widely defined.
34

Frequently the argument is made that the sale of bulky goods such

as beer is most efficiently carried out in centralised locations, and hence

convenience store sales are not efficient because of their higher distribu-

tion costs. Whatever the merits of this argument, it is not an argument

for monopoly distribution rights, only an argument for centralized dis-

tribution.
35
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34 An example will help to illustrate our point here. Recently, Moosehead,
which is brewed in the Maritimes, gained access to the Ontario market. The
ordering policy of the LCBO is based upon the average stock of beer in the
Province as a whole. At a certain point it was noted that Moosehead was
selling much better in Toronto and Ottawa than in other locations and that
at times no Moosehead was available at these specific points of sale, while a
surplus was available at other locations. However, the outlets demanding
the product were not necessarily restocked because the average stock of
Moosehead had not reached the threshold level. The resolution to this
problem was that Moosehead was ultimately given the right to undertake
the transport of beer between outlets within the province!

35 It should be noted that a reasonable social policy is to set limits on the avail-
ability of alcoholic beverages. The Addiction Research Foundation (ARF)
is a proponent of such views (e.g. Ferris and Room, 1992). The views ex-
pressed above do not necessarily conflict with such policies. An example of
a competitive mode which would be consistent with the goals of the ARF
would be one where a competing chain of retailers, subject to the same
general regulations as Brewers Retail, would have freedom to market



In addition to the restrictions on market accessibility, producers

from outside Ontario must incur shipping costs in excess of those in-

curred by Molson and Labatt. By using its power deriving from the Im-

portation of Intoxicating Liquors Act—specifically, the “right of first

receivership” provision, Ontario requires out-of-province firms to de-

liver their beer to a specific warehouse of the Liquor Control Board of On-

tario (LCBO). From there it is shipped to the stores owned by the LCBO

or to the Brewers Retail outlets. This is a cost which need not be incurred

by firms located within the province. It appears that the principal moti-

vation for maintaining this regulation is to protect the brewers located

in Ontario.

An obvious question to ask at this point is why foreign firms could

not just set up production in Ontario. There are several reasons why this

is unlikely. First, they would have to operate at a small scale of produc-

tion and thus lose the cost advantage which they may have if they pro-

duced beer from their current U.S. plants. Second, and very important,

is the minimum pricing law in Ontario. This law essentially insures that

the price difference between domestic and foreign beer can be kept at a

minimum. If the Canadian consumer views the domestic beer as being

superior to U.S. beer, he or she is unlikely to demand the latter unless it

is offered at a substantial price discount. The minimum pricing law

would therefore prevent a U.S. entrant from gaining a significant mar-

ket share. Third, there exist franchise agreements between the Big Two

and certain U.S. producers which would limit both the profitability and

the feasibility of this.
36

The most recent development in Ontario has been the conclusion of

an agreement between Canada and the U.S. in August 1993, which ef-

fectively ended the 1992/93 Ontario-U.S. “beer war.” The main compo-

nents of this agreement were: i) a lifting of the punitive levies which had

been imposed by each side on the other’s beer exports; ii) a lowering of

the minimum price for beer in Ontario, by between one and two dollars

per case of 24 depending upon alcohol content; iii) greater accessibility

www.fraserinstitute.org

Interprovincial Barriers in the Beer Trade 29

beer (e.g. the new microbrewers retailing in concert with foreign or spe-
cialty brewers).

36 The franchise agreements are between Canada’s Big Two and specific
American brewers (e.g. Miller and A.B.). If a U.S. brewer were to set up in
Ontario it would therefore more likely be one of the mid-sized brewers.



to Ontario customers for U.S. brewers via the Brewer’s Retail outlets; iv)

the maintenance of the environmental levy on cans.

This agreement is significant in that it permits the consumer to

share in the benefits of rationalization and the lowering of interprovin-

cial barriers. However, given the ability of governments to set tax rates

on alcohol, a minimum price serves no obvious purpose other than to

protect domestic producers. In addition, under present rules, 3 percent

alcohol beer sells for almost the same price as 7 percent alcohol beer. It

makes no sense that consumers should not be free to purchase the for-

mer at a significantly lower price than the latter. But minimum pricing

has effectively ruled this out. Furthermore, this agreement has put the

potential competition (mainly the U.S. brewers) into a straight-jacket,

making price competition unlikely for the foreseeable future. Lastly, it

leaves the control of sales and distribution in the hands of the two major

domestic producers.

Quebec

While it is Ontario which is frequently portrayed as the villain in restric-

tive practices, the market in the second biggest province (Quebec) is also

characterised by a number of regulations which effectively inhibit the

entry of foreign competition. In Quebec beer is sold either in stores

owned by the government through the Societe des Alcools du Quebec

(SAQ), or in private retail outlets (convenience stores, restaurants, bars

etc.). In June 1992, Bill 6 was enacted. This modified the SAQ act, which,

inter alia, governs the distribution of alcoholic beverages in Quebec.

From the standpoint of competition what is important in this act is the

differential treatment it affords producers located in different areas.

Brewers located in Quebec are allowed to distribute their beer directly

to the various points of sale (convenience stores, etc) or to use another

party for this purpose; that is “a brewer’s permit authorizes the holder

to carry on any operation authorized under a beer distributor’s permit”

(Bill 6, section 3).

Brewers located outside Quebec, in order to distribute their beer, must

acquire a distributor’s permit. However, under Bill 6 (section 4) such a

permit only authorizes the holder to sell and deliver beer that is “made

by the holder or by a corporation related to the holder.” Furthermore,

the conditions defining how corporations are related are made very ex-

plicit. Bill 6 essentially requires that the distributor be an almost wholly
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owned subsidiary of the producer or vice versa, and that the distributor

be located in Quebec.

The implications are that a non-Quebec brewer must set up an oper-

ating corporate entity in Quebec in order to sell beer in the Province.

Such a requirement operates against the basic principles of trade and

specialization and acts as a very effective barrier to entry. This is not be-

cause a potential competitor is legally prevented from setting up a busi-

ness. Rather, to break into the market, the foreign competitor would

suffer from having to own and operate a distribution system of

suboptimal size.
37

But it is really the combination of this regulation with

two further stipulations, to which we now turn, that makes the cost of

doing business in Quebec for foreign competitors higher than for Que-

bec firms.

The first of these is that beer produced outside the province must

generally be shipped to a SAQ warehouse, where it can be tested,

checked for labelling, etc. before it can be shipped to the distributor and

sold to retailers. Thus, a brewer located in the U.S. would have to incur

two extra distribution costs not incurred by a Quebec brewer: the cost of

delivering his beer to a SAQ establishment and then the cost of retriev-

ing it. We note that there is nothing very unusual about an arrangement

whereby the beer must be shipped to the SAQ initially — similar proce-

dures exist in other provinces. However, from the standpoint of the con-

sumer, this places an additional transportation cost on a set of suppliers

and accordingly reduces the potential for competitive pricing.

In the course of recent discussions between the provinces and the

federal government, proposals have been examined which would en-

able Canadian brewed beer from outside Quebec to be shipped directly

to the distributor in Quebec without first going to the SAQ. This would

appear to be an integral part of the dismantling of the interprovincial

trade barriers. But, equally, it limits competition to a very small number

of players. Foreign beer would still go through the SAQ system, rather
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distributes other goods to convenience stores. At the time of writing, the
limits of such possibilities were being tested at a hearing involving
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than directly to a distributor or agent. One must infer that such an agree-

ment would not be in conflict with GATT regulations.

The other impediment to the entry of foreign competition is the

Quebec regulations dealing with beer containers. Sales in convenience

stores etc., in order to avoid penalty, must be in refillable containers.

Specifically, if more than one third of Quebec sales for a producer (re-

gardless of point of production) are in the form of non-refillable contain-

ers, a penalty is imposed on the sales above the threshold allowed. This

charge is in addition to the standard deposit on bottles and cans. De facto

this constitutes a barrier to many foreign producers, who produce al-

most solely in cans.

In summary, despite the easing of certain trade barriers there are

still substantial distributional obstacles faced by foreign brewers not

faced by domestic ones. These include first having to ship their beer to

the SAQ warehouse before being able to deliver it to retail outlets; sec-

ond, having to set up operating corporate entities which would not be

able to take advantage of the returns to scale which characterise the op-

eration of warehousing and distribution; and third, being subject to

penalties depending on the containers they use. Thus, the cost of doing

business in the “post barrier” era will not be significantly reduced from

what it has been in the past for foreign brewers, but it may be consider-

ably less for big domestic brewers.

What can one infer about the regulation process from this? One

view is that the big brewers have been successful in maintaining a set of

barriers to effective competition. Another is that the ethos of the regulat-

ing body has a life of its own: the regulating body wishes to see its own

function assume a continued importance and/or it wishes to protect the

interests of Canadian and Quebec based brewers, even if this means un-

necessary costs to the consumer.

Despite the institutional barriers to trade in Quebec, the Quebec

government introduced a minimum pricing policy in November 1993.

This means that almost 70 percent of Canadian consumers are now fac-

ing minimum pricing.
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Transportation, packaging and brands

The cost studies which have been undertaken for the Canadian brewing

industry indicate that minimum efficient scale lies in the two to three

million hectolitre range. Why then do we observe the newest breweries

in the U.S. with capacities in the range of ten to twenty million

hectolitres? There are several reasons for this. First there are major dif-

ferences in the transportation systems, related to the density of the mar-

ket, trucking costs and the use of cans rather than returnable bottles.

Shipping costs are significantly lower in the U.S. than in Canada be-

cause of the lower price of gasoline, and a less regulated trucking indus-

try. In conjunction with much greater population densities, this means

that the major brewers can build larger breweries and take advantage of

the scale economies up to much higher production levels. While the in-

creasing returns to scale may decline after three million hectolitres, they

are clearly significant enough to promote the construction of plant with

several times that capacity. The density of adjoining populations fur-

ther makes it profitable to set up satellite canning/bottling plants to

which the beer is shipped in bulk from the mega breweries.
38

In Canada, in contrast, shipping costs are higher due to higher costs

in the trucking industry and to the requirement that beer be shipped in

returnable bottles. However, if it were the case that sufficiently large

populations existed in adjoining locations it might still be profitable for

Canadian firms to adopt a pattern of centralized production and satel-

lite bottling/canning. This pattern is evolving in certain areas of Can-

ada, as evidenced by the recent decision of Canadian National Railway

(CN) to purchase tank cars for bulk beer shipping (Brewers Association

of Canada, 1992). Indeed, at the present time, Miller Genuine Draft is

shipped in bulk from British Columbia to Ontario, where it is bottled

and sold. However, the Canadian industry is unlikely to move to the

U.S. scale of production and bulk shipping in the foreseeable future, be-

cause of the distances, population densities and the use of returnable

bottles.
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from its single plant in Colorado, ships in bulk for canning to Virginia—a
distance of almost 3,000 kilometres. This beer is then distributed to the
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But the required use of returnable bottles ultimately begs the im-

portant question of why this form of packaging should continue. First,

with plants moving to a larger scale, canning could become more cost

efficient than bottling, purely from a packaging standpoint. The pattern

observed in the U.S. in recent decades is evidence of this. Second, the

shipment of beer in cans is less costly than in bottles, both because cans

are lighter and are of a more efficient physical form. Third, the cost asso-

ciated with the return shipment of cans (which can as easily be subject to

a deposit as bottles) is significantly less.

In view of this, one must ask why the industry and governments

continue to favour bottles, particularly since the soft drink industry in

Canada is rapidly switching away from glass towards cans and plastic

containers. In Ontario for example, the ratio of soft drink cans to beer

cans may be on the order of one hundred to one. Yet it is only this minus-

cule fraction of the market which is subject to an environmental levy!

Thus, just as with the distributional barriers analyzed earlier, it is diffi-

cult not to conclude that the real reason for the maintenance of bottles is

not environmental, but to protect domestic producers from U.S. compe-

tition, since virtually all beer imported from the U.S. is in cans.

A second important distinction between the U.S. and Canadian pro-

duction structures is the multitude of brands/labels produced by each

of the major brewers in Canada. In contrast, the U.S. producers concen-

trate upon a very small number of brands. Elzinga (1990) emphasises

that this has been a major factor in Anheuser-Busch’s performance in

the U.S. market in the last two decades

All of its breweries are large, low cost facilities. . . . Moreover,
much of the output takes the form of only one brand, produced
primarily in one package format. . . . This means Anheuser-
Busch does not often incur the cost of changing brewing formu-
las or reconstituting packaging lines. Anheuser-Busch’s pricing
strategy builds on the firm’s efficiencies in production.

With fewer brands and greater production volumes firms can bene-

fit fully from the returns to scale that a large production facility affords.

Furthermore, “down” time and “scrubbing” costs at the plant are mini-

mized by having fewer large batches. Historically, Canadian producers

have produced a greater variety of products than their U.S. counter-

parts. McCafferty and McCullogh (1982) point out that as many as 20

different labels were sold in Ontario by Carling-O’Keefe in the early
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eighties. While this is far above the norm, the Big Three produced about

70 different labels nationally at this time, with production in each prov-

ince being a subset of this larger number. While the production of a sub-

set of the brands in each province certainly reduces production costs,

maintaining a long menu of labels nationwide affords the producer lit-

tle opportunity to benefit from the returns to scale associated with na-

tional advertising.

The multitude of labels produced by the Big Two springs in large

part from the fact that these brewers grew to their current prominence

by taking over small brewers. These latter generally had high local con-

sumer loyalty to their brands. Thus, maintaining a long menu of labels

for the major firms was seen as a way of maintaining their market share.

This was therefore quite a different process from what has been ob-

served in some other sectors, where dominant producers have sought to

prevent entry by potential competitors, through multiplying their prod-

ucts.

Brand proliferation is intimately linked with both advertising and

marketing costs. With more price competition in the industry the major

producers would likely be forced to reduce their brand numbers in fa-

vour of a much leaner production structure. The present brand prolifer-

ation is far from optimal either for the consumer or for the producer. It

increases production costs and prices for the benefit of very minimal

differences in products. But the consuming market could be as well

served by a reduced menu of products from the major producers (par-

ticularly when the product differences are so small) at a reduced price,

and some additional products from foreign producers and specialty do-

mestic brewers. Indeed, there is evidence for the Canadian manufactur-

ing sector which indicates that tariff reduction has led to a decline in

plant product diversity and to a corresponding increase in specializa-

tion (Baldwin and Gorecki, 1986).

Despite the decision by the Big Two to eliminate certain brands dur-

ing the most post merger era, developments in the market place in the

last year have seen them proliferate. In part, this has been due to a

growth in market share by micro brewers, but in particular by Lakeport

Brewing, which claimed 4 percent of the Ontario market in 1992/93.

Lakeport uses the President’s Choice label, under franchise, and estab-

lished its market share by underpricing the Big Two. In conjunction

with preparing for the entry of U.S. beer on a wider scale, the Big Two re-
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sponded with “no image” beer at a comparable price and also high alco-

hol, premium-priced products in an effort to maintain overall

profitability.

This reproliferation on the part of the Big Two will reduce cost com-

petitiveness in the industry. Ironically, the short term effects of mini-

mum pricing may be to preserve a degree of competition—i.e., the

survival of Lakeport. The enormous concentration in the industry

would otherwise enable the Big Two to price compete using their no im-

age brands, yet maintain profitability overall through their image

brands, and force their competition out of the market. This problem of

“cross subsidization” is a classic one for multi-product firms. Yet it

should be emphasized that the main reason such a strategy would be

feasible is that the incumbent firms are highly insulated from foreign

competition. If premium U.S. beers could sell freely in the market, the

possibility of such predatory practices would be severely limited.

Advertising

Consumers are subject to extensive advertising from brewers in a wide

variety of forms. Advertising and marketing expenditures per

hectolitre for the major brewing companies in Canada are at about twice

the level of their U.S. counterparts. The major Canadian brewers engage

in non-price competition over market share, and it is questionable

whether this provides benefits to either the firms or the consuming

public.

Economists might view this situation as a type of “prisoner’s di-

lemma,” in that each of the firms would benefit if both cut back their ad-

vertising and promotional expenditures, but there is an incentive for

each to renege on such an agreement. However, freer all round trade

may bring with it the benefits of reduced advertising and fewer labels,

leading to lower producer costs and reduced consumer prices.

At present, the Canadian brewers present a picture of advertising as

one which serves to increase market share rather than affect the total

sales of the industry. Furthermore, since this advertising tends to be

“lifestyle” rather than informative, neither producers nor consumers

would suffer from its reduction, if its effect on total sales is minimal.

However, if it becomes necessary to compete on a price basis producers

may not be able to afford the current extensive levels of advertising. As a
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corollary the current high advertising expenditures may be due to lim-

ited price competition.
39

Rationalization, efficiencies and
pricing

Throughout this essay we have argued that two factors have been para-

mount in improving industry efficiency: the removal of interprovincial

barriers to trade and the prospect of competition. In view of our discus-

sions in the preceding section, the prospect of serious price competition

in a large segment of the national industry seems remote. However, it

may be argued that the threat of competition has made a significant con-

tribution to resource allocation: the failure of strong price competition

to materialize means only that it is the distribution of the gains which is at

issue—if the consumer gains little and the producer a lot, the industry is

still enormously more efficient. This view, however, is not correct since

it overlooks the additional welfare gains which could accrue from the

actual introduction of price competition. We explore these gains with

the help of Figure 3.

As before, we denote the consumer and producer prices by Pc and Ps

respectively, and demand by D. The difference between Ps and unit cost

(AC) is a profit markup. Let the initial quantity consumed be q and the

margin between the producer and consumer price consist of taxes and

other government levies. AC and AC’ represent unit costs at this output

before and after rationalization respectively. MC’ is the marginal cost of

production post rationalization. The value of the efficiency gains is

therefore q (AC - AC’) which all goes to the producer if the price remains

unchanged. Resource gains have thus materialised and are substantial.

However, if rationalization is accompanied by price competition

the consumer price can be expected to fall, say from Pc to Pc‘ in Figure 3.

This will not simply effect a transfer of some of this gain, but will gener-

ate further resource gains, through an increase in output, since the price

of the product exceeds its marginal cost. A basic proposition in welfare
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economics is that when price is in excess of marginal cost an increase in

output increases welfare, since the value which consumers place on the

product (represented by the price they pay) is greater than the cost of

producing it. Conversely, a reduction in output would reduce economic

welfare in this situation. While the demand for beer is price inelastic,

and such increases in output will therefore be limited, the additional

gains may still be substantial. This is because the gains are not only in-

versely related to demand elasticities, but are directly related to the size

of the wedge between price and marginal cost. In this instance, as dis-

cussed in section 1, that wedge is very high—with the tax component ac-

counting, typically, for about half of the consumer price. Furthermore,

the difference between producer price and marginal cost is substantial

for small changes in output.
40

The welfare gain associated with a price

decline from Pc to Pc‘ is given by the area abcd: the difference between
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even much of distribution costs would be unchanged in response to a small
increase in output.



the consumers’ willingness to pay for additional units of output beyond

q, and their production cost. It is simple to calculate the approximate

value of such a change: if the demand elasticity is assumed to be -0.5, a

10 percent decline in consumer price will increase quantity sold by 5

percent. If the marginal cost is one quarter of consumer price then the

area abcd amounts to approximately 3.5 percent of expenditure on

beer.
41

While this is less than the value of the efficiency gains, by any

customary standard in welfare economics it represents a significant

gain in resource allocation.
42

Conclusion43

In concluding, we emphasise several points which we have developed

in detail in the main body of the paper and which have received insuffi-

cient attention in public debate.

First, it is widely recognised that both the Molson-Carling merger

and the removal of interprovincial barriers to the shipment of beer will

increase the industry’s efficiency enormously. However, further major

efficiency gains, some of which are already underway, are to be reaped

through the standardization of bottles, the reduction in marketing and

advertising costs and a smaller product line. Competition is an essential
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42 An important aspect of the above analysis is that it examines only the mar-
ket for domestic beer. The analysis becomes somewhat more complex if we
introduce the concept of competition in the marketplace between domesti-
cally produced and imported beer. The same general conclusions are likely
to hold in such a scenario. The details of the analysis are worked out in
Irvine and Sims (1993b).

43 In this paper, discussion of barriers and regulations in the U.S. which may
hinder the export of Canadian beer has been minimal. The analysis has fo-
cused upon Canada for the simple reason that Canadian barriers are the
subject of this essay. No doubt a more complete picture of the beer market
would emerge if space permitted us to undertake an examination of U.S.
regulations. But the fact that we omit this does not imply that Canadian
brewers have free and unencumbered access to U.S. markets.



ingredient in this process. Accordingly, laws and regulations which place

unfair bounds on the competitive process will reduce the extent and

likelihood of such gains.

Our second point, developed in section 6, is that while the threat of

competition has served the industry well up to the present time—by

speeding along cost reducing measures—actual price competition, by

inducing price reductions, would likely generate further gains in the

market because of the excess of price over marginal cost. However, re-

form has failed to eliminate the regulations in some provinces that limit the po-

tential for such competition. We have illustrated the consequences of such

regulations in Ontario and Quebec.

Finally, interprovincial barriers will leave a legacy of high costs to the in-

dustry. In a certain sense, what we observe in Ontario—a successful ef-

fort by the Big Two to restrict access to the marketplace by

competitors—is a result of the interprovincial barriers. Despite the re-

structuring, the Canadian industry is a high cost industry relative to the

U.S.—regardless of the scale of production. This higher cost stems from

the fact that, historically, the industry has been insulated from interna-

tional competition. With Ontario responsible for such a high proportion

of industry profits, and being saddled with high costs, it would appear

that the producers and successive governments have cooperated to

maintain minimum pricing and to grant the Big Two a near monopoly

on distribution. The point to be stressed here is that the Ontario market-

ing structure is an outcome of poor provincial government policy: had

interprovincial barriers not been in place and had punitive levies on im-

ports not been imposed, the industry would not have found itself with

its present high cost structure and the attendant need to control sales, as

it is currently doing successfully.
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Appendix 1

The theory underlying GIRAB-CAN is described in detail in Irvine and

Sims (1991). The behavioral model is based on the utility tree approach

first suggested by Strotz (1957) and Gorman (1959). A representative

consumer is assumed to allocate a budget between alcoholic beverages

and all other goods. This allocation depends only on the prices of these

two aggregates and the consumer’s tastes. Once overall expenditures

on alcohol are determined, purchases of beer, wine and spirits then re-

sult from maximizing a subutility function for alcoholic beverages, sub-

ject to relative prices. Finally, the expenditures within each beverage

group are determined in accordance with a further subutility function

for each beverage. Data in the model are for 1989 but have been updated

to account for the replacement of the federal sales tax (FST) with the

goods and services tax (GST) in 1991. The supply side of the model is

straightforward: producers mark up their production costs to yield a

selling price, which is then subject to a series of levies by the federal and

provincial governments to yield a consumer price.

We have simulated the model for the province of Ontario by assum-

ing that the price of domestically brewed beer could fall by 10 percent in

a “rationalized” world. The precise value we use is not important, since

the results will be qualitatively the same for greater or smaller price in-

creases.

A key feature of the model is that it has a matrix of cross price elas-

ticities embedded within it. This means that the effects of price changes

on the quantities consumed of all alcoholic drinks can be traced: when

the price of any single good changes, new price indices are calculated at

each level of aggregation and the expenditure responses to such

changes are calculated. This means that the responsiveness of the spirits

and wine categories and the changes in industry and government reve-

nues which follow are calculable. These changes are detailed in table

A1.

The first column in the table defines the percentage change in con-

sumer price due to a 10 percent reduction in domestic producer prices.

Column two gives the percentage changes in quantities consumed in re-

sponse to these price changes. (These resemble cross price elasticities,

however, three prices are changed rather than one to obtain the effects).
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The cross elasticities can be high in GIRAB-CAN for reasons discussed

in Irvine and Sims (1992). Columns 3, 4, and 5 define the percentage

changes in revenues to the provincial government, producers and the

federal government respectively. Table A2 presents the elasticities of

demand embedded in GIRAB-CAN.

We note first that a producer price reduction of 10 percent results in

a less than 10 percent reduction in consumer price. This is because some

of the government levies are specific rather than ad valorem. Such a price

reduction results in the predictable pattern of quantity changes within

the beer category: imports fall while domestic beers increase. We note

also an increase in the quantities of spirits and wine consumed. This

arises because, since beer is inelastically demanded, a reduction in its

price means a fall in total beer expenditure which is greater than the

overall reduction in expenditure on alcoholic beverages. Thus expendi-

tures on the other two beverages rise.

The model has also been simulated subject to a different set of elas-

ticities, since there is no universal agreement on the appropriate magni-

tudes for these estimates. The broad pattern of results is similar while

the magnitudes differ in a predictable manner.
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Table A2: Price Elasticity Matrix Implicit in Table A1*

Price

Quantity

Beer Wine Spirits

Beer –.40 .04 .12

Wine –.43 –.85 .44

Spirits –.48 .16 –.61

* Assumed elasticity of demand for alcohol = –.55.



Table A1: Simulated Effects of Domestic Beer Producer Price

Reductions of 10%

%�P %�Q %�PGR %�PR %�FGR

Spirits

Dom.Whiskey .0000 .035 .035 .035 .035

Dom. White .0000 .035 .035 .035 .035

Dom. Liqueurs .0000 .035 .035 .035 .035

Dom. Rum .0000 .035 .035 .035 .035

Imp. Whiskey .0000 .035 .035 .035 .035

Imp. White .0000 .035 .035 .035 .035

Imp. Liqueurs .0000 .035 .035 .035 .035

Imp. Rums .0000 .035 .035 .035 .035

Coolers .0000 .035 .035 .035 .035

Wine .0000 .0315 .0315 .0315 .0315

Dom. <7% .0000 .0315 .0315 .0315 .0315

Dom. >7% .0000 .0315 .0315 .0315 .0315

Imp. <7% .0000 .0315 .0315 .0315 .0315

Imp. >7% .0000 .0315 .0315 .0315 .0315

Beer

Dom. Light –.0782 .0354 –.0328 –.0682 .0058

Dom. Regular –.0774 .0347 –.0325 –.0687 .0060

Dom. Premium –.0817 .0385 –.0348 –.0653 .0040

Imp. Light .0000 –.0300 –.0300 –.0300 –.0300

Imp. Regular .0000 –.0300 –.0300 –.0300 –.0300

Imp. Premium .0000 –.0300 –.0300 –.0300 –.0300

Total –.0172 — .0095 –.0407 .0196

The columns define the percentage changes in consumer price (�P), quantity

purchased (�Q), provincial government revenues (�PGR), producer revenues

(�PR) and federal government revenues (�FGR).
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Financial Markets in
Canada: Regulation in

a Small Economy
in Global Markets

John C. Pattison1

THIS CHAPTER DISCUSSES THE MYSTERIES of financial regulation in Can-

ada’s complex federal-provincial structure. It attempts to describe

the framework in which financial institutions are regulated in Canada

and to point out the consequences for financial intermediation-the pro-

cess of moving funds from those with surpluses to those who wish to

borrow. These consequences affect the efficiency, costs and yields at

which borrowers borrow and savers receive a yield on their invest-

www.fraserinstitute.org

1 The author is a Senior Vice-President at the Canadian Imperial Bank of
Commerce. However, this paper has been prepared in a personal capacity.
The author alone bears full responsibility for its contents. Lisa Wark is
thanked for her assistance with the production of this essay. Derek Hayes,
Brian Quinlan and Leighton Reid have been kind enough to offer com-
ments on an earlier draft.



ments as well as the ability to engage in intermediation across provin-

cial boundaries. The consequence, of course, is interprovincial barriers

to the movement of capital or the conduct of business. My task will be to

elucidate how the Canadian financial regulatory system functions in

our federal provincial structure, to point out the costs and implications

and to suggest ways for improvement. It will be done by an analysis of

the methods and tools of regulation as well as by case studies from a

couple of financial industries. The complexity is great, but this seem-

ingly remote constitutional and legal structure comes to have an effect

on individual savers, investors and borrowers.

In pursuing this grail it will be useful to keep the international con-

nections in mind. On the one hand financial markets are global and

fiercely competitive. Money moves by electronic transfer from Tokyo to

Regina or Quebec City to New York based upon minute differences in

yields. As a consequence there are agreements among many of the gov-

ernments on financial regulation. Sometimes these are straightforward,

as in banking. Bank regulators meet regularly under the auspices of the

Bank for International Settlements in Basle, Switzerland, and at the Or-

ganization for Economic Cooperation and Development in Paris. How-

ever, in the securities field no one speaks for Canada, as securities

regulation is a provincial affair. As a result, agreements with foreign

governments have been entered into by the securities commissions of

Ontario, Quebec and sometimes British Columbia.

A second way of looking at the international experience is to draw

on other experiences or models of financial regulation. An example is

the European Community, currently with 12 member countries, which

provides an interesting parallel to Canada, with 12 provinces and terri-

tories.
2

The goal of the European Community is to have a European fi-

nancial market that has no barriers either to competition or to the free

movement of funds among the member countries. Canada and its prov-

inces have never agreed to such a comprehensive agreement as that

which these sovereign nations are close to achieving. Canadian provin-

cial trust and securities regulators regularly vaunt their success at har-
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monization as a result of regular meetings among regulators. However,

this is harmonization to improve regulation, not to help consumers con-

sume, or suppliers provide, more products at lower distribution costs.

It is important to realize that there are many players in this drama.

In addition to the federal government and the twelve provinces and ter-

ritories the other interest groups are not only savers, investors, borrow-

ers and the hundreds of bank, trust, insurance, securities firms, credit

unions and so forth, but also the regional manifestations of their politi-

cal agendas. The governments are subject to pressures from many sides.

Hence harmonization is going to be heavily constrained. Many interest

groups oppose changes which increase competition, even though the

consumer will have more choices and better prices. Others oppose

change because they feel that more regulation will be the outcome.

Such harmonization as occurs is often only agreement on the lowest

common denominator acceptable to the governments, not to consumers

or the marketplace in general. Europe, therefore, gave up on harmoni-

zation, turning instead to the mutual recognition of licenses from other

member states. In other words Europe reached and passed a critical wa-

tershed. Rather than continuing to meet, unsuccessfully, to reach com-

plex agreements among governments, they changed the agenda to one

of requiring governments to create an open and competitive market in

all member states. Canadian governments are unwilling to pursue this

approach.

One warning is due on international comparisons. Canadians have

often looked south for guidance. But in the financial field the results

may be unsatisfactory, as the U.S. financial field is not composed of the

same types of institutions, the numbers of banks are out of proportion to

all other nations, and the regulatory structure is disproportionately

thick with regulators, laws, manuals, policies and procedures. The U.S.

system is more a branch of law and a study in politics than a well-de-

signed method of regulation. For example, there are over 200 thousand

pages of bank laws, regulations and procedures to be complied with. Of

these, four thousand change each year on average. The favourable effect

on safety and soundness, efficiency and the public interest from the vol-

ume of these laws has yet to be demonstrated.
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What the U.S. system does show is the politicization of financial

regulation. One of the tools which will be used to analyze the Canadian

situation is called the public choice approach. This is an economic

method which looks at political, bureaucratic or institutional decisions

as being based on the incentive systems and motivations of the players.

In normal economics these incentives are such things as profits, prices,

costs, wages and interest rates. In a public choice analysis the incentives

are votes, interest groups, marginal seats and similar factors which ex-

ert a powerful influence on non-market determined decision making.

The regulation of financial institutions is a subject which interests very

few people. Even the academic community has exhibited little consis-

tent interest in financial regulation. Historically economists have been

inclined to examine the macroeconomic significance of bank reserve re-

quirements on the money supply rather than the efficiency implica-

tions. Bank Act revisions can usually elicit a number of learned articles

for the occasion. And of those who are inclined to look into such matters,

almost none are disinterested. The topic is in the domain of lawyers, ac-

countants, government regulators, self-regulatory bodies such as stock

exchanges, politicians, the institutions themselves and the bodies that

insure them. Because financial firms are heavily regulated, regulatory

changes are sometimes of considerable significance for the range of

products which may be sold as well as for the impact on the profitability

of competing institutions.

However, the public at large is made better off by good regulation

and clearly pays for poor regulation. These costs can be seen in the dis-

tribution costs of financial products, the costs arising from protecting

market segments from more competition and in the range of choice of fi-

nancial products available to consumers.

In Canada, the regulation of banks, trust companies, insurance

companies, stockbrokers and dealers, as well as other similar bodies, is

allocated to the federal government, the ten provinces plus the territo-

ries or, indeed, to all of them. If the expression “It’s a jungle out there”

can truthfully be used to describe without exaggeration a business en-

vironment, the regulation of financial institutions would probably

qualify.
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The reason that the regulatory system is so complex rests on two im-

portant facts. First, financial institutions direct the flow of savings and

allocate the outstanding stock of financial investments ideally to those

uses which maximize the yield, subject to the risk parameters of the in-

vestor. It would be a rare government which did not succumb to the

temptation either to play a role in this allocation process or to fall prey to

interest groups for whom government decisions will direct financial

business into their hands. While the financial industry has long had to

manage the inherent conflicts of interest which are inescapably part of

the intermediation process, it is less frequently remarked that not only

are governments subject to such political conflicts on a larger scale but

their record in avoiding temptation are far from high standards. Obvi-

ously the situation is worse in Canada, with 13 federal, provincial, and

territorial governments, than it is in countries such as the United King-

dom or France, with unitary governments.

The second reason for the complexity has to do with changes in the

industry since Confederation. There are more financial products avail-

able to Canadians in the 1990’s than there were financial institutions in

the 1860s. Moreover, technological change has linked markets on a

global basis that could not be linked within even a small province in

1867. The current division of powers and the competition among gov-

ernments have their roots in a frontier economy with limited communi-

cations and fewer alternative sources and uses of funds. Fifteen years

ago I wrote that “The constitution, as it exists, is more appropriate to a

customs union than to a common market.”
3

Yet there has never been a

reconsideration of the federal-provincial
4

structure in which these in-

dustries are regulated.

While there are restrictions to interprovincial trade, there are also

problems in the financial products and capital markets area. These are

less straightforward barriers to carrying on business across provincial

borders.
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A simple example of the inefficiencies caused by the federal-pro-

vincial regulatory environment may suffice. Banks are federally regu-

lated but in their branches they can sell provincially regulated mutual

funds, technically through employees of a provincially regulated sub-

sidiary company. The employees who sell mutual funds must be regis-

tered with the provinces and substantial fees must be paid. While those

non-bank salesmen who are regularly registered by the province can

sell wherever they wish within that single province, bank salespeople

can only sell within that branch or another branch. If the bank officer is

asked to visit a customer who cannot come to a branch, but who wishes

to purchase a mutual fund (for example, an invalid or someone whose

work ties them up, such as those in remote towns and other locations)

the customer cannot be served by an employee of a bank even if that fed-

eral bank employee is also provincially regulated.

Another anomaly is that banks and trust companies are allowed to

sell government debt. However, these securities are usually sold in

large blocks that make it uneconomic to sell small amounts. One answer

is to bundle government debt, such as treasury bills, into “treasury bill

mutual funds.” However, while the bank can sell the treasury bills it

cannot sell the same securities if they are packaged as a mutual fund un-

less it sets up a provincial subsidiary and subjects itself, and more im-

portantly its customers, to additional costs, additional regulation and

additional paperwork, all of which reduce the original yield on the in-

vestment.

If this degree of complexity is not enough, it is further compounded

by another small group of actors who play an important role in the func-

tioning of the financial system and in structuring the risks and incen-

tives under which the game is played. These are the government

insurance agencies such as the Canada Deposit Insurance Corporation

and the Canadian Investor Protection Fund.

Who regulates whom?

Whether the federal government, a province or both regulate a financial

industry is complex, and indeed, it is even uncertain in some respects.

Table 1 illustrates the general rule. However, in reality other layers of

government can get involved in the event of insolvency, fraud or other

criminal activities, contractual, advertising or marketing consider-
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ations. Moreover for every transaction there are at least two sides—a

buyer and a seller—if not more. It is possible to have a federally regu-

lated institution on one side of a transaction and a provincially

regulated one on another.

The dividing lines are not clear cut. Court decisions have often reaf-

firmed the current role of one level of government or another. However

some decisions have rationally opened up the prospect for a greater

federal role in national financial markets as society, technology and fi-

nancial markets have changed. Unfortunately the uncertainty which

Table 1: Who Regulates Whom?

Federal

Jurisdiction

and/

or

Provincial

Jurisdiction

Banking X —

Insurance X X

Trust Companies X X

Securities

a) general — X

b) government debt X X

c) commercial paper

i) banks X —

ii) other traders — X

Investment Management

a) banks X (?)

b) trust companies X X

c) other — X

Note: At the time of writing, a dispute is brewing between the provincial gov-
ernments and the federal government, with the banks and trust companies in
the middle, over whether federal financial institutions should be able to carry
out portfolio management and investment counselling in-house, notwithstand-
ing the federal legislation, or whether these federal institutions should be forced
to put these activities into a provincially regulated subsidiary. This explains the
question mark in Table 1.
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Canadians are left with, is whether the provinces would yield jurisdic-

tion to one national regulator in preference to twelve local ones or

would instead simply persist in their jurisdiction, creating even more

overlap.

The simple facts are that there is costly overlap, that the provinces

compete with the federal jurisdiction, and that the consumer pays for

the regulatory system in the final analysis. These points will be seen

throughout this chapter.

Goals of financial regulation

What goals do governments think they can accomplish with financial

regulation? Are these regulations cost-effective? Who benefits and who

bears the costs? Some of these goals are genuine; some are genuine in

principle but are in practice an excuse or justification for the position of

a government or an interest group which has found political favour

with a government; some are genuine but the laws don’t in fact accom-

plish them; some are in conflict; and they all vary in materiality and rele-

vance in comparison with one another. These goals are, in summary:

safety and soundness, competitiveness, efficiency of operation, con-

sumer protection, investor protection, macroeconomic monetary man-

agement, exchange rate and interest rate management, allocation of

resources within an economy, industrial, regional and small business

development, the promotion of government debt finance and equitable

access to credit. Not all of these goals are sought simultaneously, de-

pending upon public interest, political imperatives and what problems

have arisen. For example, the federal government has used the regula-

tion of interest rates in the past but not in recent years. Similarly, Canada

has historically been mercifully free of direct exchange controls

compared to other countries.

This section discusses the principles of good regulation. The reader

must be alert to the prior question of whether regulation is really called

for in the first place. Before one can discuss an appropriate structure for

the regulation of any industry it is necessary to have a framework to ex-

amine, first, whether there is any justification for any regulation of pri-

vate activity, any cost-effective argument for intervention in the

marketplace, and second, what arguments support a national as op-

posed to a regional basis for intervention. It is difficult to think of ratio-
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nal arguments for doubly regulating, that is at both the federal and

provincial levels.

The goals of the federal and provincial governments are often simi-

lar. For example, all levels are concerned with safety and soundness for

the financial institutions in their charge. However, the federal govern-

ment is responsible for the payments system, which is a vital part of

Canada’s financial infrastructure and of its connection to the interna-

tional financial markets. This system clears the settlement of payments

among the large institutions. Traditionally this has meant the banks and

the larger trust companies. However, in recent years concern has grown

that the payments system could be put at risk by the failure of a large se-

curities dealer to settle large payments. Such a failure could, in turn,

cause the failure of other institutions. This is an international concern. In

recent years, U.S. bank supervisors watched carefully over the failure of

a large securities dealer for fear of the damage spreading. In Canada the

fact that securities companies are provincially regulated, trust compa-

nies and insurance companies can be regulated by either or both federal

and provincial governments, and the banking and payments systems

are federal, does not help manage the risks to the economy stemming

from the interdependencies of such key financial groups.

These targets of government policy are interdependent. Sometimes

they reinforce one another, at other times they conflict. For example,

having a competitive and efficient set of financial firms in an industry

may well compete with the prudential goal of safety and soundness.

One of the more interesting conflicts has dramatic federal-provincial

ramifications. This is the trade-off between investor protection—a pro-

vincial responsibility—and safety and soundness, which could be ei-

ther federal or provincial according to the industry.

One of the instruments used by provincial governments to target in-

vestor protection is the concept of “full, plain and true” disclosure of all

of the facts which are likely to be a consideration of an investor in mak-

ing a decision to buy, sell or hold a security. If a publicly traded stock-

broker, bank, insurance or trust company was subject to a difficult

period in its finances, the institution might well survive or fail not ac-

cording to its underlying capital but according to whether or not public

disclosure had caused a failure of confidence, leading to a liquidity cri-

sis and massive loss of business. Even if one level of government was re-

sponsible for both targets these conflicts would remain.
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How should the financial regulatory work of the federal govern-

ment, the provinces and territories be appraised? This is a complex

question. Basically it is not a question of determining who is good at

their jobs and who is less competent. The skill sets are generally high, al-

though most financial industries complain that there is a lack of indus-

try experience. However, this is not necessarily a valid complaint. Often

regulators and the regulatees will be judged unfairly by hindsight as if

the outcome of complex financial and economic interdependencies

were known in advance.

One of the key questions which should be asked in a complex con-

stitutional setting is whether the locus of regulation is at the appropriate

level of government. In my 1978 essay there was a section entitled

“Which Level of Government Should Have the Power?” For the present

purpose those considerations are valid, but can be refocused in order to

examine the regulation of the financial sector in particular. Here the

considerations are the efficiency with which policy goals can be

achieved by each level of government, mainly because of economies of

scale, information costs, and externalities in regulation.

Economies of scale exist when two institutions can be regulated

equally well for less than twice the cost of regulating one institution. In

addition, regulatory costs can be looked at from the point of view of the

regulatee. If the governments have many financial industries to regu-

late and multiple institutions to implement this strategy, is the overall

regulatory cost less if numbers of the governmental regulators are ratio-

nalized at both the federal and provincial levels? Logic would suggest

that the answer is yes.

In Canada, with our extensive federal and provincial regulatory

networks, economies of scale strongly suggest the need for greater ra-

tionalization and centralization. Examples abound. In securities regula-

tion, each province duplicates the structure which regulates the

underwriting, issuing and trading of securities. Some provinces sensi-

bly do less than others, relying on the external benefits which they pick

up from the expenses and activities of some of the other provinces.

Nonetheless the cost to each province is excessive, but it is passed on to

the suppliers, who have no choice in the matter if they want to do busi-

ness in the province. A small example of the lack of economies of scale is

the reporting of insider trading and the publishing of the resulting
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trades. An officer of a public company such as a bank files once with the

federal government and with seven of the provinces.

An example of the second type of economies of scale concerns the

regulation of mutual fund sales by branches of banks and trust compa-

nies. The federal Bank Act has provisions which require customer dis-

closure and a means for customers to make complaints if they are not

satisfied. The provinces, in order to protect customers once again, re-

quire bank mutual fund sales staff to be provincially regulated, regis-

tered, examined and subject to police checks. This even applies to the

sales of mutual funds composed of bank eligible securities—such as

government debt—and where bank sales staff, unlike other securities

registrants, can only sell on branch premises. Do the same employees

need to have two levels of government regulate their sales practices?

Information costs are a special case of economies of scale. The issue

is whether local, that is, provincial, regulators are needed to best serve

the interests of local issuers, underwriters, dealers and purchasers and

sellers of securities. The argument is often advanced that one national

regulator would lose touch with special regional needs. There is justice

in the point, especially in a large country such as Canada. However, the

point that is never examined is whether this requires separate structures

for each province. Since great strides have been made in reducing the

variations in the securities laws and regulations, what is needed is sim-

ply regional administration, not regional differences in the laws.

Externalities in regulation arise from the overlaps and underlaps.

Overlaps exist where more than one government or other type of regu-

latory institution regulates one activity, thereby imposing additional

costs on at least one sector of the industry. For example the issuance of

securities prospectuses by federally regulated banks and trust compa-

nies is covered by the federal Bank Act, the federal Trust and Loan Compa-

nies Act, and by provincial securities acts. Underlaps occur where no

one competently regulates an area or activity, and where there is a need

to do so. Underlap can occur where an institution from one jurisdiction,

its home, has more of its business in another jurisdiction, the host. The

danger is that the host may mistakenly assume that the home regulator

has full knowledge and awareness. Underlaps may impose costs on

other financial firms or on the public in general through the failure of an

unregulated or under-regulated firm.
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Another consideration in assessing financial regulation is transpar-

ency, the ability to see all key decisions by regulators and the reasons for

them. Here the provincial securities regulators clearly excel. Investor

protection is the primary goal of securities regulation, whereas solvency

is the goal of banking, trust and insurance regulation. The latter is often

aided by secretiveness rather than transparency. In most cases the hear-

ings and decisions of securities regulators are published almost imme-

diately and full details are often available as to why and how the

decision was reached. This is very different from the regulatory deci-

sions by bank, trust and insurance regulators, who may well grant au-

thority in confidence to an individual institution. The differences relate

to the different subject matter in front of the different regulators, and to

the quasi-judicial nature of decisions by securities commissions.

One of the general distinctions among different forms of regulation

is that between functional versus institutional regulation. Functional

regulation regulates an activity or a type of transaction. An example is

securities regulation. Institutional regulation regulates all activities in

that corporate entity. An imperfect example is bank or trust regulation.

The Office of the Superintendent of Financial Institutions regulates

banks, trust companies and insurance companies. If banks trade in gov-

ernment debt, underwrite commercial paper, or engage in portfolio

management and investment counselling, these activities, even though

securities related, are governed by federal legislation.

Methods of regulation

In the 1990s the issues at stake in the public debate on the federal and

provincial regulation of financial institutions are not those of macroeco-

nomic management. They are mainly those of prudential management:

(1) the safety and soundness of the institutions, (2) the powers which

they have to carry out their business and (3) how they will be regulated

and supervised. These are the order in which the public would probably

rank these issues.

However, in order to understand the interplay of these issues it is

necessary to start with the third issue.
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Regulation versus supervision

Regulation and supervision are related but different concepts. Regula-

tion consists of the applicable laws and regulations passed by Parlia-

ments, Orders-in-Council and other such mechanisms by federal and

provincial legislatures. They are legally binding and can have signifi-

cant legal, financial and penal sanctions and further implications for the

ongoing existence of an institution that is caught violating them. The

key word is caught. All of the laws that can be committed to paper will

not prevent a failure if the financial institution is managed fraudulently

or if management of the institution covers up financial problems which

should be seen by the internal auditors of the firm, the external

shareholders’ auditors or the regulators.

Supervision, on the other hand, is the activity of the regulator, often

but not always a government, in looking into the operations of a finan-

cial institution, analyzing its operations and financial results, inter-

viewing management, inspecting the books, meeting with the internal

auditors and other similar tasks in order to assess, and grade, the qual-

ity of the institution and the likelihood that it will be able to fulfil its obli-

gations concerning the financial transactions of its customers.

Governments have choices both as to the resources which they com-

mit to overseeing the health of the financial sector in general and to the

trade-off in their supply of these resources between regulation and su-

pervision. Given that the costs and benefits are highly skewed between

the two, the actual outcome is surprising: both are used extensively.

Regulation is inexpensive. Any number of laws can easily and quickly

be put on the books. Supervision, on the other hand, requires a signifi-

cant number of highly trained specialists: lawyers, accountants, audi-

tors, credit analysts, valuation specialists and so forth. These are in

scarce supply and tend to be expensive.

Also in favour of regulation over supervision is the fact that politi-

cians and senior government officials better protect their reputation and

livelihood by the definitiveness of laws rather than by the probabilistic

nature of whether supervision finds the rotten apple in time. In fact

there is a further complication. Governments have a political function, a

policy making department and a supervisory function. Regulations

help the first two but seriously threaten the third. The more laws that are

put on the books in the self-interest of the political and policy levels, the
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greater the onus on the supervisor to monitor carefully compliance with

these laws in order to protect his or her own position. These trade-offs

are particularly evident in the United States, where not only have enor-

mous volumes of laws been written to protect law makers but there has

been evidence of attempts to influence supervisors when the laws

threatened local, politically important financial institutions.

In assessing the roles played by different levels of government these

trade-offs must be kept constantly in mind. They will be relevant to any

reshuffling of powers between federal and provincial governments.

Safety and soundness

The conundrum for both levels of government in providing for the

safety and soundness of financial institutions is that if they are not al-

lowed to fail, they will have incentives to follow imprudent practices. If

they do fail, they will likely destroy savings, pension and other retire-

ment funds, cash resources of companies, etc., and, in so doing, will

cause hardship or poverty, unemployment and possibly the failure of

other businesses. This is clearly a trade-off with nothing good to be said

about it. The tasks of politicians, governments and financial regulators

are not enviable, particularly when they will inevitably be judged in the

bright light of hindsight.

It is not possible to describe the complete range of regulatory steps

that can be taken in the interests of safety and soundness. In summary

these can include minimum start-up capitalization, ongoing capital and

liquidity ratios and controls, restrictions on the power of the institutions

to carry out transactions of certain types, and restrictions on transac-

tions with affiliated persons and companies which might fall prey to

conflicts of interest. Supervision has an equally important role to play in

the successful maintenance of safety and soundness.

Powers and organization

Regulation has a lot to do with establishing barriers to reduce competi-

tion for the competitive advantage of certain groups. With more regula-

tors there is more scope to shape the laws of economics to protect

interest groups at the expense of the general public.

The distinctions in Canada become a matter of competitive advan-

tages and threats, for both the institutions and the regulators. It is vitally

important to promote competition, not to hinder it. This means not only
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allowing all institutions to compete with one another but also requires

both entry and exit to the industry. There are many boutiques and other

small financial firms that are vital to keeping competition and innova-

tion alive. The challenge for the regulator is that these may also be the

most vulnerable. Historically the powers of financial institutions were

limited to carrying out only the restricted transactions appropriate to

whichever of the four pillars—trust, banking, insurance and securi-

ties—was in question. This compartmentalized regulation and made it

simpler, and it made the financial industries less competitive. Time and

financial innovation (i.e. competition) served to topple the pillars.

Stockbrokers, for example, paid interest on cash balances, just like a

bank did. Similarly, single premium annuities from insurance compa-

nies looked very similar to term deposits. The regulation of trust compa-

nies benefitted by the concept of a deposit in trust, which enabled the

institution to be provincially regulated even though the savings vehicle

is functionally equivalent to a bank deposit.

The new federal financial legislation as applied to federally incor-

porated banks, trust and insurance companies made a partial step in

1992 to bringing some order out of the collapsing pillars. While not dis-

mantling anywhere near all of the barriers among businesses, it shared

more of the powers among these three pillars, whereas securities deal-

ing is the only pillar that is substantially within the provincial domain.

However, almost all of the new powers must be carried on in a subsid-

iary company that can be regulated separately by the provinces or the

federal government. This device has enabled federal financial reform to

accommodate provincial regulatory interests.

There is some rationale for the use of subsidiaries. Such a structure

allocates regulatory and supervisory authority to specialist rather than

generalist bodies. It may reduce conflicts of interest if the activities are

truly kept separate. However, the price may be unreasonably high even

if there is perceived to be a benefit to the regulators. The Law Commis-

sion in the United Kingdom has recently written (1992, page 10) that

There appears to be general agreement that a policy of enforced
separation obliging firms to carry on within a separate legal en-
tity only those activities that do not result in conflict is not feasi-
ble and in many respects is not desirable. The separate entities
would often not be economically viable, certain economies of
scale would be lost, the international competitiveness of United
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Kingdom financial conglomerates could be impaired and cus-
tomers could be deprived of the benefits they often obtain from
the fact that conglomerates carry on a range of activities.

The Law Commission went on to discuss other legal and regulatory

problems with this structure.

Subsidiaries may protect the capital of one type of financial inter-

mediary in the event of a failure by a related institution. However, with

this structure there are costs and inefficiencies which reduce the supply

of financial products, do not constructively use the extensive national

branch and electronic delivery mechanisms of most institutions, not just

banks, and which restrict how a customer can be served. For example,

clients of different subsidiaries must fill in duplicate forms, supply new

information and consent to the exchange of information.

In fact, in the case of insurance, a bank client’s right even to contract

in law to share information with an insurance subsidiary has been elimi-

nated by regulation. This restriction is not even of general interest to all

insurance companies. The main beneficiaries are the very large number

of insurance brokers. As a high margin delivery channel, they felt

threatened by the lower cost distribution facilities of major bank and

trust companies. Hence, they exercised the political prerogatives of a

well organized cohesive group with the support of parliament, against

the politically unfocused economic interests of the majority of con-

sumers.

While this example may appear self-serving coming from a banker,

which it is, its provenance does not detract from its validity. However,

there is another side to this issue which is worth noting. One of the good

things which can come out of an excess of regulatory jurisdictions can be

competition. Some governments may feel that the public interest is

better served by more competition. There have been benefits in Canada

where a province took a more liberal attitude. Quebec has often done so

in the financial regulatory field. If Quebec had not allowed a federally

regulated bank to acquire a provincially incorporated securities com-

pany, it is probably fair to say that deregulation would have occurred

several years later than it did. As it happened, the action of Quebec

forced the hands of both Ontario and the federal government. This ar-

gument cannot be taken too far for the reasons of efficiency mentioned

earlier. Too many jurisdictions would raise costs and the level of regula-

tion without any compensating benefit.
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The subsidiary structure is designed to support regulation by func-

tion as opposed to institutional regulation. In Canada, functional means

mainly, but not entirely, provincial regulation. However, notwith-

standing the changes in the powers of financial institutions, regulatory

systems are still designed around the core functions of each industry.

This gives rise to monumental challenges of co-operation and informa-

tion sharing, the bulk of which is made more difficult either by crossing

provincial geographical lines or the federal-provincial regulatory di-

vide.

In concluding this section on methods of regulation, there is another

distinction which needs to be made. Regulation and supervision can be

carried out either by a government or by what is called a self regulatory

organization, or “SRO.” The theory is that in some markets the degree of

industry knowledge and transactional scrutiny is so great that only the

industry can, within certain parameters, set up an independent organi-

zation to regulate itself. SRO’s are almost exclusively provincial, rather

than federal, and include the stock exchanges and the Investment Deal-

ers Association. In the following section on the regulation of securities

activities this distinction will be explored in more detail.

The regulation of securities
activities

The regulation of securities transactions is one of the more fascinating

areas of financial regulation. It is carried out extensively by lawyers, yet

it involves detailed scrutiny of individual financial transactions and

players. It is challenged by the transactions of the industry, yet often de-

fers to the self-regulatory bodies of the industry itself. It is provincially

regulated yet, although there are exceptions, in many areas it has

“cookie-cutter” regularity across jurisdictions. It does not want to be

dominated by Ontario, which has the largest share of securities and cap-

ital markets activity, yet other provinces will, sensibly, often wait for

Ontario to write its regulations. Multiplication of many functions, such

as insider-reporting, is standard as provinces have reflected a lack of to-

tal trust in the rigour of some of their compatriots in enforcing the in-

sider trading reporting requirements. The details of the history of the

development of the current provincial system are well described in

Anisman (1986).
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What a security actually is, on the one hand is almost a metaphysi-

cal concept, yet pragmatically it is whatever a provincial securities com-

mission says it is. A senior federal Department of Finance official once

suggested to the author that “a security is anything that isn’t a cow.” On

the other hand, a bank can originate a loan and sell the loan to other legal

entities. Further, in international markets, in order to sell and transfer

ownership in some large marketable international loans, these syndi-

cated loans come with transferable loan certificates. However these are

not securities in law and have always been recognized as credit transac-

tions. Yet in Canada securities and banking law have seriously re-

stricted or prohibited a bank doing a private placement for the debt of a

customer which is, in many ways, very similar to the above types of

transactions. It should be noted that even the highly regimented U.S.

banking system allows a bank to do private placements as an agent.

These uncertainties and conflicts restrict the number and types of trans-

actions for fear of triggering the regulation of a deal by securities regula-

tors, particularly if the transaction could transgress the artificial

dividing line that separates the powers of a provincial securities com-

pany from, for example, those of a federally regulated bank.

However, it is of vital importance to know when a transaction either

involves a security or may be regulated by a provincial securities com-

mission. Consider the example of foreign exchange. Foreign exchange

transactions are not securities transactions. However, an option on the

future exchange rate traded on an exchange can be regulated as a secu-

rity. Some markets are in the domain of both the federal and provincial

governments. An example is the underwriting, trading and distributing

of government debt. A federally regulated bank can carry out this activ-

ity, or it can be done by a provincial securities company. Because there is

little or no risk to the principal of an investor in government debt, and

because of the need to mobilize the nationwide resources of banks to fi-

nance governments, this overlap is not controversial.

Securities regulation has goals which are meritorious but which

have been criticized as being, on occasion, too all-encompassing. For ex-

ample, securities regulation registers salespeople and dictates how the

securities can be sold. It also provides for the approval of each product

itself in the form of prospectuses for new issues of securities. Educa-

tional requirements and other proficiency standards are precisely de-

termined for those who are registered to sell and/or advise. There are
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rules for companies which issue securities and rules concerning disclo-

sure of information.

The provinces prohibit or severely limit the ability of residents of a

province to deal with an institution or salesman in another province or

country. A consumer who wants to deal with an institution from out-

side the province cannot even voluntarily decline the protection of the

province. As a result a monumental interprovincial barrier to trade is

created. In addition provincial securities law purports to regulate for-

eign institutions dealing with provincial residents even when they are

outside Canada as for instance with portfolio management services.

Several years ago Ontario put in place a regime of “Universal Regis-

tration” requiring virtually anyone who dealt in securities, other than

an investor, to be regulated in one form or another. This would have

eliminated the so-called exempt market in which certain types of insti-

tutions could deal in certain types of transactions without registration.

Ontario has been the most zealous advocate of this approach, with other

provinces being more open. This stance is felt to be strongly protection-

ist, under the disguise of the ostensible policy goal of investor protec-

tion.

One question for governments, securities regulators and those who

trade in securities is whether such an all-embracing approach to regula-

tion is necessary. This is a question of more general interest than this ar-

ticle but it is a question which must be asked. The costs of such an

extensive regulatory system are the cash costs of running the regulatory

apparatus plus the cost of satisfying all of the legal, operational, disclo-

sure and other costs of the users of the system plus the welfare costs of

transactions which do not occur because of the extent of regulation in

excess of that required for investor protection.

One of the considerations is that investors must be prudent in reach-

ing their own investment decisions. No amount of regulation will stop

investors losing money or receiving bad advice. While the current ex-

tent of regulation cannot prevent this result either, it does produce a

costly and heavily burdened sector.

Not all provinces feel the same way about the extent of required se-

curities regulation. While Ontario has been moving to universal regis-

tration, British Columbia has been taking a more liberal approach in

order to encourage risk-taking, particularly in the resource sector which

is important to the province.
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An assessment

The question for the purposes of this book is what is the impact of pro-

vincial regulation of securities activities? The simple answer is that, on

the positive side, the current system is properly administered with stan-

dards and supervision by highly qualified and competent staff. How-

ever, there are problems with the current setup that are not

inconsequential. The largest of these is the uncertainty that such a re-

gime is called for in the first instance or generates benefits which exceed

the heavy costs of the high degree of intervention. As noted earlier,

these forms of provincial regulation generate enormous barriers to

trade and to capital flows as well as limiting the ability to do many kinds

of transactions even within a province. Some more detailed

observations are also called for.

First, the present system is awkward and expensive because ten

provinces and two territories are involved. Although most of the trans-

actions will occur in a few of the provinces, the costs of duplication, reg-

istration and the delays, inconvenience and lack of national standards

are all experienced by national institutions. There are several mecha-

nisms for interprovincial consultation and harmonization. One vehicle

is a group called the Canadian Securities Administrators (“CSA”). The

CSA meets formally twice a year and has working groups which at-

tempt to resolve complex issues. Although the quality of the staff who

attend these meetings is high, the CSA suffers from some severe draw-

backs. The CSA is only composed of regulators. While they do selec-

tively entertain submissions from outside bodies, it is definitely a

clearing-house for the regulators, without a balanced recognition of the

interests of consumers or any attempt whatsoever to do any cost-benefit

calculation on its positions.

By meeting infrequently with no permanent infrastructure or

method of determining solutions other than unanimity, the CSA always

seems to be facing an uphill task. Moreover, because unanimity rather

than voting is the decision rule, harmonization that can be achieved is

either of a lower order than desirable or leaves provinces opting out or

making their own choices outside of the CSA framework. If one or more

provinces can successfully argue for a CSA policy it may well add to the

overall burden of regulation across the country without representation

by consumers or a test as to justification.
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A second problem is that the overlap with the regulation of other fi-

nancial industry groups, either within a province or in a federal-provin-

cial setting, is unresolved. Not only are there conflicts between

regulators, particularly at the federal-provincial level, but the compa-

nies which find themselves at the junction of these two regulators are

hard put to find a way to lessen the burden of regulation or to seek effec-

tive ways for better regulation. To return to an earlier example, federal

bank and trust company sales of money market mutual funds are, to

consumers, effectively a type of deposit substitute. In a better world the

distribution of these products would be regulated by bank regulators as

a branch activity. However, in the current environment these products

are sold in a way that has high regulatory costs which are borne by the

consumer. An important point to ponder is that the consumers of these

mutual funds have not sought regulation, nor have there been com-

plaints or scandals leading to such regulation. This is gratuitous regula-

tion at its worst. It happens simply because of the overlap of

jurisdictions, as regulators seek to compete using the laws and regula-

tions given to them in a different setting for different purposes.

A third problem is that an increasingly large number of regulatory

issues are arising at the international level, not the provincial one. Ex-

amples include multi-jurisdictional disclosure (the ability to use na-

tional offering documents, such as prospectuses, in the sale of the same

securities in the United States or Canada), inter-governmental agree-

ments on information sharing, insider trading, capital requirements

and other detailed areas of regulation. Canada has no national securities

laws aside from those that impact federal banks, trust and insurance

companies.

The technology of the financial marketplace, especially that of elec-

tronic trading and communications, illustrates that whatever the histor-

ical reasons for most securities powers being regulated by twelve

provincial and territorial governments, the justification for such an ar-

rangement today is not readily apparent. The markets are global, not

provincial, and the time-frame for transactions is the speed of light, not

the telegraph or road link to the provincial border as might have been

the case in 1867.

An example of the difficulties experienced by our chaotic system of

overlapping regulations was evident in the 1980s in the process of de-

regulation. The provinces agreed to allow foreign access to Canadian
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securities markets prior to the North American Free Trade Agreement.

Consequently, Canada was left with no bargaining chips, having al-

ready given them away at the provincial level. Well prior to the free

trade negotiations the authors of the Dupré report had warned
5

that

“The measures proposed by the OSC would require an open and formal

change in government policy on domestic control that is for the Cabinet

to determine and that in our view should be weighed in the context of

Canada’s impending bilateral and multilateral trade negotiations.”

The regulation of trust companies

In order to discuss the regulation of trust companies it is necessary to

know what they are and what they are not. The general public probably

views trust companies as another type of bank. While such an observa-

tion is wrong on its technical merits, it is unlikely that a typical con-

sumer sees much difference between the two types of institutions.

However, even a consumer who is indifferent between institutions

should be aware of the vital differences between his or her deposit with

a bank and a similar transaction with a trust company. These differences

relate to the legal basis on which each type of institution accepts a de-

posit, which in turn determines the applicable type of regulation.

The word trust in the name of a trust company says it all. A trust

company accepts deposits only as “guaranteed trust money.” These

trust deposits take priority over the claims of all other creditors in the

event of an insolvency by a trust company. The trust company must also

designate assets to be held against these trust deposits. On the other

hand a deposit with a bank is treated simply as a debtor-creditor rela-

tionship. The deposits are the property of the bank, which has the obli-

gation to repay them. While these differences may appear technical they

also have a significant impact on the operations of a trust company. The

differences “straddle a constitutional crack in the regulatory process” as

Best and Shortell put it in A Matter of Trust (1985, p. 13), because the duty

of trusts falls under provincial responsibility while “banking” is a fed-

eral jurisdiction.
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The other element in the word trust is the concept of a fiduciary, that

is the ability to be a trustee. A trustee handles property including money

and investments on behalf of another in a special relationship that is

carefully defined and interpreted in law and where special duties of

care are legally binding. The trustee usually has legal title to the assets.

However, the trustee is the steward, looking after the assets for the ben-

efit of the beneficiaries of the trust. This means that a trust company can

act as a trustee for a trust, as an executor of an estate, as an administrator

of assets held in trust or as an official guardian or in a similar role. These

are powers which only trust companies are allowed to carry out in Can-

ada.

Another factor which must be faced in the regulation of trust com-

panies is the historical vulnerability of some of these companies to seri-

ous, and sometimes fatal, financial and management problems. This

weakness has led to some key issues in their regulation.
6

The fed-

eral-provincial overlaps and underlaps are an integral part of this story

built from cases of trust companies that survived and prospered and

those that failed.

To illustrate the nature of feelings concerning federal-provincial

regulatory matters, Best and Shortell (p. 281) tell the story of how Al-

berta Consumer Minister Connie Osterman thought that she

had valid complaints about federal—and Ontario—regulators’
treatment of Alberta incorporated companies. Her trust indus-
try people were protecting home grown companies against Ot-
tawa’s aggressive advances . . . Their Ottawa counterparts
didn’t like having the provinces in the business of regulating
financial institutions.

Best and Shortell went on to report (p. 281-82) that “one slightly

paranoid provincial official opined in early 1985 that the reason more

small trust companies would be allowed to go under was that Ottawa

was not displeased when the provinces looked foolish.” They also re-

ported (p. 331) “The debate about deregulating financial institutions is-
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n’t just about companies fighting for turf; it’s also about governments

scrapping for territory.”

Disputes between governments and the impact that these have on

regulation go to the heart of a system where the social and political costs

of the failure of an institution may occur in jurisdictions other than that

of the home regulator. In the late 1980s the Principal Group of Compa-

nies, which was based in Alberta, ran into problems involving its sales

practices, its management activities and its solvency. These had been

building up over time, and officials in the government of Alberta had

become aware of some of the difficulties. However when Alberta was

forced to act, the impact was felt not only in Alberta but also in British

Columbia and the Maritimes as well. This concentrates the minds of

provincial governments when allowing out-of-province trust compa-

nies to do business. Concerns for solvency and interprovincial competi-

tion can conflict in such circumstances.

At an earlier date, Ontario had taken this concern with failures to

heart as a result of criticism over the failure of numerous trust compa-

nies. The 1988 Loan and Trust Corporations Act required that any trust

company operating in Ontario would have to comply with Ontario reg-

ulations in all of its operations, not just those in Ontario. This thrust is

called the “equals approach.” It has an impact on federal and provincial

trust and loan companies with extra-territorial effect. While seemingly

draconian and hostile to institutions in other provinces, it was based on

the rationale that tougher legislation in Ontario alone would drive some

institutions to seek a more convenient and lenient province for their

home regulator. Other provinces such as Alberta and British Columbia

use an alternative referred to as the “designated jurisdiction” approach,

conceding to the home regulator in the province of incorporation the

primary responsibility for the regulation of the out-of-province trust

company in their host jurisdiction.

Ontario’s actions have fuelled considerable criticism of the prov-

ince’s actions. Ontario was quite simply saying that it didn’t trust the

quality of regulation or the motivation in other provinces. However in

so doing it erected a trade barrier to protect the rich Ontario market

from out-of-province competitors unless they added a new layer of reg-

ulation as the price for doing business in Ontario. On an incremental ba-

sis this is very costly, particularly for smaller companies from other

provinces trying to grow by building a client base in Ontario.
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An assessment

Trust companies have had an unreasonably high mortality rate. To

some extent this is because of the small size of many of these institu-

tions, which has been encouraged by the regional regulatory structure

as a barrier to a national market;it is also because of the costs of regula-

tion by each province and also by the federal government. The trust in-

dustry has both a small number of large institutions that are on the

whole well run, in good shape and of reasonable economies of scale,

and a much larger number of smaller institutions some of which from

time to time have had their problems. Some of these problems have

stemmed from the volatility of interest rates and hence the difficulties of

matching the terms of assets and liabilities. Smaller institutions also

cannot diversify risk as well as larger institutions, and they may be more

dependent upon a region or an industry. Some institutions, because of

controlling shareholders, have been prone to “self-dealing,” that is, car-

rying out transactions with the owners or the owners’ companies on a

basis that is not at arm’s length pricing.

Yet governments and regulators quite rightly want to support entry

into the industry in order to foster competition and the growth of the fi-

nancial industry. It is not an easy task, and it is made worse by the over-

lapping regulatory structure.

The overlapping forms of regulation, particularly when the overlap

involves Ontario and its “equals approach” make life very difficult for

the institutions. The overlaps and conflicts between the Ontario Act and

the new federal trust and loans legislation restrict the abilities of federal

trust companies to do certain kinds of transactions, such as letters of

credit and certain types of guarantees, while creating a difficult envi-

ronment in which to assure compliance with the different acts. The in-

teraction of the two restricts such things as the ways in which a federal

trust company can fund itself or how the leverage of its capital can be

utilized. Investment standards also differ, as do many other details.

Nonetheless these are the price for having an Ontario presence in the

trust industry.

Only an unemployed constitutional lawyer could learn to love this

structure of regulation. As someone who is not a lawyer, I find it strange

that with property and civil rights being provincial powers and being

the basis for their regulation of trust companies, we can also quite suc-
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cessfully have federal trust companies legislation (presumably because

of interprovincial transactions). It is equally strange that institutions

that compete with and are very similar to federal banks in their business

activities are regulated provincially. Moreover, given the conflicts

among the jurisdictions and the impediments to competition, it cannot

have been an easy time for those larger trust institutions whose goals are

to offer nation-wide service to their customers.

The added dimension of deposit
insurance

Deposit insurance is offered by the Canada Deposit Insurance Corpora-

tion (CDIC), a federal government crown corporation, and by the Regie

de l’Assurance-dépôts du Quebec (RADQ). The member companies of

CDIC are federally incorporated banks and trust and loan companies as

well as provincially incorporated trust and loan companies. In

mid-1992 the membership was composed of 61 banks, 49 federal trust

and loan companies and 31 provincial trust and loan companies.
7

It is not an enviable position to be an insurer for institutions that are

regulated by a different level of government and where the other gov-

ernment may have interests very different from that of the insurer.

There is the potential for a classic conflict of interest in which one level of

government could encourage growth of regionally based trust compa-

nies knowing that another level of government would pay for its mis-

takes. As Daniels notes (page 5) “until only recently, the federal

government has picked up the full tab for financial institution failures,

even when the institution was provincially chartered.” In fact, since any

CDIC payouts are funded by a levy on its members, the ultimate longer

run costs of the failure are borne by consumers of surviving institutions

as a whole.

So one of the effects of our current insurance arrangements is to en-

courage the establishment of regional institutions, which have a higher

probability of failure than national institutions. The establishment of

these firms may also accommodate provincial political interests. But the

result is to distort the flows of capital in Canada, to encourage higher

risk ventures that experience has now shown to have a lower, not a
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higher, rate of return on the investment. Combined with the inefficien-

cies of regulation this structure creates distorted financial markets

rather than efficient ones. Ultimately the consumer alone pays the CDIC

premiums which cover the cost of the failures.

Bill C-48 was recently passed by the House of Commons to effect

amendments to the CDIC Act. One of the effects of this bill would be

“significant assistance to CDIC in dealing with federal member institu-

tions which the Superintendent of Financial Institutions determines are,

or are about to become, no longer viable”. While the federal company

will bear the initial costs of a provincial failure, its activities to avoid ei-

ther failures or their costs are not facilitated by the split regulatory au-

thority over trust and loan companies.

Policy alternatives

The easiest alternative in the complex Canadian constitutional and reg-

ulatory situation is to do nothing and to ignore the problems. While the

regulatory structure is not elegant, or even pretty, it does function at an

administrative level. As mentioned earlier, the quality of the supervi-

sion is high in many provinces and at the federal level, although not uni-

versally. The losers are consumers and many institutions whose votes

and political influence are scattered.

However, there is no justification for much of this regulation. It is

not demanded by consumers or sought by parliament in a well thought

out manner that reflects the national interests rather than the interests of

the thirteen competing regulators. There has been no attempt to justify

the form, substance, extent or structure of the increasingly unwieldy

machinery of regulation. Recently some provinces have shown an inter-

est in revisiting the regulatory agenda but not much can be expected

from a regionally piecemeal approach to a national issue.

It is not surprising that the growth of regulation has a life of its own

irrespective of the public interest. The argument to do something must

be based on the facts that the current system is costly, reduces consumer

choices and hinders the ability of institutions to service clients across

provincial boundaries. Another reason for change is that the provincial

and federal governments are all working with excessive and even crip-

pling deficits which severely limit their ability to spend more money on

regulating these industries. Yet if the provinces were divisions of a com-
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pany much of the overlap would be eliminated, although regional sales

offices would continue to service local clients.

Activities are currently taking place to make the current system

function better. However, rather than reducing regulation, the goals are

often to make the process better for regulators. The costs or the benefits

or justifications for regulation are the places to begin, but they are al-

most never considered by governments or regulators. The benefits of

the marketplace are often totally neglected. One reason for this dismal

situation is the nature of the political process. Any single instance of a

problem in financial markets will be seen as a failure by the politicians,

the regulators or both. As a consequence, self protection leads to exces-

sive regulation out of line with the probability of occurrence or any

cost-benefit calculations.And then the approach to excess is to harmo-

nize it.

Under the general guise of harmonization, trust, securities, insur-

ance, bank and other regulators meet regularly as noted earlier. The To-

ronto Stock Exchange and the Investment Dealers Association (“IDA”)

are working on a plan to place primary regulatory jurisdiction with the

IDA rather than continue the current system where this function is car-

ried out by the four stock exchanges and the IDA. The current system re-

sults in a duplication of costs. The IDA has a conflict of interest as it is an

industry association, a lobbyist, in addition to being an SRO. Plans are

afoot to move the lobbyist function to another body. The other three

stock exchanges are apparently reluctant to give up their regulatory

functions over their members, so the final outcome is unknown at the

time of writing. Another recent initiative has been an agreement to cre-

ate a Maritime Securities Commission which will, if the plan succeeds,

administer a uniform securities act and regulations for the four mari-

time provinces.

There have been no attempts to reduce unnecessary regulation even

though every financial institution and industry body has a shopping list

of such changes. One reason is the fear that nothing can be done, both

because of the overlap between the federal and provincial governments

and because of the difficulty of inducing twelve provinces and territo-

ries to change. The Ontario “Equals Approach” should be an early casu-

alty. The securities regulators must eliminate the interprovincial and

international barriers. Overlapping layers should be eliminated surgi-

cally—there is no magic to cutting an overlap. However, the detailed le-
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galistic nature of regulation will unfortunately give rise to meticulous

and costly line-by-line negotiation of changes. What this points out,

however, is the need to change the way of dealing with the problem it-

self, a conclusion the members of the European Community reached

long ago.

There are some other alternatives which could also be examined.

National Securities
Commission—National Banking
Regulator

Since Canada is one of the few countries without a national securities

regulator of some kind, and since other countries have recently created

them (Australia), or improved them (France), why doesn’t Canada

move in that direction? Similarly, if a federal deposit insurer will take

the hit for failures of institutions in nine provinces why don’t we also

consolidate the supervision and regulation of banks and trust compa-

nies? However we should also ask if we want all of this regulation in the

first place.

No one wants overlapping regulation except the regulator who

may be displaced. The consumers do not want it, and the companies in

the industry do not want it. However, many groups in addition to the

regulators themselves profit from a complex system with many juris-

dictions. The legal profession, as a whole, benefits by making up to 12

filings where one might do. There is also more work for accountants.

Recently two lawyers, Timothy Unwin and Greg Warren, have

written a useful and informative assessment of whether there may be a

new phase in this issue of establishing a national securities agency. They

examine events since the Hockin-Kwinter Accord of 1987. This was an

agreement between Ottawa and Ontario to agree on their responsibili-

ties for regulating securities activities of federal financial institutions.

Unwin and Warren make three important points on the constitutional

side. First, they note that “there is little doubt that there is a valid consti-

tutional basis for comprehensive federal securities legislation” (page

26). They base this on legal experts’ views and legal cases which support

federal trade and commerce power and jurisdiction over interprovin-

cial trade.
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Second, they note the limitations which will impair provincial regu-

latory abilities as securities markets expand nationally and internation-

ally. Third, because of the current situation of concurrent jurisdictions,

they note that the “effective development of a national scheme for secu-

rities regulation will be best achieved through federal-provincial co-op-

eration” (p. 27).

It is hard not to believe that time will eventually lead to a proper na-

tional system for Canada, if only to eliminate barriers to interprovincial

securities dealings. Small steps in that direction are already evident in

the plans of the IDA referred to above, the decision of the Maritime pro-

vincial governments, and the growing role of federally regulated banks

active from coast to coast. However, we must keep in mind that overlap-

ping regulation would be the worst outcome from an incompetently or-

ganized push for federal securities regulation.

The radical view would be to have minimal or no regulation. How-

ever, even if this proposition was supported by a cost-benefit calcula-

tion, which it might well be, politicians would be threatened by this

situation as the opposition would aggressively criticize a government

for any difficulty which occurred.

From harmonization to
mutual recognition

The European Community has introduced plans and legislation to cre-

ate a European market for financial services. In the deposit-taking area

these plans in the Second Banking Directive deal with the similarities of

institutions and the difficulties of trying to define markets by using the

names of types of institutions. As a consequence the legislation will ap-

ply to “credit institutions,” which would catch banks, trust companies

and credit unions if applied in Canada.
8

The Second Directive permits licensed institutions to establish

branches (not subsidiaries) in any other member country and to do busi-

ness in any country. This mutual recognition of licenses is applicable for
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a list of activities impressive in its breadth. It includes all the traditional

banking services plus such activities as underwriting, dealing in securi-

ties, portfolio management and advice, financial futures and options

and leasing. But this regulatory structure is more complex than it ap-

pears at first glance; the ramifications are well explored in Gruson and

Nikowitz and the business ramifications are examined in Pattison

(1990).

The move to mutual recognition and a single license were occa-

sioned by a situation very much like the Canadian one. The existence of

legislation and regulation in twelve countries reduced competition and

consumer choice while complicating the purchase and sale of financial

products by all concerned. Europe, unlike Canada, at least aimed at cre-

ating a single market. This structure, like Canada’s, resisted reasonable

attempts at reasonable harmonization, leading to the powerful device

of mutual recognition.

In Canada mutual recognition would fall afoul immediately of On-

tario and the equals approach but would be acceptable to a number of

provincial governments. Pierre Fortier, previously a cabinet minister in

the government of Quebec, had spoken favourably on the European

structure while in charge of financial institutions in Quebec.
9

However,

given Canada’s historic inability to agree to solutions which cross pro-

vincial boundaries, this mechanism is unlikely to find political success

in Canada even though it currently works for 12 European countries of

far greater complexity and diversity than Canada. As Professor Daniels

points out (page 10) in discussing the problems of mutual recognition

“The fact that the Equals Approach remains in force, despite a number

of changes in the content of the financial institutions regulations of

many of the participating governments, underscores the difficulties in

building a horse by committee.”
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The Australian Securities Commission:
a case study

Australia had had many of the same problems as Canada with fed-

eral-state conflicts. Prior to the establishment of the Australian Securi-

ties Commission, its predecessor the National Companies and

Securities Commission had serious flaws relative to the execution of its

mandate. As in Canada, political control and accountability were frag-

mented with no government or minister responsible for the successful

functioning of the financial sector. And the Australian States had

wanted to keep political and administrative control over this national

and international activity, but the tensions in this scheme led to its

inevitable and logical downfall.

In 1987 the Australian Senate examined the previous system and

pronounced it deficient. As a result the federal, Commonwealth, gov-

ernment, by one federal Corporations Act 1989, set up a system to replace

the previous “co-operative” companies law and securities regulatory

scheme with a single national regulatory authority, the Australian Secu-

rities Commission, covering all of the States and the Northern Territory.

Any future amendments to the Corporations Act will automatically ap-

ply in all States and the Northern Territory. All securities licenses issued

by a state will now be valid throughout Australia. This would bring a

big improvement to competition if adopted in Canada.

The implementation of these arrangements is extremely complex

from a constitutional law point of view and is operationally complex in

effecting the changes in the courts and in the administration of the secu-

rities laws, especially given the pre-existing structure and cases for in-

vestigation or prosecution which pre-dated the changes. What is

encouraging is that the Australian example shows that complex change

is possible in a federal-provincial structure.

Conclusion and recommendation

I offer one set of conclusions on the facts, one on the future and a recom-

mendation. On the facts, Canada has barriers to financial transactions

across provincial boundaries. The costs and inefficiencies of financial

regulation in Canada to consumers, investors, borrowers and others is

out of proportion to any benefits, yet no one bothers to justify new regu-

lations let alone old ones on a cost benefit basis. Also, global markets
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and the danger of the transmission of financial risk through the pay-

ments system indicate strongly that the existing Canadian financial reg-

ulatory system is outdated. Another fact is that the much-heralded

process of harmonization is an apology for the current situation, not its

solution. It not only supports unjustified regulations, but generally

leads to harmonization on the lowest common denominator, or to prov-

inces opting out to introduce their own rules. Also, the current system

represents both good and bad forms of regulatory competition. Govern-

ments compete to maintain their regulatory reach and often the fees

from regulation. Sometimes industries exploit this competition to seek a

less well regulated home. For safety and soundness reasons this has

pushed governments into positions, such as Ontario’s Equals Ap-

proach, where they attempt to apply local law extraterritorially in order

to protect their province from the failure of an out-of-province

institution. As reported earlier, the current system is neither elegant nor

pretty.

Regulators need to be examined for their impact on the marketplace

and regulations for their benefit-cost contribution. The biggest cost is a

loss of competition through barriers to trade, the layering of costs and

the distortion of incentives.

On the future the likelihood is that past processes will generate little

incremental progress relative to the incremental efforts required. The

widely held view is that since the provinces and the federal government

are well entrenched in what they perceive to be desirable, risk averse

constitutional niches, progress will come from cooperation. However,

there are rapidly diminishing returns to cooperation, that is, most of the

regulatory gains can be achieved early on.
10

The recommendation is that a bold initiative is needed to make the

quantum leap to unite need with reality. It has been said that politicians

will do the right thing after exhausting all the alternatives. If the Austra-

lian example is considered there is only one reason why such an ap-

proach would not work here: that is, that provincial governments do

indeed want to regulate local financial markets as if they had independ-
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ent national financial systems and the protection of their local industry

as their political goals.

The bold stroke in Canada would be to lower the overall burden of

financial regulation. It is achievable. Not only would this expand inter-

nal Canadian markets but it would help the Canadian financial industry

compete against the U.S. industry, which is a growing threat. That

would be constructive competition for the regulatory system.
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Interprovincial
Barriers to

Agricultural Trade

Barry E. Prentice, Professional
Associate, Transport Institute
and Associate Professor, Dept.

of Agricultural Economics,
University of Manitoba1

WHEN TRADE-DISTORTING MEASURES ARE USED to improve the rela-

tive incomes of farmers, almost everyone else seems to end up

worse off. Moreover, the total losses to society are generally far greater

than the gains of the privileged few. This phenomenon has been amply
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demonstrated in international trade, and in the case of Canada, by the

barriers to interprovincial trade in agricultural products.

Since the mid-1980s, the issue of “free trade within Canada” has

been gaining political momentum. Interprovincial trade barriers have

been addressed repeatedly at First Ministers’ conferences, and in the

communiques that have been issued following high level meetings of

federal and provincial agricultural ministers. The expanding chorus of

pledges to deal with measures that distort interprovincial trade suggest

increasing political commitment. The process of actually eliminating

these barriers however, suffers a profound inertia.

The problem of interprovincial barriers to agricultural trade contin-

ues to attract public attention. The debate is being fuelled by a growing

body of literature that documents the plethora of agricultural subsidies,

discriminatory practices, and regulations that distort interprovincial

trade. The purpose of this essay is to examine the scope of interprovin-

cial barriers to agricultural trade, and the progress that has been made

to eliminate, or reduce these distortions. The discussion begins with the

presentation of a conceptual framework to analyze trade barriers.

Barriers to trade

Discussions of interprovincial barriers to trade are often frustrated by

the lack of precise definitions. Barriers to trade are comprised of “natu-

ral” obstacles and “man-made” hindrances. The “natural” obstacles are

the actual costs of the resources used to conduct sales in an external mar-

ket. The “man-made” hindrances are the government programs and

regulations that add to the costs of trade, or discriminate against exter-

nal suppliers relative to local producers. Some “man-made” hin-

drances, such as customs tariffs that affect international trade, are

highly visible, but most interprovincial trade barriers take the form of

non-tariff measures in which a “man-made” hindrance is combined

with a “natural” obstacle and disguised from view. As a result, it is often

difficult to be exact about where interprovincial barriers begin and end.

Figure 1 presents a conceptual model that illustrates the “natural” and

“man-made” roots of interprovincial trade barriers.
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Natural barriers

The “natural” obstacles to trade include the logistical costs associated

with selling products in a distant market, such as transportation, pack-

aging, storage, inventory shrinkage, control and trade financing. In ad-

dition, there are transaction costs involved with overcoming the

frictions of distance. These transaction costs may entail the need to pre-

pare for operations in a different language, foreign currency exchange

fees, charges for long distance telecommunication, and the costs of

maintaining a field sales staff.

In addition to the higher physical costs of conducting external

trade, the business risks are often more difficult to judge. The greater

uncertainty of success associated with operations in a distant market

creates an intangible barrier to trade. The “natural” obstacle presented

by uncertainty can only be overcome through efforts to study and invest

in information that reduces risk, or through a premium price for the

product that compensates for the higher risk. In either case, this intangi-

ble barrier has a real effect as an impediment to trade.
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Figure 1: Conceptual Model of Barriers to Interprovincial

Trade
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Man-made barriers

Proximity to markets always provides local producers with a cost ad-

vantage because the “natural” obstacles are easier to overcome. But pol-

iticians have often yielded to the requests of interest groups to create

additional protection through regulations and licences that add to the

cost, or block the entry of competing goods. These are direct forms of

“man-made” hindrances, but protection of a market can also be

achieved indirectly, by subsidizing local producers.

“Man-made” hindrances can be divided into technical and

non-technical categories. Technical hindrances are special regulations

that require outside suppliers to alter the preparation of their product

for sale in the local market. The alteration may involve different label-

ling, grading, packaging or specific preparation (e.g exclusion of some

chemical). The impact of a technical impediment is particular to the

product or commodity, and can normally be overcome, at some added

cost to the outside supplier. Although most technical impediments ex-

aggerate some logistical cost, they can also be directed at increasing the

risk or uncertainty of trade. For example, if a shipper is subject to unpre-

dictable inspections that delay movements and increase the risk of dam-

age, or the risk of a lost sale, this can deter entry into a market.

Non-technical impediments are broader in scope and are designed

to discriminate in favour of producers within defined political bound-

aries. Typically, non-technical impediments operate through an entitle-

ment system that distributes a subsidy, or an indirect income transfer, to

the local producers. Outside parties are not eligible for these payments

and can face other restrictions. The artificial separation of markets dis-

torts the price system. As a result, the impacts of non-technical impedi-

ments can extend beyond the target groups and affect other parties in

the local marketing chain, as well as outside competitors.

In some cases, great ingenuity has been applied to the creation of

measures that distort trade. There are instances however, where the

trade effects are a secondary, or unintentional, aspect of a policy that

was devised to serve a legitimate need. The boundary between “inten-

tional” and “unintentional” is clearly subjective. Moreover, it can

change over time. A policy that began innocently may become en-

trenched as an intentional barrier to trade because the local beneficiaries

do not want to lose their advantage. Some examples of intentional and
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unintentional barriers to agricultural trade are presented in Figure 2

and these are discussed below.

Figure 2: Forms of Interprovincial Barriers to

Agricultural Trade

Type Technical

Impediments

Non-technical

Impediments

Intentional

Barriers

Cost-increasing

Product Regulations

Monopolistic

Product Marketing

Agencies
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Barriers

Health, Safety &

Consumer Informa-

tion Regulations

Farm Support and

Adjustment

Measures

Technical impediments

Regulations in the food industry are necessary to protect public health

and safety, but some product standards are used as an intentional

method of protecting local producers. Provincial regulations governing

dairy product substitutes are blatant examples of intentional barriers to

trade. In Ontario and Quebec, margarine manufacturers are prohibited

from colouring their product the same as butter. Ostensibly, this regula-

tion was introduced to protect the local dairy industry, but it also affects

the interprovincial movement of margarine. In other provinces, (e.g.,

Manitoba) margarine and butter are permitted to have the same colour,

while in Saskatchewan and Nova Scotia, margarine-butter blends are

allowed (Menzie, 1988). Consequently, margarine producers must op-

erate different product runs and segregate their inventory depending

on the provincial market. This interprovincial barrier adds to the costs

of margarine right across the country, while offering a dubious benefit

to Canadian dairy farmers.

There are numerous examples of cases in which product standards

have been used to block trade. In Ontario, butter can be parchment

wrapped, but in Quebec it must be foil wrapped. The need to organize a
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separate and more expensive packaging line for the Quebec market dis-

courages the Ontario producers that are set up to serve their large local

distribution network. Quebec’s Language Law, Bill 101, is also cited as a

barrier because French must be displayed more prominently on labels

than English. Such labels are unlikely to be suitable outside Quebec

which adds to the cost of shipping into the province (Trebilcock et al.). In

addition to packaging material and labelling, container size regulations

are also sometimes used intentionally to block interprovincial trade

(Milne, 1987).

The need to adopt inefficient processes, such as the separation of

production, packaging and inventory, was identified in half of the case

studies on interprovincial trade barriers reported by Loizides and Grant

(1992) (see Box 1). The loss in economies of scale because of these barri-

ers leads to higher consumer costs, and the inability to develop a na-

tional marketing plan. Ultimately this also reduces the potential for

Canadian food processors to compete in the international markets.

Inspection regulations and enforcement practices are other forms of

technical impediments to interprovincial trade. At one time inspections

were the principal means used to control interprovincial movements of

milk. A dairy could not ship to the processor unless the provincial milk

inspector had approved the farm. Of course, the inspectors were not al-

lowed to cross the borders, which kept out the milk from other prov-

inces. The licensing powers of the milk marketing boards make this

barrier unnecessary now because each producer must have a provincial

production quota.

The barriers to interprovincial trade created by some inspection

regulations are entirely unintentional. Under the current regulations,

products containing meat are limited to sale within provincial bound-

aries if the processing plant does not meet federal meat inspection stan-

dards. This applies to further processors of food products, as well as

abattoirs. Consequently, a frozen pizza maker might only use meat

from federally inspected plants, but not be allowed to sell in a neigh-

bouring province because the pizza plant fails to meet federal meat in-

spection standards. The intent of the regulation is to maintain a high

standard of health and consumer safety. The result, however, can be to

unintentionally block interprovincial trade.

www.fraserinstitute.org

88 Provincial Trade Wars



www.fraserinstitute.org

Barriers to Agricultural Trade 89

Box 1: Example of Agricultural Trade Barrier
Burns Food

Head Office: Calgary, Alberta
Line of Business: Food processing and distribution
Annual Sales: $750 million
Main Markets: Western Canada
Employment: 2,500 persons
Barrier: Administrative practices, regulations
Source of Barrier: Provincial governments, marketing boards

Description of the Barrier
Burns Foods has four operating divisions: a trucking company, a fruit and vege-
table and grocery distribution company, a meat processing company and a fruit
and vegetable processing company. The barriers facing them are as follows.

First, the barrier facing the trucking operation is lack of uniformity of regu-
lations between provinces. For example, in Ontario the company cannot use
53-foot trailers, which are allowed in western Canada. Second, the fruit and veg-
etable distribution company cannot grow, for example, carrots in Alberta and
ship them in bulk to Saskatchewan, Manitoba or British Columbia for further
processing. The company can ship only packaged products. Third, the company
has its main pork-processing plant in Manitoba. Its procurement of hogs is con-
trolled by the hog marketing board of Manitoba. Fourth, there is inconsistency
with regard to federal and provincial animal health inspection standards for
processing plants.

Impact of the Barrier
Burns Foods would like to be able to use 53-foot trailers in Ontario as it does in
western Canada, because it is more economical to do so.

The company would like to be able to ship domestically grown products in
bulk to other provinces. If the company buys its hogs from Alberta, an agree-
ment has to be reached between the Manitoba and Alberta hog marketing
boards. The company regards the existing situation as a significant impediment
to the competitive procurement of its major raw material input cost, which rep-
resents 80 percent of total costs. Pork processing is the major part of this com-
pany’s business. The differences in animal health inspection standards mean
extra administrative costs for the company in its efforts to ensure that it complies
with different standards.

Overcoming the Barrier
In the case of meat processing, the company has no choice but to buy through the
marketing boards. Although hog marketing boards don’t have specific regu-
lated quotas for supply management, the boards have such power that it is im-
plicit in their operations to use a quota system to manipulate prices. Over the last
two years, because of the different formula pricing by the marketing boards in
Saskatchewan and Alberta, hog prices run between three and four dollars a hog
less than through the marketing board system in Manitoba. The company hopes
that the western provinces will get together and establish one marketing board
to cover the industry and thus establish a level playing field in terms of domestic
competition.

Source: Loizides and Grant, 1992.



The Canadian Agricultural Product Standards (CAPS) Act is an-

other federal regulation that has become an unintentional barrier to in-

terprovincial trade. Under the CAPS Act, all products crossing

interprovincial or international borders must comply with the grading,

packaging, labelling, etc. requirements of the Act, unless a bulk import

exemption is granted. “The requirement of bulk import authorization

frequently has a negative impact on the cost of procuring raw product

since it reduces a firm’s ability to obtain the closest, and often least ex-

pensive source of raw product” (Van Duren, 1992, p. 11). An example

of this interprovincial trade problem is the Alberta-based fruit and

vegetable company that cannot make bulk shipments of carrots for

processing in British Columbia, Saskatchewan or Manitoba (Loizides

and Grant, 1992).

Non-technical impediments

Most farm product marketing agencies have been given monopoly

powers to control the sale of agricultural goods produced within their

provincial boundaries, and to the first point of sale outside their prov-

ince. These powers did not permit the marketing boards to limit

interprovincial movements. The national supply management mar-

keting boards (which operate for chickens, turkeys, eggs and milk) are

permitted to regulate movements between the provinces through

quota systems, under the National Farm Products Marketing Agen-

cies Act (1971).

The importance of supply management as a barrier to interprovin-

cial trade varies by province. The proportion of farm income derived

from supply managed commodities is illustrated in Figure 3. Supply

managed commodities account for 22 percent of total Canadian farm in-

come, but in six of ten provinces (British Columbia, Ontario, Quebec,

New Brunswick, Nova Scotia and Newfoundland), dairy and poultry

products contribute over 30 percent of revenues.

Non-supply management marketing boards can also limit interpro-

vincial trade and competition. For example, meat packers in Manitoba

complain that they do not have free access to hogs in neighbouring

provinces, but are forced to purchase their supplies through the provin-

cial marketing board. This permits the Manitoba hog marketing agency

(Manitoba Pork Inc.) to force up the prices paid by local packers by ex-
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porting live hogs. Arbitrage to eliminate these price distortions cannot

occur (Loyns and Kraut, 1984).

Farm support and adjustment measures represent another form of

non-technical interprovincial trade barrier. In most cases their effect on

interprovincial trade is an unintentional, or incidental, effect of the pro-

gram. Transportation subsidies are one type of support measure that

has caused massive trade distortions. In western Canada the federal

government has been contributing some $720 million annually to subsi-

dize the transportation of grain and grain products to export ports

(Thunder Bay, Churchill, Vancouver and Prince Rupert). This measure,

which is often referred to as the “Crow Benefit,” evolved from the 1897

Crow’s Nest Pass Agreement with the Canadian Pacific Railroad (CPR).

The purpose of the Agreement was to encourage agricultural settlement

and to protect Canadian sovereignty through the construction of a rail

line extension into southeastern British Columbia. The original Crow

Rate applied to inbound settlers’ effects, and the eastbound grain/flour

movements from the points served by the CPR in 1897. As the CPR was
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expanded, and two additional railways were constructed, the differ-

ences in the freight rates at the old (1897) shipping points and the new

shipping points created great inequity amongst producers. In 1925, the

fixed freight rates on grain/by-product movements to export ports

were made statutory at the 1897 level and were extended to cover all

railways and shipping points. Eventually government support was re-

quired to sustain the railways at these below-cost freight rates. The sub-

sidy was finally capped by the Western Grain Transportation Act

(1982), but grain farmers insisted that the “Crow Benefit” should be

paid directly to the railways.

After almost 100 years, federal involvement in the export move-

ments of grain has caused a massive distortion of the Canadian farm

economy and instigated countervailing interprovincial trade measures.

Subsidizing grain exports inflates the price of feed, which discourages

livestock production on the prairies. To offset this negative effect, the

Province of Alberta began to pay a subsidy to their livestock producers

to cover the higher cost of feed. The Province of Saskatchewan matched

the Alberta “offset program” to defend their livestock feeding industry.

In Manitoba, where the government decided against a battle with the

Alberta treasury, the cattle feeding and processing industry has col-

lapsed, and large numbers of feeder cattle are trucked to Alberta for fin-

ishing (Wilson and Hope, 1992).

These are only a few examples of interprovincial barriers to agricul-

tural trade in Canada. Given the extensive literature on the subject

(Menzie 1988, Veeman 1988, Clements and Carter 1984, Trebilcock et al.

1983, and, Haack, Hughes and Shapiro 1981), there seems to be little to

be gained by further cataloguing, or by describing particular trade bar-

riers. Therefore, the next section of this paper will examine the link be-

tween agricultural policy and interprovincial barriers to trade, before

turning to the prospects for the elimination of these measures.

Agricultural policy and
interprovincial barriers to trade

Official Canadian policy on measures that interfere with interprovincial

trade has never been in doubt. As specified by the founders of the Cana-

dian Confederation, in Section 121 of the Constitution Act (1867), “All

articles of growth, produce or manufacture of any of the Provinces shall,
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from and after the Union, be admitted free into each of the other Prov-

inces.” Despite this apparent reference, in economic terms to free inter-

provincial trade, significant interprovincial trade barriers have been

established.

In most instances, interprovincial trade barriers can be traced to in-

dustrial strategies that the provinces have used to try to maximize local

employment and investment. Some examples are 1) the purchasing

preferences given by provincial governments to local suppliers includ-

ing discriminatory labour practices on public construction projects, 2)

the requirements that breweries must locate plants in each province in

order to gain access to the regulated distribution network and 3) the

plethora of subsidies, tax holidays and other incentives used to attract

manufacturing plants. Provincial industrial strategies may have also in-

fluenced the creation of some distortions to agricultural trade, but the

most serious problems have resulted from the application of provincial

and federal agricultural policy instruments.

The agricultural sector has demanded special attention by govern-

ments because of its inherently unstable nature. The incomes of farmers

are subject to weather-related variability and to price cycles that farmers

are powerless to change. Moreover, the rapid productivity improve-

ment of the agricultural sector during the 20th century has created

chronic labour redundancy and the low incomes that have come to char-

acterize the plight of many farmers. These low and unstable incomes

have led to a massive exodus of the farm population to the urban centres

and demands for government assistance. The shrinkage of the farm

population from 1951 to 1991 is presented in Figure 4.

Looking back, the technological and social changes in Canadian ag-

riculture have been remarkable. In 1951, 20 percent of the Canadian

population was located on farms; horses were still being replaced by

gasoline powered tractors; rural electrification was incomplete; artifi-

cial chemical fertilizers and pesticides were limited in scope and distri-

bution; and mixed farming was the predominant form of production.

By 1971, half the farmers had left the industry and the farm population

accounted for only seven percent of the total. This trend continued un-

abated, and by 1991 the farm population had been reduced to only three

percent of the total.
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Between 1951 and 1991, three quarters of the farm population mi-

grated to urban centres. The expansion of better paying urban jobs

helped to facilitate the exodus from farming, but the chronically low

and unstable incomes of farmers was exacerbated by the surge of low

cost farm products resulting from rapid technological change. Govern-

ments responded to the problems of economic adjustment by instituting

a variety of agricultural development programs, farm income supports

and trade restrictions (MacFarlane and Fischer, 1968).

The 1964 Workshop of the Canadian Agricultural Economics Soci-

ety (CAES) is one of the earliest forums to recognize the implications of

government intervention for interprovincial trade.

When a geographically large country such as Canada develops
regional interests, as well as regional specialization in produc-
tion, non-price barriers to interregional trade or subsidized in-
terregional transportation become areas of sensitivity. (Trant
1964, p. 27)
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Following Trant’s analysis of agricultural development programs,

Wood (1964) outlined the effects on interprovincial trade of farm in-

come supports and marketing boards. The conference participants gen-

erally agreed that trade distortions were regrettable, but concluded that

the benefits of these programs greatly exceeded these costs. For exam-

ple, agricultural marketing boards were considered to have a negligible

impact on interprovincial trade.

It was felt that, although most marketing board legislation is en-
acted at the provincial level, hence potentially disturbing the
competitive balance between producers in different provinces,
the actual distortions were not great in terms of social costs. (CAES,
1964, p.67) [emphasis added]

This sanguine view of agricultural marketing boards was soon to

lead to a significant expansion in their numbers and powers. In 1966 the

Canadian Dairy Commission was established to administer the indus-

trial milk subsidy, and by the early 1970s, coordination with the provin-

cial milk marketing boards had evolved into the current national supply

management system.

The logic that inspired supply management for the dairy industry

encouraged its extension to other agricultural commodities. Following

the passage of Bill C-176, the National Farm Products Marketing Agen-

cies Act (1971), provincial marketing boards could organize national

supply management systems. Under this enabling legislation, the Ca-

nadian Egg Marketing Agency began operations in 1973, the Canadian

Turkey Marketing Agency in 1974, and the Canadian Chicken Market-

ing Agency in 1979.

Concerns about the effects of supply management on consumer

prices were the subject of significant public debate (Food Prices Review

Board, 1976), but little attention was given to their impact on interpro-

vincial trade. The federal agricultural policy, set out in “A Food Strategy

for Canada,” (Whelan and Abbott, 1977) continued to emphasize in-

come stabilization and support. Comments on trade were limited to as-

surances of “protection from short-term distortions in world

commodity markets” and the negotiation of better access to foreign

markets. Reference was made to the need to ensure competitiveness of

the domestic processing/distribution sector, but the context suggests a

distrust of the industry’s behaviour, rather than any perception of prob-

lems with their operating environment.
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Impacts

Without trade data it is difficult to quantify the impacts of interprovin-

cial barriers on agricultural trade. Unlike international trade, there are

no “customs” data collected on agricultural shipments between the

provinces. Some estimates of commodity movements can be pieced to-

gether from secondary sources, but in general, the data lack sufficient

precision to establish trends (Menzie 1983).

In the case of supply managed products, the interprovincial move-

ments are based on artificial prices and the provincial production quo-

tas that determine supply. At the time of their formation, each

provincial marketing board received a “quota” share, determined in re-

lation to their previous five year average production. As the Canadian

population expanded, the principle of comparative advantage was sup-

posed to be considered in the allocation of additional provincial quota.

Veeman (1988) presents evidence that growth has been allocated ac-

cording to the original entitlements (circa 1970). To the extent that the

relative comparative advantage has changed, the benefits of free inter-

provincial trade have been lost for Canadians.

The costs of restricted interprovincial trade are magnified beyond

the farm gate. The barriers to the free movement of raw commodities re-

quire the processing sector to operate smaller, less efficient plants. In

addition, food manufacturers that use inputs like cheese or eggs in their

products must pass on these costs in the form of higher prices to con-

sumers (Consumers’ Association of Canada, 1990). To the extent that

the products of these Canadian food processors compete in interna-

tional markets, or with import substitutes, the interprovincial barriers

created by supply management affect their potential growth and profit-

ability. “The savings to consumers from the elimination of interprovin-

cial barriers and the reform of the supply management system could

exceed one billion dollars annually.” (Canadian Manufacturers’ Associ-

ation, 1991).

The agricultural commodities that are not covered by supply man-

agement (grains, red meats and horticulture) receive public funds

through a variety of income support and stabilization programs. The to-

tal cost of subsidies and income transfers to Canadian agriculture are es-

timated to approach $12 billion annually (Gilson and Wilson, 1993).
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This is approximately equal to one-third of the current annual federal

deficit in Canada.

Direct income transfers from consumers account for over 40 percent

of farm support, while the remainder is received from government ex-

penditures for freight subsidies, crop insurance, commodity-based

“stabilization” programs, financial assistance and myriad services and

grants. The federal government provides about two-thirds of total sub-

sidy payments, with provincial governments contributing the rest. Such

subsidy payments separate the prices received by farmers from their

costs, and distort the signals of the economy that encourage farmers to

shift their resources to the most efficient use.

Governments have also realized that their agricultural policies are

often in conflict. Economic growth and development in the economy is

encouraged by further processing thereby adding value to raw agricul-

tural commodities. In some cases, farm income support programs en-

courage the export of raw agricultural commodities, or make these

products more expensive to process locally than abroad.

Lastly, farm income supports can trigger retaliation. Within Can-

ada some provinces have initiated subsidies to offset either the subsi-

dies of other provinces or the distortions created by federal programs.

Externally, Canada has been battling the imposition of countervailing

duties from the U.S., whose producers claim Canadian farm programs

subsidize exports to their market.

Politics of eliminating barriers to
trade

At the beginning of the 1980s, public attention began to focus on the eco-

nomic costs of regulation (Economic Council of Canada, 1981). The

breadth and severity of provincially induced barriers to agricultural

trade were identified by Menzie (1981) and by Haack, Hughes and

Shapiro (1981). The awareness of these interprovincial trade barriers

was part of a larger trend in the concern about non-tariff barriers to

trade (Menzie and Prentice, 1983) and in the deregulation that was

sweeping North America.

The number and severity of barriers to interprovincial trade created

surprise and concern, if not despair.
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It is a lament that we have violated the principles implied in the
economics of trade. At the international level, this departure
from economic behaviour and general welfare principles is less
pronounced than the damage we do to ourselves by violating
the principles of general welfare in our own country. This is
most obvious in the case of agriculture. We are in such a net of
interventions imposed by federal and provincial governments
that we don’t even try any more to extricate ourselves. (J.
J. Richter, as quoted in Menzie, 1983)

As Davey (1983) pointed out in his discussion of this comment, ef-

forts to negotiate harmonized federal-provincial stabilization programs

had been undertaken, and the federal Minister of Agriculture had an-

nounced that in future, all provincial stabilization and income assur-

ance payments would be deducted from federal payments. But he too,

was forced to admit that “Notwithstanding the recognition of the prob-

lem, there may well be increasing rather than less pressure towards the

balkanization of the agricultural economy and greater barriers to inter-

provincial trade” (Davey, 1983, p. 129).

Political impetus was given to the problems of interprovincial barri-

ers at the Regina meeting of First Ministers in 1985. The Ministers

agreed to an initiative to examine barriers to interprovincial trade and to

find ways to reduce, or eliminate, their effects. Subsequently, the 1986

meeting of the agriculture ministers confirmed the effort to eliminate

barriers in a national strategy for agriculture. The ministers estab-

lished a Federal-Provincial Agricultural Trade Policy Committee

(FPATPC) which developed an inventory of interprovincial trade bar-

riers. FPATPC also drew attention to the categories of technical and

non-technical barriers to trade, and to differences in the requirements

for their removal.

The signing of the Canada-U.S. Trade Agreement (FTA) in 1988

highlighted the importance of barriers to the interprovincial trade of ag-

ricultural products. Under FTA it could be easier to compete in the bor-

der markets of the U.S. than in neighbouring Canadian provinces. The

commitment to reduce or eliminate interprovincial barriers was ad-

dressed directly in Growing Together, the federal government’s “green

paper” on agriculture policy.
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We must also look carefully at our regulatory programs to avoid
contradiction and to ensure that impediments to growth are
minimized. Interprovincial trade barriers are of particular con-
cern. . . . Within an era of increasingly liberalized international
trade, foreign suppliers may enjoy greater freedom of access to
Canadian markets than Canadian firms, due to the existence of
interprovincial trade barriers. Canadian enterprises need to be
assured that they will have at least equal access to domestic raw
materials and markets as their foreign competitors (Agriculture
Canada, 1989, p. 39).

The FTA created an urgency for the provincial governments to deal

with policies and practices that hindered trade and fragmented the do-

mestic market. On December 11, 1989, the federal and provincial Minis-

ters responsible for Agriculture signed a Memorandum of

Understanding (MOU) that confirmed their commitment to reduce in-

terprovincial barriers. The expressed hope of the 1989 MOU was that in-

creased interregional trade would improve the international

competitiveness of the Canadian agri-food sector. It was hoped that

productivity improvements encouraged by interprovincial competition

could lead to import substitution and benefit all regions.

On July 4, 1991, the annual meeting of the ministers of agriculture

produced agreement on a series of initiatives. A set of guidelines was

developed for a “second generation” of supply management systems

that would be more responsive to market conditions. Also, they agreed

to the concept of a dispute-settlement mechanism to assist in the re-

moval of technical barriers to trade (Economic Council of Canada,

1991).

Since 1991, some minor successes have been announced on the re-

moval of technical barriers, such as for product testing for sulpha drugs

in honey and the harmonization of potato grades, but progress in gen-

eral has been moving at a glacial pace. At the same time, it has become

apparent that one of the most controversial barriers may be resolved at a

different level. Supply management requires import control to be effec-

tive. Consequently import quotas were introduced under Article XI to

the General Agreement on Tariffs and Trade (GATT). However, and

notwithstanding Canadian petitions, the GATT negotiators at the Uru-

guay Round have made it clear that Article XI will be changed. Without

import control, the interprovincial barriers on supply managed com-
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modities will also become untenable. Thus far, however, the Uruguay

Round of GATT has yet to be completed.

The pace of change was also affected by the larger political effort to

revise the Canadian constitution. A new “common-market clause” was

proposed to address the shortcomings in sections 91 and 121 of the Con-

stitution Act, 1867. This has generally been interpreted as only prohibit-

ing the provinces from imposing tariffs on goods from another

province. As a result, there is no clear authority to settle interprovincial

trade disputes, or force the abolition of regulatory/administrative bar-

riers to trade within the internal market.

The proposal for constitutional change would have broadened sec-

tion 121 to deal with:

� barriers related to persons, goods, services and capital

� both tariff barriers and non-tariff barriers

� barriers created both by provinces and the federal government

and

� barriers arising from legislation, regulations and administra-

tive practices. (Government of Canada, 1992)

These changes were included in the Charlottetown Accord along

with a host of other trade-offs and compromises that affected the divi-

sion of constitutional powers in Canada. Of course reform of the Cana-

dian constitution was defeated in a public referendum in October 1992,

which effectively blocked the constitutional route to the elimination of

interprovincial trade barriers—at least for the meantime.

Following the defeat of the Constitutional Referendum, the agricul-

tural ministers met again (November, 1992) and endorsed a Memoran-

dum of Understanding on procedures for the elimination or reduction

of interprovincial barriers to trade. The 1992 MOU establishes a frame-

work to eliminate or reduce barriers, an agreement on information ex-

change and consultation, and a description of the dispute settlement

mechanism. Within the next five years, the ministers agreed to work to-

wards the adoption of common national standards to remove technical

barriers. The common standards are to be acceptable to the provincial

governments, while taking international standards into consideration.

The Ministers refrained from dealing with non-technical barriers in the

1992 MOU, because these measures are being considered under the

Agri-food Policy Review.
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FPATPC is identified as the monitoring agency for information ex-

change and consultation. The provinces have 20 working days to react

to any new or revised legislation or proposed changes in regulations. In

addition, the Ministers agree to consider the implications for interpro-

vincial trade when contemplating changes in legislation or regulations.

FPATPC is to conduct a review on the progress and necessary improve-

ments for the annual Conference of Agriculture Ministers.

A dispute settlement mechanism is not defined in the 1992 MOU,

but it is described. In the event that consultations between the provin-

cial governments fail to yield a mutually satisfactory solution to an ac-

tual, or proposed, trade barrier, a dispute settlement mechanism is to be

employed. The dispute settlement mechanism must be credible, trans-

parent, effective, accessible, timely and public. On a separate level, the

First Ministers have requested the Committee of Ministers on Internal

Trade to develop a compliance mechanism. The ministers of agriculture

agree to use it for dispute settlement, once approved by all govern-

ments.

The 1992 MOU moves a step closer to an effective means of dealing

with the technical barriers to interprovincial trade. The lack of a dispute

settlement mechanism means that the resolution of problems will re-

main difficult. The provinces have yet to agree on the format, the appeal

procedures, or the method of enforcing the rulings.

The most recent development (July 1993) is the announcement of an

internal trade secretariat, under the leadership of Mr. Art Mauro. The

internal trade secretariat is charged with overseeing 13 teams of negoti-

ators that will address a wide range of interprovincial trade barriers, in-

cluding agriculture. The secretariat has been given a deadline of June

30, 1994 to produce a comprehensive internal trade agreement.

Prospects for change

It is easy to become sceptical about the prospects for eliminating inter-

provincial barriers to agricultural trade. After almost a decade of effort,

the political process has delivered painfully little in the form of tangible

change. Many of the regulations that cause problems occurred because

individuals or groups in the private sector went to great administrative

and political lengths to obtain protection from outside competition.

These private sector interests who benefit from the barriers to interpro-
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vincial trade remain well entrenched. We might lament that these prob-

lems can never be resolved. Still, there are reasons for some optimism.

First, barriers to interprovincial trade in other sectors have been re-

duced. For example, the provinces have rescinded their requirements

that breweries must maintain local plants in order to gain access to the

provincial distribution system. This change resulted from international

pressure through the GATT process and the realities of the FTA. A reso-

lution of the current GATT negotiations could have a similar effect on

the interprovincial trade of supply managed agricultural commodities.

Second, the provinces and the federal government are facing a fiscal

crisis. Years of deficit spending to support, among other things, agricul-

tural subsidies have created mounting debts and rising tax burdens.

Something has to give, and income support programs, which have come

to be viewed as wasteful, are high on the hit list. The recent announce-

ment of draft legislation to finally change the method of paying the

“Crow Benefit” to farmers may be an example of this new willingness to

deal with long standing, contentious policy issues.

Third, the federal government seems determined to follow through

with its efforts to reduce internal barriers to trade. This process is more

fundamentally based than the particular party in power—it has become

part of the bureaucratic mind-set. The regulatory review, which Agri-

culture Canada and other federal departments are going through, is evi-

dence of the civil service’s commitment to the removal of

interprovincial trade barriers. With some notable exceptions, like the

decision to reform the regulation of barley marketing, most of the action

has been happening behind the scenes. However, the issues that have

been identified in the regulatory review process will be the subject of

on-going negotiations during the coming year.

The reduction of interprovincial barriers to extraprovincial truck-

ing is another example of federal commitment to freer internal trade.

The federal government negotiated a change in the licensing proce-

dures with the provinces, but it was very clear that they were ready to

act unilaterally, if the provinces failed to cooperate. The federal govern-

ment had the power to regulate extraprovincial trucking, based on a

1949 court case that clarified their constitutional authority.

The 1992 MOU of the ministers of agriculture to deal with technical

barriers may suggest more than just federal-provincial cooperation.

Section 121 of the 1867 Constitution has not been tested in the courts in
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relation to the full scope of federal power to ensure free trade within

Canada. It is quite possible that the federal government is ready to test

section 121, if necessary, and that the provinces recognize the likely out-

come.

Finally, the political support from outside the farm sector for the re-

moval of agricultural trade barriers is growing stronger. With less than

3 percent of the total population, farmers have lost much of their power

to influence legislation. Canadians everywhere have been forced to ad-

just to deregulation, free trade and higher taxes. There is much less sym-

pathy for the claims of farmers for special treatment, when everyone

else has had to make comparable economic adjustments.

www.fraserinstitute.org

Barriers to Agricultural Trade 103



References

Agriculture Canada. Growing Together. Ottawa: Agriculture Canada

Publication 5269/E, 1989.

Canadian Manufacturers’ Association. “Canada 1993" A Plan for the Cre-

ation of a Single Economic Market in Canada. April 1991.

Clements, Douglas J. and Colin A. Carter. Nontariff Barriers to Interpro-

vincial Trade in Swine. Winnipeg: University of Manitoba, De-

partment of Agricultural Economics, Extension Bulletin 84-1,

March 1984.

Consumers’ Association of Canada. The Reform of the Canadian Sup-

ply-Management System of Agricultural Commodities. November

1990.

CMSMC. “Inter-provincial Transfers of MSQ at the Producer Level,”

Report of the CMSMC Sub-Committee, March 27, 1990.

(Mimeo).

Davey, B. H. “Discussion” Proceedings. Edited by E.W. Tyrchniewicz.

Vancouver: 1982 Annual Meeting of the Canadian Agricultural

Economics Society, June 1983.

Economic Council of Canada. Reforming Regulation. Ottawa: Minister of

Supply and Services, 1981.

_______. A Joint Venture: The Economics of Constitutional Options. Ottawa:

Minister of Supply and Services, Twenty-Eighth Annual Re-

view, 1991.

Food Prices Review Board. Telling It Like It Is. Ottawa: Final Report of

the Food Prices Review Board, February, 1976.

Gilson, J. C. and A. G. Wilson. Commercial Aspects of National Agricultural

and Trade Polices for the Red Meat Industry in Western Canada. Win-

nipeg: Manitoba Red Meat Forum, June 1993.

Government of Canada. Canadian Federalism and Economic Union: Part-

nership for Prosperity. Ottawa: Supply and Services, 1992,

Haack, R. E., D. R. Hughes and R. G. Shapiro. The Splintered Market: Bar-

riers to Interprovincial Trade in Canadian Agriculture. Ottawa: Ca-

nadian Institute for Economic Policy, 1981.

www.fraserinstitute.org

104 Provincial Trade Wars



Loizides, Stelkos and Michael Grant. Barriers to Interprovincial Trade:

Fifty Case Studies. The Conference Board of Canada, April, 1992.

Loyns, R. M. A. and M. Kraut. The Applicability of Electronic Trading Sys-

tems to Selected Farm and Food Products in Canada. Winnipeg: Uni-

versity of Manitoba, Department of Agricultural Economics,

Research Bulletin 84-1, April 1984.

MacFarlane, D. L. and L. A. Fischer. “Prospects for Trade Liberalization

in Agriculture,” Trade Liberalization and Canadian Agriculture. To-

ronto: University of Toronto Press, Private Planning Association

of Canada, 1968.

Menzie, E. L. Interprovincial Barriers to Trade in Agricultural Products. Ot-

tawa: Economic Working Paper, Agriculture Canada, 1981.

_______. “Free Interprovincial Trade or Provincial Self-Sufficiency in

Agricultural Products,” Proceedings . Edited by E.W.

Tyrchniewicz, Vancouver: 1982 Annual Meeting of the Cana-

dian Agricultural Economics Society, June 1983.

_______. “Harmonization of Farm Policy for Free Interprovincial

Trade.” Canadian Journal of Agricultural Economics. Vol. 36, No. 4,

Part 1 (1988): 649-663.

Menzie, E. L. and Barry E. Prentice. Barriers to Trade in Agricultural Prod-

ucts Between Canada and the United States. Washington: IES-ERS,

U.S. Dept. of Agriculture, April 1983.

Milne, William J. Interprovincial Trade Barriers: A Survey and Assessment.

Purchasing Management Association of Canada, April 1987.

Trant, G. I. “The Implications of Interregional Competition in Canadian

Agriculture for Federal and Provincial Development Programs.”

Interregional Competition in Canadian Agriculture. St. Anne de

Bellevue, Quebec: Report of the Ninth Annual Workshop, Cana-

dian Agricultural Economics Society, June 1964: 26-30.

Trebilcock, M., J. Whalley, C. Rogerson and I. Ness. Provincially in-

duced trade barriers in Canada. In Federalism and the Canadian

Economic Union. Edited by M. Trebilcock et al. Toronto: Ontario

Economic Council and University of Toronto Press, 1983.

Van Duren, Erna. The Impact of Technical Regulation in Canada’s Agri-food

Industry: Results of a Pilot Study with Horticultural Processors.

www.fraserinstitute.org

Barriers to Agricultural Trade 105



Guelph: George Morris Centre, University of Guelph, March

1992.

Veeman, M. M. “Supply Management Systems: Impact on Interprovin-

cial Trade.” Canadian Journal of Agricultural Economics. Vol. 36,

No. 4, Part 1 (1988): 711-723.

Whelan, E. F. and A. C. Abbott. A Food Strategy For Canada. Ottawa: Ag-

riculture Canada and Consumer and Corporate Affairs Canada,

1977.

Wilson, A. G. and L. Hope. Agricultural Support And Regulatory Programs

which Impinge on the Canadian Livestock Industry: A Summary and

Critique. Winnipeg: Manitoba Red Meat Forum, March 1992.

Wood, A. W. “The Implications of Interregional Competition in Cana-

dian Agriculture for Government Programs Aimed at Direct

Support of Farm Incomes.” Interregional Competition in Canadian

Agriculture. St. Anne de Belleuve, Quebec: Report of the Ninth

Annual Workshop, Canadian Agricultural Economics Society,

June 1964: 31-50.

Federal-Provincial Communique. “Agriculture Ministers Move To

Eliminate Technical Barriers To Trade And Competitiveness.”

Press Release, November 12, 1992.

www.fraserinstitute.org

106 Provincial Trade Wars



The Balkanization of
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Federal Policies

Jean-Luc Migué,
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GREAT CONCERN HAS RECENTLY BEEN EXPRESSED in Canada by politi-

cians, bureaucrats and some economists over the tendency of pro-

vincial administrations to raise trade barriers within the national

common market. Mostly they do so through a variety of budget and reg-

ulatory measures, including procurement practices, licensing require-

ments in the labour market and local content rules in the beer and wine

industry. The federal government is commonly depicted as trying to re-

duce these trade barriers while the provinces stubbornly resist.

The proposition advanced in this paper is that numerous and im-

portant interprovincial distortions are caused by federal policies and

that trade barriers erected by the provinces are in large part due to the
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activities of the federal government. Distorting practices by the prov-

inces can endure mostly because the federal government acts as the en-

forcer of an interprovincial cartel, sterilizing the local economic cost

imposed by provincial trade barriers. The idea that the federal govern-

ment is a partner with the provinces in helping to sustain barriers to in-

ternal trade is not widely appreciated. This paper first describes the

interprovincial distortions directly caused by federal policies. It then

shows how the federal government acts as the enforcer of an interpro-

vincial cartel in neutralizing the “federalist” forces of interprovincial

competition.

Interprovincial resource mobility
as the defining characteristic of
federalism

Economic forces constrain the way governments may tax, regulate, and

subsidize within a federation. The economic reality provincial govern-

ments must face is that, in ordinary circumstances, the costs of whatever

policies they may follow cannot be shifted to people outside the prov-

ince. The reason is that the price of goods, capital and labour is deter-

mined outside provincial economies. If, for example, a province wants

to slap a comparatively high tax on capital, investment will leave the

province and head for another province where the tax is lower and the

return higher. Lower investment can lead to several sorts of unpleasant

economic consequences, such as plant closures, unemployment, and

slower economic growth. This is not true simply of taxes, but of regula-

tions, and any other government actions which impose a cost on

residents.

Because they can easily move away from unfavourable legislation

by provinces, resource owners are sensitive to relative tax and regula-

tory actions of provincial administrations. Heavy taxes and strict regu-

lations on productive provincial resources lead to high production costs

in the province. The people who feel these costs the most can get their

supply from outside sources or they can move their skills and their capi-

tal to neighbouring jurisdictions. By leaving the province they “vote

with their feet.” Not only do those who leave suffer, but those who stay

behind inherit a higher-cost economy with less capital and fewer skilled

people to make things run. Taxes and regulations of course can benefit a
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minority of people; those receiving subsidies and some industries pro-

tected from competition by regulations. It is the population as a whole

however who bear this cost, even if many are never directly taxed (as is

the case for the corporate income tax). And it is this majority that can

place a brake on such policies.

The overall impact of internal free trade on provincial governments

is toward reduced and more neutral taxes and regulations than would

otherwise be the case. In conventional parlance, this is referred to as a

better match between public services and the preferences of residents.
1

But such effects depend upon the free movement of resources. It is this

that impoverishes a province where the government is given to ineffi-

cient policies. Free movement is responsible for the high “supply elas-

ticity” (i.e. sensitivity to price) of goods, labour and capital in provincial

economies that are open to the world and to other regions in the coun-

try. Under free trade, governments are forced to compete with each

other in policy matters and cannot easily allow themselves to be ineffi-

cient. This process of intergovernmental competition under free trade is

the defining characteristic of federalism. It operates in any political

structure where political authorities have no power to tax or regulate

1 The most recent if minor illustration of this process was the reversal of the
Ontario government's decision to prohibit Sunday shopping. This turn
around in favour of less regulation was clearly forced on the government
by the freedom of consumers to get their supply from cross-border shop-
ping. On this see Herbert Grubel and Gurmeet Khangura, “Cross-Border
Shopping: The Role of Economic Forces and Government,”Fraser Forum
Critical Issues Bulletin III, The Fraser Institute, Vancouver, 1992.



the whole area where trade is free.
2

The end result is that decentraliza-

tion forces governments to match services with variations in demand

and in cost. Provincial and local taxes tend to become merely fees for

provincial and local public services. In a country where resource mobil-

ity is unimpeded by trade barriers, taxes and regulations that do not

meet this requirement become so costly to raise that they tend to be

abandoned by provincial and local governments.

Distortions directly caused by
federal policies

This “federalist logic” lets us take the next step and show that interven-

tion by the central government reduces policy competition between the

provinces. Because they cannot affect prices outside the province, pro-

vincial governments by themselves are in no position to shift the cost of

their inefficient decisions to other members of the Canadian common

market. This is of paramount importance for the current debate. It

means that while provinces can inflict inefficiency costs on their resi-

dents, they are unable to affect interprovincial prices. It is in principle

not valid to say that provinces balkanize the Canadian market. Because

they have no choice but to assume the burden of their costly policy op-

tions, provinces are constantly facing constraints on their ability to dis-

tort prices and to balkanize the economy. The mobility of resources in a

free common market makes it costly for them to pursue inefficient poli-

cies. The federal government has historically operated under looser

constraints,
3

inasmuch as it possesses the power to rule over the entire

economic union behind trade barriers. The federal government effec-

tively can use its greater monopoly power over the national economy to

erect interprovincial barriers. Its contribution to the balkanization of the

Canadian economy outmatches the ability of the provinces to do so.

The federal government acts in two ways. First, through regula-

tions, taxes and subsidies, it discourages economic agents from adjust-
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ing to local conditions. The federal government directly discourages

competition between the provinces by raising some well-disguised

trade barriers. These barriers reduce the mobility of resources and

hence the pressures that individuals and firms may feel to adjust to

changing conditions. It is these direct barriers put in place by the federal

government that I want to examine before moving on, in the next sec-

tion, to a discussion of indirect distortions caused by its influence on

provincial administrations.

The distortions of interprovincial prices are a direct consequence of

three categories of policies put in place by the federal government:

1) The central supply of non-public or divisible services

2) The partial subsidization of provincial services via equalization

grants or cost-sharing arrangements4

3) The central regulation of economic and social behaviour across

the Canadian common market.

In short, the federal government is player, even a major player, in

balkanizing the Canadian economy. It is the source of regional hurdles

to the movement of resources throughout the economic union. This of

course goes against an idea widely held in Canada that only a strong

central government can safeguard the Canadian economic union

against the narrow protectionist forces of local and provincial interests.

This view is understandable because the federal government does not

impose explicit barriers such as interprovincial tariffs. Its barriers are

more subtle.

To show that this is the case, it is important first to explain in more

detail what balkanization is. A general definition of balkanization is the

extent to which a public intervention dissociates the price of goods and

services in a particular place (in this case a province) from their produc-

tion cost and prevents normal adjustments to this distortion. This

wedge between the price of services rendered and their cost discour-

ages resources from moving to their most productive location in the
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country. For example, the price paid by residents of Regina or Frederic-

ton for higher education services is only a fraction of their true cost. It is

this sort of activity at which the federal government excels and to which

we now turn in greater detail.

Interprovincial price distortions through
central supply and central handouts

In a centralized regime such as Canada, certain monopolies and services

are run by the central government. These activities of the central gov-

ernment can distort prices so that they no longer reflect costs. Among

the most prominent categories of central provision are the supply of

mail and port services, of public pension plans, of employment and

training services including unemployment insurance, and even of rail

and air transport services via state corporations. Less direct forms of

central supply come in the form of grants to the provinces, among which

should be listed all-purpose equalization payments to the provinces

and cost-sharing arrangements in the field of post-secondary

education, health care and social welfare.

A major tenet of central supply, and, one might say, of the Canadian

ethic, is that public services should be provided equally to people no

matter where they live. The little appreciated consequence of this is that,

in making output more uniform across regions, it diminishes regional

responsibility. More specifically, the centralized provision of public ser-

vices acts as an implicit subsidy to producers and buyers in less devel-

oped provinces of the Canadian common market. Selling public

services on the cheap to lower-income provinces has the same effect on

producers in those provinces as subsidies to producers and exporters at

the national level. The supply of below-cost pension or mail services in

less well-off provinces reduce the production costs in those areas and

encourage businesses and people to settle there preferentially, irrespec-

tive of their true profitably. Perhaps the major form of subsidy is unem-

ployment insurance. Residents of regions with high rates of

unemployment are taxed at the same federal rate as residents in regions

with low unemployment. This means that a high unemployment region

pays less than its fair (or actuarially sound) share of tax given its expo-

sure to the risk of unemployment, and the low unemployment region
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pays more than its fair share. The fisheries in Newfoundland do not pay

the true price of the workers they employ because the taxes these em-

ployers pay to the federal government do not reflect the cost of federal

protection of these workers against unemployment.

More generally, in such an arrangement, prosperous provinces pay

more than what it costs to supply their services, while residents of de-

clining areas pay less than the production cost. Instead of reflecting re-

gional demand and cost conditions as in a true federal system, the tax

price of government services is higher (through federal proportional

and progressive taxation) for people in upper-income provinces and

lower for those in low-income areas.

In short, by assuring that every region gets the same level of service

at different tax prices the federal government is discouraging the move-

ment of resources to the place where they are valued most. This policy is

a massive trade barrier. By reducing regional production costs in some

parts of the country, it hinders the process of resource specialization

and acts as a protectionist device in favour of lagging areas. By contrast,

production costs are raised in the most productive provinces as a result

of the increased tax burden. Overall the Canadian economy is

balkanized.

Production subsidies, however, are only one side of the federal gov-

ernment’s contribution to blocking trade. Consumption subsidies are

also important. Our federal government subsidizes the local consump-

tion of many services, such as higher education, health services, old age

security, and welfare. It does so through equalization grants and

cost-sharing agreements (officially known as Established Programs Fi-

nancing).

Such equalizing programs lower the price of education or health

services below their cost in some regions and raise the price above their

cost elsewhere. For example, through its equalization and cost-sharing

payments the federal government tries to guarantee a fairly uniform na-

tional level of higher education. Federal taxes being more than propor-

tional to individual income, this means that residents of lower-income

provinces carry less than the full cost of their education and health ser-

vices, because a poor region pays proportionately less federal taxes,

thus receiving a net inflow of federal dollars. The opposite holds for res-
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idents in more prosperous provinces. The benefits are higher than the

cost for the residents of some provinces, lower for others.
5

As a mechanism for redistributing wealth among regions of the

country, federal distortions have potentially serious long-term effects.

Federal policies that redistribute wealth among provinces reduce the

concern that local economic agents would otherwise have to make nec-

essary adjustments. Because of federal transfers, consumers and pro-

ducers are discouraged from settling in those areas where their

productivity is highest. Because provincial prices are dissociated from

their costs, resources see no need to move from regions where they are

less productive to regions where they are more productive. As this fail-

ure endures, the process of income growth is hindered in less prosper-

ous regions. Far from doing away with provincial disparities, federal

policies with strong regional effects amplify them by discouraging re-

sources from moving to their most productive location.

In a true federalist structure, such violation of the true price-cost ra-

tio across areas of a common market would cause the mobility process

to be set in motion. Provincial authorities who dared to raise taxes above

the value of services as perceived by their residents would soon find re-

sources being repelled from their territory. Not so under the centralist

arrangement in place in Canada. By virtue of the uniform tax regime im-

plemented at the common-market level by the Canadian government,

productive resources in prosperous areas have a reduced incentive to

move away from jurisdictions burdened by their excess share (above

100 percent) of the common education or health programs. By the same

token, producers in subsidized provinces are encouraged to stay in their

less productive employment by what in effect has become an education

and health cartel at the common-market level. Central handouts cause
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federal structure, see L. S. Wilson, “The Socialization of Medical Insuran-
ces in Canada,” Canadian Journal of Economics, 18, May 1985, pp. 355-376.
This view is in turn grounded in the more general theory of government
size as developed in A. H. Meltzer and S.F. Richard, “A Rational Theory of
the Size of Government,” Journal of Political Economy, 89, October 1981, pp.
914-927. The 1992 Ireland referendum campaign on Maastricht was almost
entirely fought on that ground. The Irish were literally bought. It is esti-
mated that Ireland stands to collect $ 12 billion worth of aid and special
benefits from the European commitment to closing the “prosperity gap.”



provincial or regional prices to be dissociated from regional costs.

Equalizing government services at the common-market level is equiva-

lent to cross-subsidizing regionally rather than at the industry level.

Such subsidies to less developed areas inhibit the specialization of the

Canadian community’s resources and are protectionist in nature.
6

In sum, the much debated procurement policies by the federal and

provincial governments in Canada are just minor parts of a much larger

distortionary process implied both in the setting up of a central monop-

oly and in the payment of handouts to provincial governments. This is

not to deny that when the central government purchases its supply of a

type of input in one region rather than another, even though it is more

expensive, it is balkanizing the economy. By paying more than the mini-

mum cost, it is offering transfers of wealth to some holders of regional

factors, while imposing additional burdens on taxpayers/consumers in

other provinces. It is then inhibiting the specialization of the commu-

nity’s resources; it is restricting trade. But procurement is only a small

part of the picture. The outcome is no different when the practice is ex-

tended to all other public outputs directly or indirectly supplied by the

federal government.

Handouts by Ottawa to investments and infrastructure in regions

result in similar distortions. As part of the long-established Canadian

regional policy, granting investment tax credits or subsidies to desig-

nated areas has one feature in common with direct subsidies to public

services. These credits results in expenditures being made for the bene-

fit of certain regional groups and at the expense of others, irrespective of

their net profitability. Money injected in this fashion into the Eastern

Quebec and Cap Breton projects are no doubt politically appealing, but

have mostly served to slow down the inescapable decline of those re-

gions. Viewed in this light, regional policies in effect cause regional

prices to be dissociated from regional costs and thus result in the further
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balkanization of the Canadian common market. They are essentially a

trade barrier, as they change the interprovincial flow of capital, labour

and goods.

Interprovincial price distortions through
central regulation

The irony of the reigning centralist vision of Canada is that while the

central provision of public services and the cost-sharing and re-

gional-development policies in force may result in lower resource mo-

bility and excess population in declining areas, social and economic

regulations by the central authority lead to reduced investment and

population in less prosperous provinces. The social charter, proposed

by the federal government during its effort in 1992 to rewrite the consti-

tution, was a step in the direction of entrenching rights to standardized

health, education and social-insurance services, uniform environmen-

tal standards, and common union wages and working conditions (affir-

mative action programs). A possible, but unstated, consequence of the

Charter would have been to cause production costs to rise throughout

Canada. The ability of lower-income, lagging areas to compete with the

most productive ones would accordingly have been reduced. Poorer re-

gions would have been denied the power to compete with prosperous

ones through lower wages, lower taxes or fewer environmental ameni-

ties. The demand for common standards come from interest groups in

the most developed and prosperous urbanized regions of the country

such as southern Ontario, the Montreal area and B.C. Union members

and long-established plants in industrialized areas tend to support

these initiatives. This is of course the reason many interest groups are

keen to constrict the North American Free Trade agreement with

environmental and labour regulations. Such regulations would keep

Mexico from exploiting its competitive advantages.

Consider for instance the impact of imposing uniform affirmative

action policies and collective bargaining rules throughout the Canadian

common market. By raising labour costs by a larger percentage in lag-

ging areas, these measures act as specific taxes on labour in less produc-

tive provinces. As labour becomes more expensive relative to capital,

each unit of output produced in those regions is produced with less la-

bour and more capital. But the inflow of capital is also reduced as the
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overall level of productive activity declines. In transforming regions of

low labour productivity into high-cost areas, labour regulations can

thus be seen as tariffs on the importation of capital into provinces that

need it most. Similarly, extending common environmental standards to

less developed provinces raises the cost of doing business in those loca-

tions and causes declines of capital inflow into those places, just like ad-

ditional tariffs on capital imports. In a similar fashion, imposing

standardized health and welfare services on all employers across the

Canadian common market results in relatively higher costs in poorer

areas.

The distortionary impact of the widespread regulation of entire

economic sectors by the federal government should not be less evident

than that of “social” regulations discussed above. They all hamper the

regional specialization of resources. Among the most prominent cate-

gories of federal regulatory measures that act as interprovincial trade

barriers, specific mention should be made of the fisheries and freight

rate regulation, energy policies and exploration incentives, agricultural

marketing boards, telecommunication regulations, the various condi-

tions attached to business subsidies, and others.

Distortions indirectly caused by
federal policies

The redistributive policies of the federal government foster resistance to

necessary local adjustments in a second way. By releasing provinces

from the consequences of their decisions, central subsidies and regula-

tions encourage provincial governments themselves to show little con-

cern for adopting adjustment policies. Equalization payments,

established programs and central regulatory measures mostly serve to

shield provincial administrations from the consequences of raising in-

terprovincial barriers and raising the costs of production in their own

province. These central actions reduce the pressures that provinces

would otherwise feel to govern efficiently. Provincial governments in

our federation have been able to indulge in distorting practices mostly

because the federal authority has proven adept at shifting the cost of

their policies to outside taxpayers or consumers and at neutralizing the

federalist adjustment process. Indeed, the more inefficient the

provinces are, the more they are compensated by the central authority.
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Empirical measure of
interprovincial barriers

The limited information available for the direct measurement of inter-

provincial barriers is more in the nature of descriptive and qualitative

evaluation than of quantification. In a study sponsored by the Ontario

Economic Council in 1983, a number of analysts did provide an overall

survey of the likely consequences of trade barriers but again with little

in way of quantification. Trebilcock et al
7

conclude their assessment of

provincially induced barriers to the mobility of goods, of persons and of

capital with the statements that “their [interprovincial trade barriers]

economic consequences remain difficult to quantify,”
8

and that “no

data exist on how large an effect on the labour force these restrictions

(on personal mobility) have.”
9

On the other hand in listing and describ-

ing the various provincial policies, these authors provide a useful and

comprehensive picture of the numerous provincial policies and prac-

tices which restrict mobility. It is revealing that their overall assessment

should conclude with the following statement: “In fact, it is difficult to

predict that central or unitary governments will be less prone to distort

internal trade flows than lower levels of government. The evidence

presented in this book suggests the opposite.”
10

In the same collection of papers on interprovincial barriers to trade,

Whalley
11

extends the analysis to an evaluation of both provincially and

centrally imposed barriers to interprovincial flows of goods and factors.

He also discusses the theoretical concept of distortion in terms of re-
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8 Ibid., p. 267.

9 Ibid., p. 291.

10 Ibid., p. 558.

11 John Whalley, “Induced Distortions of Interprovincial Activity: An Over-
view of Issues” and “The Impact of Federal Policies on Interprovincial Ac-
tivity,” in Michael J. Trebilcock et al., Federalism and The Canadian Economic
Union, University of Toronto Press, Toronto, 1983, Ch. 4, pp. 161-200 and
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source misallocation among provinces, as opposed to misallocation

within provinces. Only policies that discriminate against one or more

provinces are deemed to distort interprovincial flows. Only such poli-

cies are said to impede trade between Canadian regions. In suggesting

that trade barriers imply dissociation of interprovincial prices from

their costs, we have implicitly retained a similar concept of distortion.

On the other hand we focused on the fact that provincially induced dis-

tortions impose a burden only on the residents of the implementing

province. By contrast, when distortions between provinces are centrally

induced, their cost is shifted to the Canadian economy as a whole by vir-

tue of the fact that central regulatory and budget programs are imple-

mented at the overall Canadian market level.

Whalley undertakes a survey of the most important interprovincial

distortions imposed by both provincial and federal policies. His method

consists in first evaluating the size of interprovincial trade flows in

goods and services, in labour and in capital. By then assuming a likely

range of distortion rates and provincial import elasticities, he concludes

that “losses from interprovincial distortions of goods flows in Canada

are small,”
12

ranging from less than one-fifth of 1 percent of GNP for

1974 to 1.5 per cent per year. “An annual welfare cost in the region of

0.06 per cent of the labour bill would result, an insignificant welfare

cost.”
13

As for distortions of capital flows, “an educated guess could be

that the annual welfare costs are unlikely to exceed those for labour dis-

tortions.”
14

A more recent and limited attempt was made at measuring the costs

of interprovincial trade barriers by the Canadian Manufacturers’ Asso-

ciation
15

(Table 1). Procurement policies by Ottawa and the provinces

are assumed to have increased the costs of goods and services these gov-
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ernments purchase by 5 percent. It should be underlined that this figure

includes the federal government’s own purchases. These purchases

make up 20 percent of all public purchases and systematically discrimi-

nate on the basis of regional criteria. Other barriers for which cost esti-

mates are offered in the CMA study include those on beer and wine,

which is said to amount to some $500 million in 1990 and, more impor-

tantly, agricultural barriers, which imposed a cost of some $1 billion in

1990. In these last two cases, provincial restrictions on trade within Can-

ada could not long survive without support from the federal govern-

ment in the form of quotas against foreign competition, nor without the

organization of the national agricultural cartel by Ottawa. Our estimate

is that roughly $2.5 billion in costs, or close to 40 percent of the barriers

identified in the CMA study, are directly ascribable to exclusive action

by the federal government.
16

Table 1: Estimated Benefits From Single Market

(in millions of dollars)

More efficient government goods procurement $2,500

More efficient government services procurement $2,500

Removal of trade barriers affecting beer and wine $500

Removal of agricultural trade barriers $1,000

Estimated Total Savings $6,500

Source: Canadian Manufacturers’ Association, Canada 1993, p. 4.
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In contrast with the Whalley results quoted above, the gains realized by
beneficiaries (mostly producers) are not subtracted from these numbers.

16 It is here assumed that 20 percent of public purchases of goods and services
are made by the federal government. Interprovincial price distortions of
agricultural goods and beer are entirely ascribed to the federal government
on the basis of its unique power to close the Canadian market to foreign
competitors. It is not without interest that this key role of the federal gov-
ernment in balkanizing Canada was not even alluded to in media reports,
when the CMA study came out.



The CMA calculations focus on procurement practices and on the

federal government’s role as enforcer of the national cartel in two sec-

tors: alcohol and agriculture. To realize that the federal government acts

as the enforcer of the cartel of provincial agricultural marketing boards,

simply imagine that the control of supply in the milk, egg and poultry

sectors were left entirely to the provinces, with no quotas set by the fed-

eral government against imports of those products from abroad. In-

stead Canadian food processors would be competing in a single

Canadian market and would remain free to purchase their supply from

agricultural producers in the cheapest province. Agricultural supply

management by the provinces in those conditions could not long be sus-

tained.

The thrust of the analysis pursued in this paper is that distortionary

procurement, of the type analyzed by the CMA, is just a part of the

trade-barrier picture. The central government also discourages trade by

dissociating provincial prices from costs in more fundamental ways. It

does so through the central supply of uniform public services across the

country, equalization and shared-cost payments to provinces and cen-

tral regulation of entire sectors of the Canadian economy. It is these

costs of which Table 2 tries to give us some impression.

The idea behind Table 2 is to measure roughly what government

spending is likely to reduce the flow of trade in goods and factors. We

can then speculate, based on this figure, how much Canadians may be

suffering as a result of discouraged interprovincial trade. This table is

not the result of a detailed and microscopic examination of spending

programs. What it seeks to accomplish is first to provide a broad outline

of federal expenditures depending on whether they are national or

non-national in scope and impact. Our purpose is to identify federal

fields of intervention that are of a national public-good nature and

nondistortionary as opposed to expenditures that provide regional, lo-

cal or private services. Actually we have separated out as

non-distortionary seven government tasks where inter-regional

spillover effects are most pronounced and as such they might call for

central supply or some sort of national harmonization. These are de-

fence, external affairs, immigration, Indian affairs, Veterans affairs,

medical research, and science and technology.
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Table 2: Federal Spending with or without Interprovincial

Distortions (in millions of dollars)

1960 1990

1. Expenditures in the nature of

a national public good* $1,677 $23,575

2. Distortionary expenditures 2,483 76,907

3. Total federal expenditures** 4,160 100,482

4. % distortionary

(Line 2 as % of line 3) 59.7 76.5

*As explained in this paper, federal expenditures assumed to be of a pub-
lic-good nature and nondistortionary include Medical Research Council, De-
fence, Immigration, Indian Affairs and Northern Development, External
Affairs, Veterans Affairs, Industry, Science and Technology.
**Excluding public debt charges and the category “other.”

Sources: Federal Expenditures for 1990: The National Finances 1991, Canadian
Tax Foundation, 1992, Table 6.6, p. 6:11. Federal Expenditures for 1960: The Na-
tional Finances 1960-61, Canadian Tax Foundation, Toronto, 1960, Table 1, p. 2
and Table 22, p. 36.

Table 2 suggests that in 1990, in excess of three quarters of federal

expenditures were regionally distortionary in nature ($76,907 million in

Table 2). Included in this classification of distortionary spending are all

federal programs which cause publicly-supplied services to be stan-

dardized across Canada, directly or through subsidies to provincial

suppliers.
17

For in the absence of such homogenizing action by Ottawa,
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economic agents regarding their investment and their person. V. Dickson



some provinces would have offered more of those services to their resi-

dents, others less. By the analytical concept of balkanization, all such ex-

penditures dissociate provincial prices from costs. They imply

interprovincial transfers. They are made irrespective of their locational

profitability and in that respect act as trade barriers in preventing capi-

tal and people from moving to their most productive location. Arbi-

trarily assuming, as the CMA study does, that these implicit distortions

in regional prices imply a net loss of 5 percent to taxpayers and consum-

ers, their cost would amount to some $3.8 billion in 1990. By compari-

son, the procurement budgets of the provincial governments amounted

to some $80 billion, which implies a cost of $ 4.0 billion to taxpayers and

consumers.
18

Furthermore, our theoretical argument suggests that this quantita-

tive measure of distortions originating in provincial budgets grossly ex-

aggerates the provincial role in balkanizing the Canadian economy.

Provincial governments cannot affect interprovincial prices. They are

able to carry on their distorting practices mostly because the federal

government applies itself to sterilizing the local economic cost of ineffi-

cient provincial and municipal policies. Inasmuch as the central provi-

sion of public services, as well as shared-cost programs and federal

regulations, release provincial authorities from concern about the cost

of their policy options, one can validly ascribe to the federal govern-

ment a large share of the $80.0 billion in distortionary expenditures for-

mally made by the provinces. The point is that federal budgets and

regulations act as enforcers of implicit collusive agreements between

the provinces.

Another significant result revealed in Table 2 is the trend in the

magnitude of federal distortionary expenditures over the last thirty

years. As a result of the increasing federal involvement in the direct or

indirect supply of divisible public services, the share of its expenditures
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18 The accounting above implies a loss both when the federal government
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inefficient procurement. This procedure leads to some double counting,
and the above estimates should be seen as upper bounds.



which can be classified as geographically distortionary has risen from

less than 60 percent in 1960 to more than 76 percent in 1990. Considering

that the public sector share in the economy has skyrocketed from less

than 30 percent to some 47 percent of GNP, these results reveal a great

deal about the negative effects of our overcentralized regime.

Distortionary interprovincial
barriers as a measure of
centralization

The analysis pursued above can help clarify a question which is hotly

debated in academic and political circles in Canada. Conventional wis-

dom in our country has it that the Canadian governmental structure is

overly decentralized, and increasingly so. Proponents of this view point

out that the ratio of provincial and municipal spending to government

spending has been rising since 1960. Table 3 shows that the share of fed-

eral spending in the public sector budget as a whole has declined from

50.5 percent in 1960 to 40.1 percent in 1990. This gives the very strong

impression that the role of local and provincial governments has grown

over the last three decades.

As a measure of centralization, these figures are misleading. Ob-

served trends in federal and non-federal budgets are a poor indicator of

the effective division of powers in Canada for two reasons. The first one

is legal: the provinces were induced by centrally-devised financing ar-

rangements into embarking on social programs which followed a na-

tional standard. Provinces have increased their expenditures in reaction

to the incentives incorporated into national programs, such as cost shar-

ing by the federal government. Provinces who would not take part in

the movement were financially penalized. Over the years, several prov-

inces, not only Quebec, have resisted the extension of federal activism

into constitutionally provincial fields such as higher education, health

and pension services, with little success.

Let us take a summary look at the sources of budget growth since

the late ‘50s. A simple listing of the main initiatives proves quite reveal-

ing: hospital insurance (1958), technical and vocational training (1958),

the Trans-Canada highway project (in the 1950s), the social assistance

program (1967), post-secondary education (1967), health insurance

(1968), regional policies in the 1960s and 1970s and the National Energy
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Program of the 1970s and early 1980s. The aforementioned programs

contributed most of the growth in public expenditures and they were all

transformed into “national” programs at the initiative of the central

government. To a large extent the budgets of the provinces were shaped

by centrally-determined arrangements. None could afford politically to

abstain from embarking on the programs. In this sense, then, changes in

relative expenditures of provinces and the federal government are a

poor measure of the degree of centralization in Canada.
19

It may there-

fore be argued that there have been effective if not formal constitutional

changes in favour of centralisation in Canada in the last three decades.

Table 3: Total Government Expenditures, 1960 and 1990

1960 ($ Millions) 1990 ($ Millions)

Federal* $5,752 $125,081

Provincial and Municipal** 5,645 187,201

Total 11,380 312,172

% Federal 50.5 40.1

*Excluding grants made by the Federal to other Governments, to Hospitals and
to CPP and QPP.
**Excluding Grants from Provincial Governments to Municipal Governments,
to Hospitals and to CPP and QPP. Includes Expenditures of Provincial and Mu-
nicipal Governments, as well as Expenditures by Hospitals and CPP and QPP.

Source: The National Finances, 1991, The Canadian Tax Foundation, Toronto,
1992, Table 3.13, p. 3:14.
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The fatal weakness in measuring decentralization by observed

trends in budgets is that the approach rests on a can-do-no-wrong view

of government in general, and of central authorities in particular. It

leaves unaddressed the problem of state monopoly and the attraction of

centralism: a systematic bias in favour of more central power follows

from the textbook depiction of central governments as entities con-

cerned only with pursuing the common good. Once a central authority

is perceived to embody the collective will, it is impossible to imagine

that a federal structure is superior to a unitary regime. No analytical ba-

sis then exists for opposing central administrations entrusted with the

task of supplying all public services, local, national and supra-national.

Purely administrative decentralisation then suffices to satisfy the re-

quirements of scale economies.
20

Harmonization: a menace
to federalism

Harmonization is defined as the action of converging toward similar tax

structures, similar expenditure programs and identical regulatory

rules, on the part of all government authorities in a common market. It is

generally believed that harmonization is good because it reduces dupli-

cation of administrative levels. Duplication is alleged to add only to

costs, not to services. This view rules out the benefits that can flow from

allowing governments to compete with each other. In a market econ-

omy, multiple suppliers are considered desirable and necessary. Multi-

plicity generally implies a broadening of the range of choices. At least,

the alleged benefits of harmonization should be weighed against the

cost of increased monopoly power.

To understand the anti-competitive view of government most peo-

ple favour, it helps to look at the two different perspectives on how gov-

ernments work that solicit the allegiance of economists. The standard

textbook assessment of the removal of trade barriers within national

common markets concentrates on the distortions likely to ensue from

non-harmonized provincial tax and regulatory regimes. One school be-
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lieves that provincial governments should not impose significantly dif-

ferent taxes because supply and demand in open economies are price

elastic. Harmonization is alleged to be desirable because it makes it

harder for taxpayers and regulated agents to avoid the displeasure of

bearing the burden of these measures, by shifting their purchases, their

savings and their persons to more clement provinces. Decentralized re-

gimes allegedly induce economic distortions, because in their attempt

to avoid unfavourable tax and regulatory treatment, citizens can shift

their resources to less heavily taxed jurisdictions. Since the national

common market confers more price elasticity on a large number of pro-

vincial economic activities, more coordination between provinces is

called for. For instance, mobile members of the labour force are in a posi-

tion to avoid provincial residence taxes, owners of capital are able to

move away from investment taxes and consumers escape provincial

sales taxes by buying from other provinces. Strong downward pres-

sures are exerted on provincial sales taxes. In the orthodox, conven-

tional perspective those consequences are undesirable.

It is striking that efficiency in this framework is seen as synony-

mous with maximum government revenue. The maximum revenue

goal is standard among analysts of optimal taxation. It is most explicit in

a recent paper, in which it is flatly stated that “the objective of each gov-

ernment is taken to be the maximisation of its tax revenue; all subse-

quent references to optimality and Pareto-efficiency are to be

interpreted in that sense.”
21

In the more realistic view of governments as redistributors rather

than producers of wealth, the overlapping of functions between levels

of governments and its complement, harmonization, are to be avoided

inasmuch as they serve as excuses for suppressing tax competition and

for intruding into provincial responsibilities by the central authority. By

contrast, a province that would dare to encroach on the jurisdiction of

the central national authority (for instance by opening missions abroad)

would be enhancing competition between governments. As the burden

of such initiatives in an open provincial economy is assumed by the pro-

vincial population concerned, the initiative has the best chance of satis-
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fying real preferences. If not, it is likely to be temporary in nature. On

the other hand, centrally setting the priorities and goals of, say, provin-

cial environment policies, or coordinating provincial agricultural mar-

keting boards, do away with competition by removing any option the

population might have had of moving to another region or of seeking a

cheaper supply in a neighbouring province.

The truth is that policy harmonization does not require centrally co-

ordinated action. When it serves the provincial community, harmoniza-

tion between provincial programs, taxes and regulations occurs

spontaneously through the competitive market pressures arising from

the inter-regional mobility of resources. Through the invisible hand of

inter-government competition, provincial levels of taxation and regula-

tion tend to converge across the national common market, especially

those affecting capital, the most mobile factor. Provincial and local taxes

evolve towards taxing people in proportion to the benefits they receive.

Harmonization is thus deplorable or desirable depending on whether it

is imposed from the top by centralization or whether it proceeds from

decentralized choices. The first version cartelizes the provinces, the sec-

ond expresses freedom and competition. Duplication of a central gov-

ernment function by a provincial or local authority may prove

beneficial; duplication of a regional function by the central authority

threatens competition and is detrimental. Within the perspective of

competitive federalism, coordination mechanisms have nothing to do

with true federalism. They are even harmful to this system inasmuch as

they are used to legitimize the cartelization of the provinces and to

strengthen centralist tendencies.

In no way does this mean that the institutionalized participation of

provincial or local regions in central policy determination should be

condemned in a democratic system. It may well be one desirable ele-

ment of the political decision-making process of the central govern-

ment. But decision-making in this arrangement remains central in

nature and as such goes against the federalist logic. Whether tax, bud-

getary or regulatory standardization results solely from the federal par-

liament, or from the interaction of central and provincial authorities, it

still suppresses competition between governments as long as it applies

uniformly to the entire Canadian common market. In the dichotomy of

mechanisms assumed as instruments to reveal preferences for public

goods, harmonization arrangements belong to the central voice process
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rather than the exit mechanism. And any measure which aids in harmo-

nization, such as the balkanization of the internal economy, can have

unfortunate consequences for economic prosperity.

Conclusion

This essay has argued that the federal government has been largely re-

sponsible for the interprovincial trade barriers we now find in place

throughout the country. When a province puts up a barrier to protect

some interest group such as farmers, or construction workers, it is doing

itself harm. The provincial economy as a whole suffers, even if certain

special interest groups benefit. But provinces would be less able to im-

poverish themselves in this way if they did not have the federal govern-

ment to bail them out. Provincial politicians are sheltered in part from

the consequences of making bad economic decisions because federal

supply, transfers and regulations sterilize the cost of their decisions.

Without the federal government to shroud the effects of these bad

provincial decisions, consumers could more easily get their supply

from outside sources, while some voters would leave, taking with them

their skills and their capital. This would result in lower provincial tax

revenues, to the point where each province would provide its residents

with services in line with the taxes its people pay. This policy competi-

tion is less likely in an economy where regional actions are neutralized

in ways that cuts the link in each province between the government ser-

vices people receive and the tax and regulatory cost of those services.

Dissociation of the cost of a service from its value means that resources

in the Canadian economy do not move to their most productive use.

This dissociation, which largely is made possible by the federal govern-

ment, is a major form of interprovincial trade barrier.

Interprovincial barriers may be costing Canadians billions a year in

foregone economic opportunities. The exact measurement of this mag-

nitude needs further research. The main impression I wish to leave the

reader with is that interprovincial trade barriers come in subtle guises,

and that the federal government’s regulations, transfers and programs

are largely responsible for the continued existence of such barriers.
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WHILE CANADA HAS OFTEN BEEN LABELLED a “nation of immigrants,”

the fact remains that interprovincial mobility is a much more im-

portant source of regional population growth than is immigration. Re-

gional population growth from migration, for example, is about

two-thirds attributable to interprovincial migration and one-third to in-

ternational migration (Table 1). Such interprovincial mobility is a key

ingredient not only for “nation building” but also for labour market pol-

icy and for our ultimate ability to compete internationally.

The dramatic changes that are occurring in the Canadian labour

market are creating pressures to increase barriers to interprovincial la-

bour mobility. An example is the bitter dispute between Ontario and
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Table 1: Relative importance of domestic and international

migration (1981-1986)

Province/

Territory

Total im-

migration

Numbers by source % by source

Other

provinces

Other

countries

Other

provinces

Other

countries

CAN. 1,388,395 924,495 463,900 66.6 33.4

NFLD. 18,765 17,090 1,675 91.1 8.9

P.E.I. 10,370 9,480 890 91.4 8.6

N.S. 62,880 54,985 7,895 87.4 12.6

QUE. 139,350 66,915 72,435 48.0 52.0

ONT. 506,850 285,525 221,325 56.3 43.7

MAN. 75,995 56,680 19,315 74.6 25.4

SASK. 63,575 54,695 8,880 86.0 14.0

ALTA. 233,280 177,290 55,990 76.0 24.0

B.C. 221,290 151,680 69,610 68.5 31.5

YT. 4,900 4,620 280 94.3 5.7

N.W.T. 9,570 9,010 560 94.2 5.9

Source: Statistics Canada, Mobility Status and Interprovincial Migration, 1986 Cen-
sus, No. 93-108, 1985.

Quebec over each other’s preferential hiring practices for public sector

projects.

Substantial adjustment is occurring in the Canadian labour market,

emanating from such interrelated factors as global competition, free

trade, technological change and industrial restructuring. In such cir-

cumstances, it is tempting for governments and interest groups to in-

crease barriers to interprovincial labour mobility, in the hope of

preserving jobs and incomes that are otherwise threatened by competi-

tive pressures. This temptation is fostered by the growing importance of

provincial governments and by the increased emphasis on decentral-

ization. Unfortunately, these pressures to increase the barriers to inter-

provincial labour mobility are coming just at the time when there is also

the greatest need to reduce such barriers.
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The purpose of this paper is to analyze the barriers to interprovin-

cial labour mobility in Canada. First, such barriers are documented, fol-

lowed by a discussion of the growing need to reduce them. The

determinants of interprovincial labour mobility are then analyzed,

emphasising the role of artificial barriers to mobility. This is followed by

a discussion of the effects of interprovincial labour mobility and hence

of the implications of reducing such barriers. The paper concludes with

a summary and some observations on the importance of reducing the

barriers to interprovincial labour mobility.

Barriers to interprovincial
labour mobility1

In analyzing the barriers to interprovincial labour mobility, it is impor-

tant to make a distinction between natural, economic barriers and artifi-

cial barriers imposed by law and regulation, although sometimes the

distinction is blurred. Distance, and cultural and language differences,

are natural economic barriers to mobility, although the language differ-

ences can be affected by laws and regulations. The artificial barriers that

are the subject of this chapter include professional occupational licens-

ing, government occupational licensing of trades, preferential hiring

practices, income security programs, education and language require-

ments, and employment standards legislation. These artificial barriers

to mobility are the proper subject of policy analysis precisely because

they are subject to policy control.

Professional occupational licensing and
certification

Self-governing professions are usually given the power to set standards

with respect to who practices in that profession. Some, like medicine

and law, determine who has the exclusive “right to practice” (occupa-

tional licensing) while others have a more limited power to determine
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who receives the “exclusive right to title” by being given a particular

certification (occupational certification), even though others can do the

work without the certification.

The professions themselves are given this power because they are

assumed to have the information to determine minimal quality stan-

dards in order to “protect the public,” usually done in situations where

the general public cannot be expected to have enough information to

evaluate the quality of the service, they are infrequent users, and the ef-

fects of a bad decision can be severe. The problem, of course, is that the

professions may have an incentive to restrict entry so as to artificially

sustain salaries—a problem that is particularly severe because they can

also influence the demand for their services.

Interprovincial mobility in the professions is inhibited by a variety

of aspects pertaining to occupational licensing and certification. Differ-

ent requirements with respect to such factors as education, “intern”

training, licensing examinations, and even provincial residency periods

can make it costly for migrants to “re-qualify,” especially when there is

a lack of reciprocity across provinces. As indicated by Trebilcock,

Whalley, Rogerson and Ness (1983, p. 273) “Out-of-province transfers

are commonly subject to standard admissions criteria which impose

upon experienced professionals the requirement of completing licens-

ing courses and examinations and redoing their apprenticeships re-

gardless of their experience. Often an arbitrary number of years of

practice is made a pre-requisite to seeking a licence.”

An example of a seemingly arbitrary restrictions on a profession

(and there are many more in this vein) are the restrictions that certain ac-

countants face. In about half the provinces certified general accountants

can audit the books of publicly traded companies. In the other provinces

only chartered accountants can do this. One Quebec accountant com-

plained that “I lost clients who went and set up businesses in Ontario

where we have no audit rights so we couldn’t continue to serve the cli-

ent” (Alan Swift, CP wire service, July 28, 1993). Ironically, as part of the

Free Trade Agreement between Canada and the United States, char-

tered accountants and certified accountants have equal rights in both

countries.
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In spite of the strong self-regulatory aspect of the professions, gov-

ernments can also impose their will. In the summer of 1993 the Ontario

government declared its intention to reign in medical costs by refusing

to license new doctors educated outside the province. This is an exam-

ple of how a desperate government looking for an easy solution to fiscal

problems can use its power over licensing to block labour mobility.

Government licensing and certification
of trades

Licensing and certification may also be done by different levels of gov-

ernment usually for particular trades or occupational groups such as

electricians, plumbers or hairdressers. Almost one-third of the

craftworkers in production jobs are licensed. The province of Ontario,

for example, licences some 33 trades, and has delegated the power to

municipalities to licence more than 60 others (Trebilcock, Kaiser and

Prichard, 1979, p. 118).

Interprovincial mobility is restricted by lack of uniformity both in

the requirements for the licence and in the types of trade that are li-

censed. As well, there is a lack of full reciprocity in recognizing qualifi-

cations from other provinces. Residency requirements and even higher

fees are occasionally imposed on non-residents.

A substantial degree of uniformity has been obtained through the

voluntary Red Seal or interprovincial standards program co-ordinated

by Employment and Immigration Canada. Reciprocity is obtained

through the “mutual recognition” of qualifications across participating

provinces for tradespeople who have passed a common exam. The pro-

gram is generally recognized as a successful vehicle for harmonization

of standards in this important area, and it has been labelled a “model of

flexibility and cooperation” (Watson, 1983). However, it is not univer-

sal, since not all trades are covered across all provinces. And one may

question of how much use uniformity is when provincial governments

give preference to hiring workers from their own province, as the next

section describes.
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Preferential hiring

In the public sector, governments often give preference to the hiring of

local residents as public employees. Also, preferential procurement

practices in their contracting process may apply to services as well as

goods, thereby affecting mobility both directly and indirectly. Todd

Rutley (1991) of the Canadian Manufacturer’s Association estimates

that preferential procurement costs residents of the province being

“protected” roughly $5 billion a year more than they would pay if gov-

ernment simply bought its goods and services from the cheapest

suppliers.

Preferential hiring practices may be the biggest of all barriers be-

tween the provinces. The main disputes are between Ontario and Que-

bec, and the Maritimes and Quebec. Quebec has rules which encourage

municipalities to buy buses from Novabus of St-Eustache over buses

from Ontario Bus Industries, and New Flier Industries of Winnipeg.

Quebec is almost closed to contractors and manufacturers of building

material who do not have their principal place of business in the prov-

ince. This cuts Ontario contractors out of the roughly $14 billion a year

Quebec market. In the summer of 1993, Ontario “retaliated” cutting

Quebec contractors out of about $8 billion of Ontario government pub-

lic works spending, and by discouraging Ontario communities from

buying Quebec-made buses (Globe and Mail, September 28 1993, pp.

B1-B2).

Governments have also imposed preferential hiring practices in the

private sector, especially through the granting of permits for natural re-

source projects or construction. Examples include: federal pipeline pro-

jects; the Newfoundland oil and gas industry; mineral exploration

permits in Quebec; and Northern Development projects in Saskatche-

wan. As indicated in Milne (1987, p. 4):

Newfoundland has a registry of workers giving
Newfoundlanders first preference on jobs associated with pe-
troleum and gas exploration. Quebec gives preference to Que-
bec labourers and mining engineers when issuing mineral
exploration permits. A northern preference hiring clause in
lease agreements in Saskatchewan requires that 50 per cent of
the staff be residents of Northern Saskatchewan. In Alberta, all
projects requiring Industrial Development Permits, Forest
Management Agreements or Coal Development Permits must
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give preference to Alberta labourers. In both Quebec and Nova
Scotia public service legislation gives preference in recruiting to
their own residents.

Legislation in the Quebec construction industry requires that em-

ployers provide preferential hiring on the bases of a combination of an-

nual hours worked and region of residence. With respect to the regional

dimension, preferential hiring is given to local employees, then to em-

ployees from outside the region, with out-of-province employees not

being allowed to work at all unless no employees are available from

within the province.

Unions that act as hiring halls, mainly in the construction industry,

also give preferential treatment to local members. This can apply to

workers under the Interprovincial Red Seal program as well. While this

preferential hiring under the hiring hall can deter mobility, it is also the

case that the hiring hall can enhance mobility by providing information

on jobs available elsewhere.

Income security programs

While providing important income support, income security programs

can also deter mobility through a variety of mechanisms such as resi-

dency requirements, limits on portability and differences in benefits.

They can also affect mobility, however, by providing the income sup-

port that enables some people to be able to afford not to move, and

others to cover the cost of a move.

Unemployment insurance can discourage mobility out of high un-

employment regions, especially when regionally extended benefits are

involved. Although formal residency requirements do not exist because

it is a federal program, people who move may lose their eligibility if the

move is interpreted as making them less available for work.

While welfare is under provincial jurisdiction, the federal cost shar-

ing arrangements prohibit requirements with respect to periods of resi-

dency. Administrative practices, however, may give preferences to

residents, especially when administered by municipalities. This can

also be the case with respect to eligibility for subsidies or assistance in

such areas as housing, senior citizens lodgings, health care or prescrip-

tion plans.
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Sometimes welfare programs can actually promote mobility. In the

summer of 1993 the newly elected conservative Alberta government re-

duced certain welfare payments. Since then roughly 1,000 welfare re-

cipients have been moving to British Columbia each month to partake of

welfare payments which they believe to be more generous. Such mobil-

ity is of questionable value as the incentives driving people to move

have nothing to do with how productive they will be in the new work-

place, if work is ever found.

Public pension plans, namely the Canada and Quebec Pension

Plans, are portable, so they do not restrict mobility. Private occupational

pension plans, however, can deter mobility by not being fully vested, in

which case an employee losses the employer’s contribution upon leav-

ing. As well, the employer’s and the employee’s contribution may be

“locked-in” until the normal retirement age, if the employee leaves

prior to that age. Transferability of full pension benefits is usually lim-

ited to reciprocal arrangements amongst certain employers or in

multi-employer collective agreements. While such a lack of portability

can deter mobility, this must be traded off against any positive effects on

deterring unwanted turnover.

Education system and language

Barriers to the interprovincial mobility of labour may also exist through

the education system. At the elementary and secondary school level,

parents may be inhibited from moving because non-standardized cur-

riculum or testing means that students may not be given full credit for

education elsewhere. Differences in the grade levels required for gradu-

ation from high school may also create complications.

At the university level, mobility across provinces may be deterred

by implicit or explicit quotas, especially in certain professional areas, as

well as by reduced access to financial assistance.

Quebec’s language legislation under Bill 101 may deter mobility

into that province by requiring that education and other services be in

French. Similarly, the unavailability of education or other services in

French outside Quebec may deter mobility out of that province.
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Employment standards

Since labour issues are under provincial jurisdiction, considerable dif-

ferences can and do exist across the provinces with respect to various la-

bour standards policies: minimum wages; hours of work and overtime;

layoffs and dismissals; human rights and anti-discrimination; occupa-

tional health and safety; and workers’ compensation. Some attempts

have been made at standardization or harmonization, especially in the

occupational health and safety area (e.g., the Workplace Hazardous

Materials Information System—WHMIS). In general, however, there is

substantial variation, just as there is with respect to collective

bargaining laws.

Such legislation may be an important determinant of business loca-

tion and investment decisions, and the lack of harmonization may pose

significant costs for employers doing business in different jurisdictions.

However, its direct effect on labour mobility itself is not likely to be sub-

stantial.

Growing importance of reducing
barriers

The same competitive forces (e.g. global competition, free trade, indus-

trial restructuring, technological change) that are increasing the politi-

cal pressure to erect further barriers to interprovincial labour mobility

(largely to preserve jobs) also increase the importance of reducing such

barriers so as to achieve the restructuring, specialization and economies

of scale that are necessary to create a strong, competitive domestic econ-

omy. In essence, a strong internal market is necessary to compete in ex-

ternal markets. The importance of internal labour mobility is enhanced

by the fact that the competitive pressures are creating adjustment prob-

lems on both the “upside” (e.g. skill shortages, job vacancies, retraining

needs) as well as the “downside” (e.g. plant closures, permanent job

losses, mass layoffs). Labour mobility can ease the adjustment by facili-

tating the reallocation of labour from declining sectors to expanding

sectors. This in turn can reduce unemployment as well as the structural

bottlenecks that inhibit efficiency and the ability to rapidly move into

new market opportunities.

By reducing such structural bottlenecks, and by facilitating the real-

location of labour from sectors of low productivity to sectors of high
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productivity, labour mobility is also a key ingredient of productivity

growth. Such productivity growth in turn is increasingly necessary for

international competitiveness. This connection between labour produc-

tivity and competitiveness has been emphasised in a variety of ways.

First, relatively high wage countries like Canada must compete on the

basis of a high-productivity, high value-added strategy rather than on

the basis of low wages, given that labour costs in countries like Mexico,

Taiwan, Korea, Hong Kong and Brazil, tend to be 15 to 20 per of those in

Canada.
2

Second, the competitiveness of developed nations like Can-

ada depends less on conventional factors like natural resources, physi-

cal capital, financial capital, access to markets, and even technology and

innovation—all of which are now increasingly available on an interna-

tional basis and easily diffused. Competitiveness depends more on de-

veloping market niches based on quality and service—factors that are

heavily influenced by the effective utilization of our human resources.

Third, Canada’s international competitiveness, especially since the

early 1980s, has increasingly been threatened by our poor productivity

performance—the worst of the G-7—especially relative to our major

trading partner, the United States.
3

These factors suggest that produc-

tivity is increasingly a key ingredient in competitiveness and the sus-

taining of high wages and good jobs. Reducing barriers to

interprovincial labour mobility in turn is a key ingredient to enhancing

labour productivity by facilitating the efficient allocation of labour to its

most valued use.

Labour mobility is also a key ingredient of a positive adjustment

strategy, in the direction of basic market forces, rather than away from

them. Canadian labour market adjustment programs, especially unem-

ployment insurance, have traditionally emphasised income mainte-

nance rather than retraining or mobility.
4

While providing important
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income support, such income maintenance programs can encourage the

retention of labour in declining sectors and regions. In the terminology

used by Trebilcock, Chandler and Howse (1990, p. 123), they encourage

the “stay” rather than “exit” option of adjustment. In contrast, pro-

grams like retraining and mobility facilitate the reallocation of labour

from declining to expanding sectors and regions, and thereby encour-

age adjustment in the direction of basic market forces. Such continuous

mobility is particularly appealing because it involves marginal adjust-

ments which, if consistently followed, reduce the need for

inframarginal adjustments which are likely to be more disruptive.

The importance of internal labour mobility is brought to the fore by

international developments, especially in the European Economic

Community (EC). In spite of the tremendous cultural, social and politi-

cal differences that prevail across the countries of the EC, there is the re-

alization that the free flow of labour between them is as important to

competitiveness as is the free flow of capital and goods. As such, the Sin-

gle European Act of 1986 was to eliminate barriers to the free flow of la-

bour as well as of capital, trade and services between member states by

1992. The elimination of barriers to labour mobility involved such pro-

cedures as the “mutual recognition” of educational and occupational li-

censing requirements (Springer, 1992; Thom, 1992). The ability of

countries like Canada to compete and bargain with such emerging trad-

ing blocs also requires the elimination of barriers to efficient labour mo-

bility. Surely what the EC is doing across countries is an attainable goal

within Canada.

The importance of reducing artificial barriers to labour mobility is

fostered by the growing realization that regulations ostensibly de-

signed to “protect the public interest” often protect those who are regu-

lated, as they “capture” the benefits of regulation.

In summary, the reduction of barriers to interprovincial labour mo-

bility has been increasingly emphasised for a variety of reasons: to deal

with both the downside and upside adjustment problems that are in-

creasingly affecting our labour markets; to ensure that the productivity

of our labour does not slip and so jeopardize our international competi-
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tiveness and the ability to sustain high-wage jobs; to foster labour mo-

bility as a key ingredient of positive adjustment in the direction of basic

market forces and to reduce the necessity of disruptive inframarginal

adjustments; to meet the competitive challenges posed by the free flow

of labour within the EC; and to achieve the benefits of deregulation in

general.

Determinants of internal labour
mobility: theory and evidence

Conventional economic analysis of the determinants of internal geo-

graphic labour market mobility regards such mobility as a human capi-

tal investment decision, determined by the costs and benefits of such

decisions. The labour market benefits are the wages and job opportuni-

ties. The costs include those involved in acquiring information about

the move as well as in making the move itself. Geographic mobility as-

sociated with labour market moves is also intricately tied to other deci-

sions about such factors as housing, language, schooling, family ties,

taxes and transfers, and so it is affected by the costs and benefits associ-

ated with these factors. Geographic labour mobility is usually a family

decision and hence is further complicated by the current dominance of

the two-earner family.

The empirical evidence
5

on the determinants of geographic labour

market mobility generally confirms the predictions of economic theory.

That is, mobility occurs from low wage, high unemployment regions to

higher wage, low unemployment regions, and it is negatively affected

by the distance and other costs of the move. Mobility is much higher for

younger people because of the longer benefit period over which they

can amortize the costs, as well as the lower costs associated with fewer

disrupted family ties, and lower forgone income if they leave a job, and

less likelihood of loosing seniority or pension benefits. The Atlantic and

Prairie provinces are the main sources of out-migration, while Ontario
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and British Columbia are the main destinations. Mobility into and out of

Quebec is lower than for most provinces, reflecting linguistic and cul-

tural differences.

What effect do the sorts of trade barriers discussed here have on la-

bour mobility? There is some evidence that transfer payments, espe-

cially those with a regional component (e.g., regionally extended

unemployment insurance and regional equalization payments) slow

down the process of internal migration (Courchene 1970; Economic

Council of Canada 1991b; Shaw 1985; Winer and Gauthier 1982).

The Economic Council of Canada (1991b, p. 43) provides evidence

indicating that the conventional net outmigration that characterized the

Atlantic provinces in the 1960 was reversed, becoming net inmigration

in three of the four provinces after the 1971 liberalization of unemploy-

ment insurance.

Winer and Gauthier (1982) indicate that the effect of UI on mobility

is sensitive to how the relationship is specified in the empirical proce-

dure. Osberg and Gordon (1991) discuss this ambiguity in the empirical

literature. Their own results, prepared for the ministry of Employment

and Immigration indicate that unemployment insurance does not usually

have a statistically significant impact on migration. They also find inter-in-

dustry mobility to be more prominent than inter-regional mobility.

While there is a considerable empirical literature indicating that oc-

cupational licensing enhances the income of those who are licensed,

there is less evidence on the effect of licensing on regional mobility. The

limited evidence that exists, based on U.S. data, indicates that occupa-

tional licensing reduces geographic mobility (Kleiner, Gay and Greene

1982; Pashigian 1979, 1980).

Impact of regional labour mobility

Labour mobility, like all market adjustments, clearly creates winners

and losers. Those who make the moves are clearly gainers—that is why

they move in the first place. Some mistakes will be made and some

moves will only be temporary—which is why there is a substantial de-

gree of return migration. However, on net, the movers are better off as a

result of the mobility.

The consequences of mobility are somewhat more complicated for

people in the receiving region as well as non-movers in the sending re-
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gion. By fostering mobility from low wage, high unemployment re-

gions, to high wage, low unemployment regions, regional labour

mobility should reduce the wage and unemployment differentials that

induced the mobility in the first place. This tendency towards conver-

gence or factor price equalization implies that there will be some losers

in the host or recipient region whose wages will be lowered by the influx

of substitute labour. These groups will tend to support the barriers that

otherwise discourage such mobility. On net, however, the recipient re-

gion gains because of the more efficient utilization of labour associated

with the mobility. Non-movers in the sending region should also gain

because the outward migration should reduce unemployment as well

as downward pressure on wages. In essence, migration is a positive

sum game, with the economic welfare of the country enhanced by the

more efficient allocation of labour. These efficiency gains also provide

the means to compensate the losers, for example through the retraining

of those who may lose their jobs because of inmigration.

These consequences of regional labour mobility are complicated by

a number of other factors. In situations where a provincial government

subsidizes education or training, there may be a “brain drain” problem

if these people systematically move to other regions. This is not a prob-

lem if the individuals themselves had paid for their education or train-

ing, since they would then simply be appropriating the market returns

to their human capital investment. The problem arises if the state pays

for some of the investment and then loses the return because of the geo-

graphic mobility of the individual.

Problems may also arise if mobility is induced by natural resource

rents that enable certain regions, for example, to provide more public

services and lower taxes.
6

Such fiscally induced migration may lead to

more in-migration than would otherwise be prompted by wage and un-

employment rate differentials and labour market efficiency consider-

ations alone. This may “depress” wages in the receiving region, given

the surplus of labour that has entered for reasons other than labour mar-

ket considerations. The long-run, general equilibrium properties of this

type of mobility, however, are difficult to establish. It is not clear, for ex-
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ample, that this is any different than mobility that is induced by any

other non-labour market consideration such as climate or cultural ties.

If this leads to low “compensating wages” being paid because of these

other amenities, then this should also prompt an influx of business to

take advantage of the lower wages and readily available supply of la-

bour. This, in turn, should increase wages and reduce unemployment.

The final equilibrium will reflect a trade-off of wages and employment

probabilities against a variety of amenities (and disamenities) that exist

inside and outside the labour market, reflecting the fact that mobility oc-

curs for reasons other than labour market considerations, and such mo-

bility is driven by total utility and not just wage and employment

considerations.

Sociological perspectives also often offer a different view of the effi-

ciency of geographic labour mobility. Myrdal, for example, emphasised

that outmigration typically involves the most skilled and able young

persons. This reduces the growth possibility of the region, leading to

further exodus. In essence, “decline begets decline” and a vicious circle

forms. This is in contrast to the economic perspective that would

emphasise that the most able are also the most highly paid, and that the

out-migration should raise wages of the “stayers” by reducing excess

supplies of labour that otherwise depress wages.

The new neoclassical growth theory (e.g., Lucas, 1988; Romer, 1986,

1990) also offers a potentially different view of the efficiency of migra-

tion, although the policy implications of that perspective have not yet

been fully developed and it has not formally been applied to the migra-

tion issue. According to that perspective, growth does not diminish as

labour flows in because the process of growth generates benefits be-

yond those accruing to the person who has moved. These general bene-

fits are called “externalities.”

In essence “growth begets further growth.” The higher productiv-

ity associated with the externalities and the interactions of migration to

growth centres can lead to polarization rather than convergence. Migra-

tion is still efficient—in fact, it fosters the externalities and interac-

tions—but it can lead to increasing inequality, rather than a

convergence of income across regions.

Clearly, theoretical considerations suggest that the expected impact

of regional labour mobility on the income of persons in the receiving re-

gion as well as on the income of “stayers” in the sending region is not a
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straightforward matter. Empirical evidence, however, suggests that

such mobility within a country tends to reduce the income and unem-

ployment rate differences that gave rise to the mobility in the first place.

This is the case in many of the Canadian studies on the determinants of

migration cited earlier.
7

The equalizing effect of regional mobility is perhaps most starkly il-

lustrated with respect to the large North-South wage differential that

prevailed in the United States and that led to substantial out-migration

of labour from the South and in-migration of firms to take advantage of

the low wage labour. By the 1970s, that wage differential had disap-

peared when comparisons were made for the same type of labour (i.e.

after controlling for human capital differences) and when comparisons

were made on the bases of real wage (i.e. controlling for cost of living

differences).
8

Summary and concluding
observations

Barriers to the interprovincial mobility of labour exist in various forms:

professional occupational licensing; government occupational licens-

ing of trades; preferential hiring practices; income security programs;

and education and language requirements.

Unfortunately, the dramatic changes that are occurring in the Cana-

dian labour market are creating pressures to increase barriers to inter-

provincial labour mobility just at the time when there is also the greatest

need to reduce such barriers. For example, Ontario has for several years

been going through a painful restructuring of its industrial base. Labour

has pressured the Ontario government for protection and one result has

been a move by the Ontario government to cut Quebec contractors and
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labourers out of the market for Ontario public works contracts. The new

restrictions will create roughly 3,500 jobs for Ontario workers, at an un-

specified extra cost for Ontario taxpayers (Globe and Mail, September 28

1993, pp. B1-B2).

Those concerned about economic progress have emphasized that

barriers to interprovincial labour mobility must be removed, for several

reasons: to deal with both the downside and upside adjustment prob-

lems that are increasingly occurring; to make sure our productivity per-

formance does not sl ip and jeopardize our international

competitiveness and our ability to sustain high-wage jobs; to foster la-

bour mobility as a key ingredient of positive adjustment in the direction

of basic market forces; to encourage marginal adjustments to reduce the

necessity of disruptive inframarginal adjustments; to meet the competi-

tive challenges posed by the free flow of labour within the EC; and to

achieve the benefits of deregulation. As the cost of moving and finding

jobs in other provinces fall, the artificial barriers to labour mobility be-

come relatively more important.

The importance of reducing barriers to interprovincial labour mo-

bility has been emphasised in a variety of recent forums. The recent Ad-

visory Council on Adjustment (1989) identified interprovincial barriers

to mobility, along with provincial standards and regulations and gov-

ernment procurement policies, as the significant barriers that would in-

hibit competitiveness and adjustment under the Canada-U.S. Free

Trade Agreement. This view has been echoed by The Canada West

Foundation (Duncan and Penner, 1989). The Canadian Manufacturers’

Association called for the elimination of barriers through a “Canada

1993” comparable to “Europe 1992” (Rutley, 1991). A recent Gallup poll

indicated that the removal of interprovincial barriers to trade was re-

garded as having a positive impact on competitiveness and the national

economy by slightly over half of all Canadians, with only about 15 per

cent regarding it as having a negative effect. Thirty per cent regarded

the removal of barriers as having a positive effect on their personal eco-

nomic situation, compared to 11 per cent who regarded it as having a

negative effect (Bozinoff and Turcotte, 1992).

The report on Canadian Federalism and Economic Union (1991, p.

19) cited earlier work by the Macdonald Commission indicating that in-

ternal trade barriers cost Canadians upwards of 1.5 per cent of GNP. Es-

timates from the Canadian Manufacturers Association place the cost at
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just under 1 per cent of GNP, or almost $1,000 for a family of four. The

report also states (p. 19) that

These estimates do not capture the costs associated with new ac-
tivity that is deterred as a result of the existence of barriers. For
example, existence of internal barriers—and the knowledge
that new ones can be introduced at any time—can deter Cana-
dian businesses and entrepreneurs from undertaking new in-
vestments based on the expectation of access to the whole
Canadian market. Similarly, the existence of internal barriers
may discourage international investors, who seek to locate their
plants in fully integrated markets, from bringing their
productive investments to Canada.

The importance of removing interprovincial barriers is strongly

stated in the report Canadian Federalism and Economic Union: Partnership

for Prosperity (1991): “At the heart of efficient economic union is the free

flow of people, goods, services and capital. This requires an absence of

internal barriers. As barriers to international flows are coming down

around the world, it is necessary now more than ever to address barriers

to efficiency in our own domestic market” (p. iii), and “It is a sad irony

that, in recent decades when considerable progress is being made in re-

moving barriers to the free flow of goods and services internationally,

the internal Canadian market still suffers from self-imposed internal

barriers” (p. 1). Reflecting this concern, the federal government in the

Throne Speech of April 1991 committed to work with the provincial

governments to eliminate internal barriers to the flow of labour, capital

and goods by 1995—a strengthening of the economic union.

While this strengthening of the economic union is regarded by many

as an important component of strengthening the political union, the ben-

efits of reducing barriers to interprovincial labour mobility exist inde-

pendently of the form of political union. In the difficult search for the

optimal balance of centralization and decentralization for different gov-

ernment functions within a federal system like Canada, reductions in

the barriers to interprovincial labour mobility will confer benefits irre-

spective of the balance that emerges. As well, all of the stake-

holders—labour, employers and consumers—can collectively gain by

reducing such barriers, though there are obviously some interest

groups who will experience short-run losses.
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These pressure groups will exert strong influence, however, since

the benefits of the barriers to interprovincial mobility are concentrated

in the hands of a few, while the more sizable costs are dispersed over a

larger population and often occur in intangible and indirect form.

These, of course, are the classic ingredients of how protective policies

are sustained even though their costs outweigh their benefits. As a re-

cent report for a Parliamentary committee on regulation stated while

looking at the broader picture of all regulations: “. . . the benefits of re-

form, in most cases, are widely distributed, but those who will be worse

off are smaller in number, often well organized and, proportionately,

stand to lose much more than those who will benefit from the reform”

(Standing Committee on Finance 1992, p. 208).

What is needed is the collective will and ability to eliminate the

“beggar-thy-neighbour” policies, the mutual reduction of which can

make us all better off. This applies to arms reductions, tariff reductions,

and reductions of the barriers to the internal mobility of goods, capital,

services and labour.
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Big Wheels Stalling:
How Bad are Barriers

to Transportation
Between the Provinces?

Norman Bonsor

THIS PAPER LOOKS AT THE IMPORTANT QUESTION of whether or not

there are barriers to interprovincial trade in the Canadian transpor-

tation sector, and if so, how serious they are. For the purposes of this pa-

per a barrier is defined as any artificial impediment faced by a supplier

of interprovincial transport services.1 In almost all cases, barriers to in-

terprovincial transport movements are directly due to rules and regula-

www.fraserinstitute.org

1 Taxation issues are not discussed in this paper. Both highway and rail car-
riers have argued that the tax load on Canadian operators is considerably
in excess of that faced by U.S. companies. The taxation issue is an impor-
tant one since any tax-induced increase in transportation costs will reduce
the movement of goods. It is, however, beyond the scope of this paper be-
cause it is not an interprovincial barrier to transportation in the true sense
(all goods and services encounter it to some extent.



tions enacted by governments. If cost-raising barriers are present,

transportation costs will be at a sub-optimally high level, thus reducing

the volume of trade between provinces and ultimately lowering real

incomes for Canadians.

Governments in Canada have a very long history of intervening in

transportation markets. Over the period from the early and mid-1930s

to the latter part of the 1980s, federal (in the case of the railways) and

provincial (in the case of highway trucking) governments have re-

stricted competition in Canadian transportation markets and imposed

other cost-raising regulations on carriers. Provincial governments, es-

pecially those in Western and Maritime Canada, have frequently com-

plained that high transportation costs threaten the economic well-being

of the provincial economies. Provincial complaints have been generally

aimed at federal policies that govern railway pricing. Rail rates are as-

serted to be “too high” and thus federal policies are responsible for

“high” transportation costs. But since the mid-1930s, provincial govern-

ments have created a bewildering hodge-podge of regulations govern-

ing the supply and provision of trucking services. Although

complaining that the federal government is the prime cause of the prob-

lem may make political mileage, there has been little recognition on the

part of the complainants that restraining or eliminating competition in

the highway trucking industry is itself directly responsible for creating

transportation costs that are “too high.”

The issue of artificial barriers to the movement across provinces is

not a trivial one given the transport intensity of the Canadian economy.

Although measurement is very difficult, it is apparent that Canada is

one of the most transport intensive economies in the world. The rela-

tively small population base, the large distances between major centres

of economic activity and the importance of natural resources in the na-

tional economy suggest the need for large expenditures on transporta-

tion inputs. Skoulas (1981), for example, estimated that operating

revenues for railway freight, airline freight, water freight and for-hire

and private trucking were close to 10 percent of gross national product.

The Canadian economy has frequently been characterized as being

small and (increasingly) open. It is, in effect, a “price-taker” for both im-

ports and export since Canadian producers do not have the power, indi-

vidually or collectively, to set prices for either imports or exports. It has

long been recognized that if a country (or a region in a country) is a
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price-taker with respect to both imports and exports, the presence of

transportation costs reduces the price received for its exports and raises

the prices paid for its imports. This means that the burden of transporta-

tion costs cannot be transferred to foreign sellers or buyers. The conse-

quence of an increase in transportation costs is that real wages and

resource rents decline (Anderson 1982). Analytically, transportation

costs have the same type of impact on real incomes as do tariffs, with the

important caveat that transportation costs are real while tariffs are polit-

ical.

The size and nature of
interprovincial trade in goods

It is very difficult to obtain reliable and current data on interprovincial

trade in goods. The most recent data, released in January 1993, is for

1988 (Statistics Canada cat. 11-010). The value of interprovincial trade in

goods totalled $89.35 billion. This is considerably smaller than the value

of international trade in goods, which equalled approximately $159 bil-

lion. Nonetheless, interprovincial trade in goods accounted for 14.7 per-

cent of gross domestic product in 1988. Ontario, Quebec and Alberta

accounted for 80 percent of total exports, with Ontario’s share alone

accounting for 41 percent of total trade in goods.

Seven commodity groups accounted for over half of the interpro-

vincial trade in goods. In order of importance these were: food and food

products ($11.4 billion); metal products ($9.35 billion); chemical prod-

ucts ($8.3 billion); transportation equipment ($6.8 billion); electrical

products ($6.6 billion); mineral fuels ($6.3 billion); and clothing and tex-

tiles ($5.7 billion).

In the case of Ontario and Quebec, exports to other provinces were

highly diverse, reflecting the large industrial and agricultural bases in

the two provinces. Exports from the other provinces were closely re-

lated to provincial resource bases. British Columbia exported lumber,

pulp and paper and food products. Alberta’s exports were highly con-

centrated in crude petroleum, natural gas and meat products. For Mani-

toba and Saskatchewan, the bulk of exports to other provinces were

accounted for by food and agricultural products. Atlantic Canada’s, ex-

ports (which account for only 6 percent of total interprovincial trade in

goods) included metallic ores, newsprint and electric power from New-
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foundland, agricultural products and fish from Prince Edward Island,

gasoline, food products and clothing from Nova Scotia and transport

equipment, food products and paper and lumber from New Brunswick.

Only Ontario and Quebec had substantial export links to both east-

ern and western Canada. The overall trading pattern has been highly lo-

calized among neighbouring provinces (Ontario-Quebec, Nova

Scotia-New Brunswick, Saskatchewan-Alberta, Alberta-British Colum-

bia). The amount of trade between the western provinces and Atlantic

Canada has been very small, no doubt due to the high cost of transport-

ing goods over very long distances.

The transportation origin-destination data reflect the basic inter-

provincial trade patterns in the export and import of goods. In general,

rail movements are dominated by the long-distance transportation of

bulk and low value commodities. In contrast, highway movements be-

tween provinces are typically for relatively high value goods.

In the case of railway movements, there are, and have been for

many years, serious directional imbalances in the demand for freight

transportation in Canada. The major movement direction (the

“head-haul”) is from the four western provinces to Ontario and Quebec

and is largely comprised of grain, coal and lumber shipments.
2

In sharp

contrast, the rail movements from Ontario to the west (the “back-haul”)

is made-up of mixed car-load freight (including that carried in

poolcars—a railcar filled with shipments of many different products

sent by different shippers) of finished and semi-finished goods, steel

and motor vehicles. Similarly, more tonnage moves from Ontario and

Quebec to the Atlantic region than the reverse, although the imbalance

is of a much lower magnitude than is the case for Ontario and the west-

ern provinces.

In the case of highway trucking, directional imbalances are large

and have grown over time. The head-haul is from Ontario and Quebec

to Alberta and British Columbia. In recent years (1990 and 1991) approx-

imately twice as much traffic moved to Alberta and British Columbia

from Ontario as the reverse. Manitoba and Saskatchewan to Ontario

generated more tonnage than the reverse movement from Ontario.
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Prairie provinces to Ontario is destined for export markets. Even if such
tonnage is excluded, the directional balance still exists.



Quebec and Ontario generated more traffic to the Atlantic region than

was the case for the Atlantic region to Quebec and Ontario.

Barriers to interprovincial highway
movements

Prior to the passage of the Motor Vehicle Transport Act in 1988, the fed-

eral government effectively ceded control of interprovincial highway

transportation to the provinces, even though interprovincial (but not

intraprovincial) highway movements are a federal responsibility under

the British North America Act.

In the early 1930s there was a considerable demand for the industry

to be regulated. First, the two major rail carriers (who were running sub-

stantial losses partly as a result of the depressed level of economic activ-

ity) faced increasing competition in the short and medium-haul freight

market from highway carriers, to which they sought a political solution.

The rail carriers wanted the federal government to regulate the trucking

industry by strictly controlling entry and also to set rates for highway

movements at the same level as the prevailing rail class rates. Adoption

of this policy would have almost completely eliminated competition be-

tween rail and highway carriers. Second, the established sector of the

trucking industry also demanded regulation but wanted it at the pro-

vincial rather than federal level. Essentially, existing highway carriers

wanted the provinces to regulate (prohibit) entry while at the same time

being free to set rates at a level that allowed them to compete with rail.

By the latter part of the 1930s, many provinces were regulating en-

try not only for intraprovincial highway movements but also

extraprovincially (between Canada and the U.S. and interprovincially).

In 1937 and again in 1940, the Federal government introduced legisla-

tion to regulate the interprovincial trucking industry. The major ratio-

nale for this legislation was the fear that a patch-work of differing rules

and regulations would arise. Both bills were withdrawn in the face of

strong opposition from the provinces and the industry. Anyway, fed-

eral coverage would only have extended to the extraprovincial sector of

the industry, which at that time accounted for only 3-5 percent of the in-

dustry (Currie, 1967).

In 1949, the Supreme Court of Canada ruled (and was later upheld

by the British Privy Council) that provinces had no powers under the
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British North America Act to interfere with extraprovincial movements.

The decision effectively extended federal jurisdiction to the total opera-

tions of any transport firm that engaged in interprovincial trade. But the

federal government formally delegated its constitutional power over

interprovincial and international trucking operations to the provinces

by passing the 1954 Motor Vehicle Transport Act.

Regulation as practised by the provinces did indeed create a

crazy-quilt pattern of rules. All provinces regulated entry into the inter-

provincial and international trucking industry. One province (New-

foundland) even attempted to regulate rates. All provinces except

Alberta regulated entry into the intraprovincial industry. Regulatory

boards restricted the amount of competition in markets for trucking ser-

vices by restricting the entry of new carriers and by greatly limiting the

ability of existing firms to expand services. Since restricting entry limits

the amount of competition and enables rate levels to be set at a level

higher than that which would prevail in a non-regulated competitive

market, it thus provided a clear benefit to those carriers that had man-

aged to enter the industry. In essence, entry regulation created specific

“rights” to flows of above-normal profits (profits over and above those

available in a competitive market). In many provinces, the “right” con-

ferred on a licence holder was tradeable. In Ontario, for example, there

was a brisk trade in licences. In 1975, part of an authority to haul lumber

was sold for $200,000.
3

In addition to restricting entry, Manitoba and

Saskatchewan actively regulated rate levels, Quebec and British Co-

lumbia “approved” file rates and others merely required rates to be

filed.

Entry regulation in the majority of provinces was based on a public

necessity and convenience test or a public interest test. The term “public

necessity and convenience” or “public interest” is one that lacks any ob-

jective interpretation. Decisions of regulatory boards were highly un-

predictable and seemingly capricious. In only a minority of cases were

reasons for decisions given or published. The regulatory boards were to

a large extent “captured” by the established entrants. Stigler (1971) has
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value, which in turn would be equal to the discounted present value of an-
ticipated monopoly profits. If entry were not restricted, the value of an ex-
isting licence would equal zero.



argued that producers essentially “capture” regulatory boards. Regula-

tory boards in making decisions serve the established producers and

not the public interest. The “capture” theory holds that regulatory

boards generally end up “protecting” the established producers from

consumers. An excellent example of this was the UPS application for a

licence in Ontario: the Ontario Highway Transport had counsel for a

major group of shippers opposed to the application actually write the

decision denying UPS a licence.
4

A major problem is that for much of the period in question, provin-

cial regulatory boards viewed interprovincial trucking as being merely

an extension of intraprovincial trucking and subject to the same rules. A

trucking company wishing to operate a service from Toronto to Van-

couver, for example, would (if he wanted to drop off or pick up freight

in each province along the way) have to obtain an operating permit in all

five provinces. This meant five applications and five hearings. The hear-

ing process was very expensive. Those seeking entry to the industry and

those attempting to block entry employed lawyers to argue the case and

in addition paraded witnesses before the regulatory board to testify ei-

ther that the services of the entrant were desperately needed or that the

market was already being served by those attempting to block entry. In

the early 1980s, the daily cost to an applicant for a hearing before a high-

way regulatory board was in excess of $2,000 (excluding the cost to the

applicant of having senior management tied up in the hearing process)

and many hearings lasted for 10 days or more.

Even if an applicant did manage to obtain entry, conditions on per-

mits across provinces were typically not the same. Permits were gener-

ally highly restrictive and limited operations to specific routes and/or

specific commodities. A carrier with an operating authority on the To-

ronto-Winnipeg lane for general freight, for example, might not be al-

lowed to back-haul specified commodities or extend service to points
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mated to be in excess of $3 million.



other than Toronto and Winnipeg. Carriers with a permit to operate be-

tween Toronto and Vancouver might or might not be allowed to drop

off or pick up freight in Regina or Winnipeg.

These restrictions on licences in and of themselves clearly raised

transportation costs.
5

Carriers were forced to operate with unbalanced

loads (running empty on some traffic lanes) due to an inability to com-

pete for traffic. In addition to the restrictions placed on licences, the pub-

lic necessity and convenience test was used to restrict the supply of

carriers on any given traffic lane. The restrictions on the number of carri-

ers allowed in a given market reduced the level of competition and di-

rectly raised trucking rates. In those markets for which rail and highway

carriers competed for traffic, the limits set by regulation on competition

in the trucking industry allowed rail carriers (who were required to set

rates jointly and so there was no competition between rail carriers) to set

prices at a level higher than that which would have prevailed in the ab-

sence of regulation of the trucking industry.

Disparities in the regulation of the industry across provinces devel-

oped into a significant concern for shippers and others in the mid-1960s,

so much so that the federal government enacted and proclaimed Part III

of the 1967 National Transportation Act reasserting federal control over

interprovincial trucking. Then the provinces promised to harmonize

regulations, with the result that Part III was not implemented. How-

ever, the provinces did little in the way of harmonizing regulations.

Eventually, in response to growing pressures from the federal govern-
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5 There have been a large number of studies showing that the type of entry
regulation practised in the trucking industry raises production costs.
There are four main reasons. First, restrictions placed on licences that lim-
ited the number of routes served and commodities carried increase the
level of empty back-hauls. Second, by limiting competition, entry regula-
tion creates conditions in which labour unions are able to raise wages
above those that would have occurred in the absence of regulation.
Boucher (1980), for example, estimates that regulation in Quebec resulted
in labour costs being increased by approximately 18 percent. Third, carri-
ers commit resources to entry-seeking and forestalling activity. Bonsor
(1980) estimates that in Ontario trucking industry, entry-seeking and fore-
stalling activities accounted for 2.1 percent of annual operating revenues.
Fourth, in markets where entry is restricted carriers may suffer from “X in-
efficiency” (sloppy management).



ment and shippers, provincial transportation ministers (some very re-

luctantly) signed an understanding in 1985 to replace the public

necessity and convenience test with a reverse onus test.
6

The reverse

onus test essentially assumes that entry is in the public interest, and

those wishing to block entry bear the burden of proving otherwise. The

ministers also agreed to “eventually” drop prohibitions on entry except

for a fitness test.

The 1987 Motor Vehicle Transport Act (effective January 1, 1988) in-

troduced a homogenous “fitness only” test for entry into the interpro-

vincial trucking industry. That is, any carrier able to offer proof of

adequate insurance etc. would automatically be granted a licence. A

five year transition period was allowed. During this five year period,

regulatory decisions on entry would be made using the reverse onus

test.

A number of provinces, including Alberta and Quebec, granted all

applications as a matter of policy during the transition period. Others

only partially adopted an open entry policy.
7

Manitoba and New Bruns-

wick, on the other hand, attempted to carry on regulating entry as if

nothing very much had been changed by the 1987 legislation. Both

provinces introduced the curious notion of cumulative effect as a deci-

sion variable. In deciding whether or not to issue a licence the regula-

tory board would look at not only the impact that the particular

applicant’s entry would have on the market but also the impact that

granting similar permits to other applicants would have. The cumula-
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6 In 1980, the U.S. passed the Motor Carrier Act effectively eliminating eco-
nomic regulation of the industry. Large numbers of Canadian-domiciled
carriers took advantage of the eased-entry regime and expanded opera-
tions in the U.S. American carriers lobbied for “mirror” reciprocity: an
open entry regime in Canada. In 1982, the U.S. placed a moratorium on is-
suing further permits to Canadian carriers, later lifted when the Canadian
government agreed “in principle” to open borders for international truck
movements. In addition to the pressure placed on the provinces by the fed-
eral government to open entry into the industry, shippers saw highway
rates falling in the U.S. as a result of deregulation and wanted similar bene-
fits in Canada.

7 Saskatchewan rejected two applications for broad general freight operat-
ing authorities in 1990 and British Columbia rejected an application from
an automobile carrier, also in 1990.



tive effect notion was fortunately struck down by the courts.
8

If it had

not been, established carriers would gave been able to argue that the cu-

mulative effect of entry was contrary to the “public” interest, and regu-

latory boards would have been more able to refuse entry to new carriers.

The 1987 reforms have considerably reduced barriers to interpro-

vincial highway movements. Provinces can no longer practice the type

of entry-deterring regulation in the interprovincial sector of the indus-

try that was prevalent prior to the reforms. It must be noted, however,

that the reforms did not apply to the intraprovincial industry. A number

of provinces (Ontario and Quebec for example) opened provincial

trucking markets to competition by eliminating restrictions on entry or

by following a liberalized entry regime.
9

But in other provinces, espe-

cially Manitoba and to a lesser extent Saskatchewan, entry of new carri-

ers or expansion by existing carriers is still subject to entry deterring

regulation. A carrier obtaining an interprovincial licence for the To-

ronto-Winnipeg lane, for example, would not be able to pick up traffic

in Winnipeg and run to Brandon (Manitoba) without first obtaining an

intraprovincial permit. Since Manitoba still has a public necessity and

convenience test for intraprovincial licences, the application can easily

be refused.

The available evidence suggests that trucking rates have declined

over the period 1988-1992 in response to increased competition in both

inter and intraprovincial markets. The annual reviews of the National

Transportation Agency indicate that rate increases have been below the

rate of inflation. Transport Canada, in the comprehensive Motor Vehi-

cle Transport Act review document, shows that real freight rates in the
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8 R. Lindsay and G. Smith vs The Motor Transport Board of Manitoba, Arnold
Bros. Transport Ltd. and al., Court of Appeal of Manitoba, September 8, 1989.

9 In April 1991, the NDP government in Ontario in response to complaints
from carriers that rate levels had fallen “below cost” prohibited the issu-
ance of new entry permits in the intraprovincial sector for a 2 year period.
The moratorium on new intraprovincial entry permits expired on April 25,
1993.



highway sector declined an average of 17 percent between 1986 and

1988.
10

The major remaining barriers to interprovincial highway carrier

movements are in relation to “non-economic” rules and regulations,

particularly with respect to differing length standards for highway

trailers. The most significant cost-raising regulation is in Ontario and re-

lates to the maximum permissable trailer length. In all the Western

provinces and all but 4 U.S. states (Alaska, Connecticut, Hawaii and

Rhode Island), maximum vehicle length has been set at 25 metres and

maximum trailer length at 53 feet. In Ontario, the maximum vehicle

length is 23 metres and maximum trailer length is 48 feet.
11

Quebec al-

lows 51 foot trailers and the other eastern provinces have the same stan-

dard as Ontario.

Carriers supplying services between Ontario and the west (and On-

tario and the U.S.) are thus faced with either switching equipment at the

Ontario-Manitoba border or sizing the equipment for the lowest com-

mon standard. Given that switching equipment is rarely practical (un-

loading and reloading would be required), carriers are forced to run

smaller units in the Ontario-West markets. The influence of the Ontario

position on length is likely to exert a significant influence on highway

markets outside Ontario. Given that more shipments originate in On-

tario than in any other province (Ontario accounted for 41 percent of in-

terprovincial trade in goods in 1988), carriers have an incentive to buy

equipment that meets the lowest common length restriction for use in

all markets. This clearly raises the cost of moving freight in and out of

Ontario and elsewhere, since carriers must operate with lower cubic ca-

pacity (less space available in the trailer). An increase to 53 feet in allow-
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quirements ahead of the legislation.

11 The Ontario government has refused to allow an increase in length in On-
tario, ostensibly on safety grounds. It must be noted that there is consider-
able opposition to increasing the length limitations from groups such as
automobile clubs and associations who believe that increasing the allow-
able length would increase the number of highway accidents. The issue of
whether or not to increase the lengths allowed in Ontario is under active
consideration by the Ontario Ministry of Transportation. The major groups
pressing for an increase to 53 feet for trailers are trailer equipment manu-
facturers, shippers, and the trucking industry.



able trailer length in Ontario, from the existing 48 feet, would increase

cubic carrying capacity by roughly 10 percent and would lead to a

non-trivial reduction in the cost of producing line-haul services.

The Conference Board of Canada (1992) details 50 case studies of

companies facing barriers to interprovincial trade. Nine of the case

studies focus on companies engaged in interprovincial for-hire trucking

and on an additional two companies that have significant private truck-

ing operations. All nine for-hire trucking companies complained of the

differing length and weight standards across provinces (as did the pri-

vate carriers), with almost all highlighting the refusal of Ontario to per-

mit the longer vehicle and trailer lengths. A number of carriers

confirmed that they acquired equipment that would meet the most

stringent maximum length standards for use in all markets. In addition,

the majority of the companies also pointed to the fact that there was no

uniformity in the interpretation and administration by the provinces of

national safety standards, especially with respect to maintenance.

The report of the National Transportation Review Commission

(1993) recommends that if the six provinces east of the Manitoba/On-

tario border do not voluntarily adopt what the commission perceives as

a Canada-U.S. common standard on length by March 31, 1994, the fed-

eral government should impose one.
12

Barriers to interprovincial rail
movements

Interprovincial rail movements are federally regulated and are thus not

subject to provincial regulation. Provinces have the legal authority to

regulate the operations of a rai lway that operates only

intraprovincially.

The 1987 National Transportation Act provided for the establish-

ment of independent shortline railways. An existing carrier could trans-

fer an uneconomical line to a (potentially) lower cost independent

operator rather than abandon the line. A line that is uneconomical for a

major carrier such as Canadian National or Canadian Pacific may be

economical if operated by a lower cost operator. The major cost advan-
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tage that a shortline operator has over Canadian National and Canadian

Pacific is in labour costs. The lower labour costs are directly attributable

to flexible work rules, smaller crew manning requirements and, in some

cases, lower wage and benefit levels.

In December, 1990 the Supreme Court of Canada ruled that Cana-

dian National could convey the Stettler (Alberta) subdivision to the

newly formed Central Western Railway. At issue was the question of

whether or not the Central Western was subject to federal labour legisla-

tion in the operation of the shortline. The Canadian Labour Relations

Board had ruled (and been upheld in the Federal Court of Appeal) that

union successor rights were in operation and thus the Central Western

Railway was bound to operate under the agreement negotiated be-

tween the Union and Canadian National. The Supreme Court ruled that

the shortline did not constitute a federal undertaking since it was not an

interprovincial railway and in addition that it was not an integral part of

a “core” federal undertaking. Thus the shortline operator was not

bound by the union contract and could introduce flexible work rules

and changes to wage and benefit rates.

There are two shortlines currently operating in Canada: the Central

Western referred to above and the Goderich and Exeter Railway Co.

which operates between Goderich and Stratford (Ontario). Both lines,

which were previously judged uneconomical, are now profitable. Both

have benefited from flexible manning procedures and work rules and

so production costs have declined under new ownership. In the case of

the Goderich and Exeter, which has been very aggressive in competing

for business from highway carriers, labour inputs have been reduced by

approximately 40 percent under the new ownership.

Under existing legislation and jurisprudence, an interprovincial

railway would almost certainly come under the jurisdiction of the Cana-

dian Labour Relations Board and in consequence be subject to union

successor rights. Given the “spanish” practices (rules and work proce-

dures that lead to overmanning) which are embedded in existing labour

contracts between the railways and the rail unions, it is very doubtful

that any operator could successfully operate a shortl ine

interprovincially without obtaining significant changes in the existing

union agreements. The existence of successor rights in at least one im-

portant case will very likely mean that a potentially economical inter-

provincial line will be abandoned rather than conveyed to a shortline
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operator. In 1992, Canadian Pacific applied to the National Transporta-

tion Agency for permission to abandon all its lines east of Sherbrooke,

Quebec. These lines, comprising 700 kilometres of track of the Canadian

Atlantic Railway, extend from Sherbrooke across Maine to St. John,

New Brunswick. One of the prime reasons that Canadian Pacific is seek-

ing to abandon the line rather than convert it to a shortline operator is

that although it is potentially economically viable under realistic work

rules and staffing levels, the mandated successor rights do not allow for

the required flexibility. Thus a potentially viable interprovincial rail line

will be abandoned rather than operated as a shortline, harming all re-

gional residents.

It should be noted that even the formation of purely intraprovincial

shortline railways under existing rules and regulations is difficult. In

Ontario and British Columbia labour laws make it very difficult or im-

possible to introduce the required flexibility in work rules and manning

practices.
13

Summary

Interprovincial trade in goods accounts for close to 15 percent of gross

domestic product. We have argued that barriers to interprovincial trade

in the transportation sector have declined substantially since 1988. The

major barrier was that the federal government allowed provinces to reg-

ulate entry into the interprovincial trucking industry. Provincial regula-

tory activity significantly reduced competition and raised costs for

interprovincial highway movements. The 1987 Motor Vehicle Trans-

port Act significantly reduced the artificial regulatory barriers.

The major barrier that still exists in 1993 in the highway sector is the

lack of uniformity across Canada in the maximum vehicle length. 53 feet

trailers are standard in the western provinces and in all but 4 U.S. states.

There is a significant body of evidence to show that the limitation to 48

feet in Ontario and the Atlantic provinces has raised the cost of interpro-

vincial highway movements.

In the case of railways, the biggest barrier is the limits placed on the

conveyance of interprovincial trackage to a shortline operator. It is
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13 The Goderich and Exeter was formed prior to changes in Ontario labour
laws.



highly unlikely that an interprovincial shortline would not be subject to

union successor rights under existing legislation. This means that the re-

quired flexibility in manning levels and work rules could not be

achieved and thus major increases in productivity could not be

achieved. Carriers will therefore abandon interprovincial trackage (as

Canadian Pacific has applied to do with the Canadian Atlantic Railway)

rather than attempt to convey the track to a shortline operator.
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