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On 17 December 2(102, Canada ratified the Kyoto 
Protocol to the United Nations Framework Convention 
on Climate Change (Kyoto Protocol), taking on 
binding targets to red11ce Canadian emissions of 
greenho11Se gases (GHGs). Canada 's ratification 
decision and the proposed domestic emissions 
trading system forming part of Canada's Kyoto 
implementation plan continue to be the source of 
considerable disagreement and conflict between the 
provinces and the federal government regarding: the 
practical cl,allenge.r associated with multiple 
Canadian Jurisdictions implemenling emissions 
trading systems: the current stah1s and legal Issues 
associated with covenants between ind11stry and 
government{s) to enforce GHG reduction targets: the 
legal Jurisdiction over domestic emissions trading 
system(s); and the impact on interprovincia/ and 
international trade. Each of these issues is examined 
in the unique Canadian legal context. The alllhors 
conclude that many of the most significant challenges 
may be mitigated through harmonization and 
coordination by fedeml and provincial governments 
/11 a manner that allows for local concerns to be 
addressed without fragmenting the Canadian 
emissions markets. 

le I 7 decembre 2002, le Canada a ratifie le Protocole 
de Kyoto de la Convention-cadre des Nations Unies 
sur le changcmcnt climatique (Protocolc de Kyoto), 
etablissant des cibles ob/igatoires de reduction des 
emissions de go: a ejfet de serre. I.a decision du 
Canada de ratifier le Protocole et le s,•steme 
d'echange de droits d'emissions qui s 'inscrit dans le 
plan de mise en <EUVre suggere demeurent une 
importante source de mesentente et de colljlit entre /es 
provinces et le gouvernement federal en ce qui 
concerne /es prob/emes pratiq11es deco11/ant des 
m11/tiples j11ridlcllons canadiennes en mat/ere de 
systemes d'ecl,ange de drolls d'emisslons, /'etat 
actue/ et /es enjeux Juridiques Q)'allt trail aux 
garanlies entre / 'ind11Strie et le 011 /es gouvernements 
relativement a I 'application de ce.r cib/es de 
red11ction. II y a aussi la question de la competence 
legate en matiere de systemes d'echange de droits 
d'emission el /'incidence sur le commerce 
internalional el interprovincia/. Chacune de ces 
q11estio11s est exam/nee dans le contexte Juridique 
canadien particu/ier. Les auteurs en arrivent a la 
conclusion q11 'un grand nombre des problemt:s /es 
p/11s importallls peut etre mitige par une 
harmonisation et coordination des go11verneme111s 
federal et provincia11x de maniere a po11voir reg/er /es 
preocc11patio11s locales sa11sfragme11ter /es marches 
des emissions canadiens. 
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). INTRODUCTION 

On 17 December 2002, Canada ratified the Kyoto Protocol to the United Nations 
Framework Convention on Climate Change.• Tht! federal government's decision to ratify the 
Kyoto Protocol and the proposed domestic emission trading system included in Canada's 
proposed implementation plan continue to be the source of disagreement and conflict among 
Canadian governments regarding: (i) the practical challenges associated with multiple 
Canadian jurisdictions implementing emissions trading systems; (ii) sector covenants 
between industry and government(s) to enforce greenhouse gas (GHG) emission reduction 
targets; (iii) the legal jurisdiction over the subject matter of the proposed domestic emissions 
trading system(s); and (iv) the potential impacts on interprovincial and international trade. 

The following analysis includes an examination of the above-mentioned practical and legal 
challenges that are likely to arise in the complex process of implementing the Kyoto Protocol 
and the proposed emissions trading system(s) in Canada. In order to facilitate this analysis, 
this examination is organized into three parts: 

I. Background: This section sets out a general description of the current status of the 
plan to implement the Kyoto Protocol and the proposed domestic emissions trading 
system. 

11 December 1997. U.N. Doc. FCCC/CP/1997/L.7/Ad. I, (1997) 37 I.L.M. 32 [Kyoto Protocol). 
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2. Practical Challenges: This section includes an identification of the primary practical 
challenges that regulated large industrial emitters and regulators are likely to face 
as a result of the proposed domestic emissions trading system(s). 

3. Legal Challenges: The final section provides an examination of the legal issues 
related to the use of sector covenants to enforce industry GHG emission reduction 
targets and the untested constitutional jurisdiction over emissions reductions and 
trading systems and interprovincial and international trade. 

II. BACKGROUND 

On 21 November 2002, the Government of Canada released its Climate Change Plan for 
Canada,2 which has become the central plan for implementing the Kyoto Protocol in Canada 
following Canadian ratification on 17 December 2002. The Implementation Plan includes 
a combination of current, proposed and future actions directed at seven main sectors of the 
Canadian economy in order to reduce GHG emissions and address the approximately 280 
million metric tonnes (MT) of carbon dioxide equivalent (C0 2e) by which Canada must 
reduce its output to meet its commitments under the Kyoto Protocol. The central features of 
the Implementation Plan include: 

the establishment of a domestic emissions trading system targeting the below­
mentioned large industrial emitters (LIEs); 
the purchase of international emission reductions; 
maximizing emissions reduced by forestry and agricultural sinks; 
targeted regulatory measures directed primarily at the transportation, municipal, 
housing and building sectors; 
emission reduction objectives for individual Canadians; 
establishment of incentives for renewable energy, small and medium enterprise 
energy efficiency, clean fossil fuel and CO2 capture and sequestration infrastructure; 
and 
a partnership fund to share costs of emission reductions with provincial and 
municipal governments. 

A. HIGHLIGHTS OF THE PROPOSED DOMESTIC EMISSIONS TRADING SYSTEM 

The proposed emissions trading system will take the form of a hybrid emissions trading 
system3 requiring a total of nearly 100 MT of CO2 emission reductions from stipulated large 
industrial emitters and allowing those emitters to use domestic emission offsets and 
international emission reductions to meet those commitments. Currently, the sectors that wi 11 
be covered in the mandatory domestic emissions trading system include: thermal electricity 
generation (coal, oil and gas); oil and gas (upstream extraction, oil and gas pipelines, gas 

Online: Govern men I or Canada, Climate Change, <www .climatechangc.gc.ca/plan _for_ canada/indcx. 
html> (Implementation Plan). 
A hybrid emissions trading system is a combinalion or a closed "cap and lrade" system, where emission 
permits or allowances are allocated to capped emitters and an open "credit" trading system, where 
credits or offsets are created by entities that are able to take action to reduce their emissions relative to 
their emission baseline. 
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utilities and petroleum refining); mining; pulp and paper production; chemical production 
(including fertilizers); iron and steel production; smelting and refining; cement and lime 
production; and glass and glass container production. 

The industry sector-based emission reduction commitments will be founded on sector 
covenants with the federal government that are backed by regulatory or financial measures. 
The federal government, through Natural Resources Canada, is currently in the process of 
negotiating sector-wide emission intensity factors and is scheduled to release a model sector 
covenant for negotiation purposes in the summer of 2003.4 Within targeted sectors, each 
facility will receive an allocation ofallowances on the basis ofits sector's emissions intensity 
factor, projected output and growth. Capped facilities will also have access to certain 
approved domestic offsets ( currently proposed to come from agricultural and forestry sinks 
and possibly from landfill gas emission reductions)5 and international emission reductions 
(largely resulting from project-based emission credits arising out of the Clean Development 
and Joint Implementation mechanisms under the Kyoto Protocol) to meet their emission 
reduction requirements. 

In response to industry concerns about international competitiveness and in particular 
about competition with U.S. market participants, the federal government has also committed 
to limiting both the quantity and price of emission reductions for certain capped industrial 
sectors. Specifically, the government has indicated that it will ensure that Canadian 
companies will not have to pay more than $15 (Cdn)/tonne CO2 to meet their emission 
reduction targets.6 If the price of CO2 allowances and offsets exceeds this limit, the 
government is likely to make up the shortfall through international credit purchases. The 
government has also committed that the oil and gas sector emission intensity target will be 
set at a level that will require no more than a 15 percent reduction from business-as-usual 
emission levels in 2010. Recent Environment Canada statements have contributed to 
considerable industry uncertainty regarding the conditions, nature and extent of the 
government's pricing and quantity guarantee.7 

It is noteworthy that a large number of unresolved market design parameters pertaining 
to the proposed domestic emission trading system must be determined and finalized before 
the scheduled implementation in 2005-2006. 

8, PROVINCIAL EMISSIONS TRADING SYSTEMS 

Several provinces, including Ontario and Alberta, have also developed emissions trading 
policy initiatives. In October 200 l, Ontario implemented a regulated system of emissions 
trading applicable to NO. and S0 2 emissions from the electricity sector. 8 The Emissions 

Environment Canada, Climate Change Bureau. 
Environment Canada, Designing a Gree11ho11se Gas Offsel SJ•s/em for Canada (Ottawa: Climate 
Change Bureau, 2003), online: <www.climatcchangc.gc.ea/english/publications/o1Tsets/ cover.html>. 
Government commitments enunciated in an open letter from Minister of Natural Resources Herb 
Dhaliwal, December 2002. 
Most recently, during the negotiation of the sector emission intensity targets, Assistant Deputy Minister 
Howard Brown indicated to certain large industries that the $15/tonnc pricing guarantee may only apply 
if a company is "prudent" in its greenhouse gas mitigation stralegy. 
Emissions Trading, 0. Reg. 397/01, as amended (Emissions Trading Rep/a/ion). 
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Trading Regulation provides for a hybrid "cap, credit and trade" system that allows capped 
emitters to use: (i) allocated Ontario allowances; (ii) U.S. NO, and S0 2 allowances; and (iii) 
emission reduction credits that are created in accordance with defined "standard methods" 
to comply with absolute annual emission constraints. The Ontario government plans to 
extend the Emissions Trading Regulation to eight other industrial sectors9 in 2004 and 
possibly to GHGs at a later date.10 

Alberta recently introduced Bill 37, The Climate Change and Emissions Management 
Act, 11 which received royal assent on 4 December 2003. Bill 37 sets out an Alberta GHG 
emission reduction target of 50 percent reduction in GHG intensity (GHG emissions per unit 
GDP) by 2020 and provides for a system of emissions trading to achieve same. Bill 37 also 
provides for a hybrid system of emissions trading and contemplates the negotiation of 
sectoral covenants with industry that will be backed by regulatory or financial measures in 
order to achieve the required emission reduction commitments. There is significant 
regulation-making authority included in Bill 37 that will allow Alberta to regulate the use of 
offsets for compliance, carbons sinks (soils, forests) as a provincial property right, mandatory 
GHG reporting requirements and a climate change fund. It also provides for the creation of 
an offence, administrative monetary penalties and director and officer liability to address 
non-compliance. 

A number of other provinces, including British Columbia, Manitoba, Nova Scotia, 
Newfoundland, New Brunswick, Quebec and the Yukon Territory also have legislation which 
allows for emissions trading systems to be developed in those jurisdictions. The precise 
nature of the legislative authority for emissions trading in each of these jurisdictions is set out 
in Appendix I. In total, there are currently three distinct Canadian emissions trading systems 
in various stages of development and the potential for a further seven distinct emissions 
trading systems authorized by legislation. The existence of at least ten potential Canadian 
emissions trading systems presents a significant number of practical challenges for both 
regulators attempting to administer such systems and regulated entities attempting to comply 
multiple and varying emission reduction commitments and emission market rules. A more 
detailed examination of these practical challenges follows. 

III. PRACTICAi. CHAU,F.NGl-:S 

The existence of multiple and varying Canadian emission reduction requirements and 
emissions trading systems that are administered by differing Canadian jurisdictions presents 
a number of practical challenges. The following practical challenges have been elucidated 
primarily from the perspective of a regulated entity, but include certain challenges that are 
likely to be encountered by regulators. The practical challenges associated with the 
implementation ofnumerous emissions trading systems to achieve emission reductions within 

,,, 

" 

Ontario, Minislry of lhe Environment, Discussion Paper 011 Otlfario 's Clea11 A Ir Plan for l11d1mry: 
Developing NO, and S0 1 Emission limits (Toronto: Ministry of the Environment. 2002), onlinc: 
Onlario Ministry of the Environment <www.em:.gov.on.ca/envision/air/capi/discussinn pdl> 
(Discussion Poper 011 Ontur,o 's Clean Air Pion). 
As indicated in Ontario Ministry of Environment Press Release. 24 January 2001. onlinc Ontario 
Ministry of the Environment<www.ene.gov.on.ca/cnvision/news/10240mh.htm> 
3rd Sess .• 25th Leg. (assented to 4 December 2003. 1101 yet proclaimed as of publication). also found 
at R.S.A. 2000, c. 16. 7 [Bill 37). 
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Canada include: (i) uncertainty and inconsistency in required emission reductions; (ii) 
uncertain and differing regulatory treatment of early emission reduction activities; (iii) 
multiple and potentially inconsistent reporting requirements; (iv) differing sector definitions 
and boundaries; (v) differences in the timing and calculations of rate-based allocation 
mechanisms; (vi) uncertainty and inconsistency in offset/credit creation and usage rules; (vii) 
variable emission price signals and fluctuating emissions market prices; (viii) potential 
impacts on long-term contractual arrangements; and (ix) variable access to and use of 
international emission markets. Each of these practical challenges is considered below. 

A. UNCERTAINTY AND INCONSISTENCY IN REQUIRED EMISSION REDUCTIONS 

Currently Parliament and the Alberta government are pursuing GHG emission reduction 
and trading policy initiatives. These proposed parallel emissions reduction and trading 
initiatives are likely to result in inconsistent emission reduction requirements and emission 
market rules for regulated emitters that are subject to the requirements of both jurisdictions. 
Specifically, the Implementation Plan and Bill 37 differ in all of the following: the absolute 
magnitude of emission reductions required; the metric for measuring emission reductions; 
and the timing by which such reductions must be made. 

Although the absolute emission reductions required by the federal government for any 
particular company and/or industry sector have yet to be finalized, the federal government 
is seeking to obtain from industry an absolute reduction in GHG in the range of 25 to 32 
percent from business-as-usual emissions in the year 2010, as set out in Figure 1.12 The 
Implementation Plan further indicates that the government is looking to capped, large 
industrial emitters to make reductions in the range of 100 MT of CO2 equivalent by the year 
2010. u In contrast, s. 3(1) ofBill 37 mandates a provincial emission reduction target ofa 50 
percent decrease in GHG emission intensity from 1990 levels by the year 2020.14 It is 
estimated that this translates to an absolute emission reduction of60 MT C0 2e from business­
as-usual projections by the year 2020.15 

Such different emission reduction targets are probably subject to many of the individual 
regulated entities that are likely to be covered by both the federal and Alberta initiatives to 
different real emission reduction requirements. 

In addition, the relevant unit of measurement employed by each of these jurisdictions to 
determine if compliance is achieved is also different. Specifically, the Alberta target is 
measured in units of GHG emissions relative to Gross Domestic Product.'6 In contrast, the 
federal government is seeking to achieve GHG emissions reductions in the range of 280 
MT.'7 

,: ,, 
,. 
" 
,,. 

" 

Implementation Plan, supra note 2. 
Ibid. at 4. 
Bill 37, supra note 11. 
Government of Alberta, Albertans and Climate Change: Taking Action (Edmonton: Government of 
Alberta, 2002) at 2 (Climate Change: Taking Action]. 
Supra note 11, s. 3( I). 
Implementation Plan, supra note 2 at 12. 
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Thirdly, the federal government intends to achieve its targeted GHG reductions by 2008-
20 I 2 in accordance with the first commitment period stipulated in the Kyoto Protocol. In 
contrast, Alberta intends to meet its target by 2020. 

Moreover, the Alberta and federal emission reduction targets and systems may differ in 
the number and scope of contaminants that are covered. Specifically, the Alberta 
Environment External Reference Group is currently considering a major feasibility study18 

looking at mandatory emission reduction targets for all of: oxides and nitrogen (NO.); sulfur 
dioxide (S0 2); mercury (Hg); and all GHGs (including CO2, CH4, N20, PFCs, HFCs and 
SF 6). The federal Implementation Plan provides for emission reductions and trading of only 
GHGs. In further contrast, the current Ontario emission reduction targets and trading system 
applies only to NO. and S0 2•

19 The differing scope and application of each of the federal, 
Alberta and Ontario emissions trading systems is likely to lead to confusing and potentially 
conflicting emission compliance decisions for regulated entities that are subject to more than 
one of the above-mentioned regulatory instruments. 

The multiple and varying emission reduction targets and trading systems also present a 
number of practical challenges for environmental regulators that are charged with the task 
of ensuring compliance with a particular target and trading system. Contrasting and 
conflicting paradigms are likely to give rise to jurisdictional battles that may delay the 
achievement of particular emission reduction commitments and give rise to public concern 
and calls for government accountability. In practice, this result may mean that Canada does 
not meet its Kyoto commitments within the first commitment period of 2008-2012, and 
Alberta may have difficulty in ensuring that its multiple emission reduction requirements are 
met in light of the possible paramountcy of the federal GHG targets and trading system.20 

Such implications lead to even greater uncertainty on the part of the regulated large industrial 
emitter, which may be subject to further required emission reductions in order to ensure that 
emission reduction commitments are met. 

8. UNCERTAIN REGULATORY TREATMENT OF EARLY 

EMISSION REDUCTION ACTIVITIES 

Multiple emission trading systems and emission reduction targets may also have the 
unintended effect of dissuading regulated large industrial emitters from implementing early 
emission reduction activities as a result of the uncertain and potentially conflicting treatment 
of such activities under numerous Canadian emissions trading systems. In particular, 
regulated emitters are likely to be reticent to move forward with emission reduction activities 
on the basis of assurances and agreement from one level of government, without obtaining 
similar assurances from any and all other jurisdictions intending to implement emission 

•• 

19 

20 

Alberta, Ministry of the Environment, Major Feasib/1//y St11dy: Preliminary Analysis and Disc11ssion 
D0c11men1 (Alberta: Ministry of the Environment, May 2003), onlinc: Alberta Environment Air 
Emissions Trading Project <www3 .gov .ab.ca/env/air/emmisions_ trading/studics.html#studies> ( Ma1ar 
Feasibility Study]. 
Supra note 8. 
The doctrine of federal paramountcy provides that where there are inconsistent or conflicting federal 
or provincial laws, the federal law prevails. See Neil Finkelstein, /.askin ·s Canadian Constitutional 
Law, 5th ed. (Toronto: Carswell, 1986) at 262-91 and Peter W. llogg, Constitutional law of Canada, 
3rd ed. (Scarborough: Carswell, 1992) at 418-19. 
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reduction requirements. Given that regulators generally look to historical emissions in order 
to detennine feasible emission reduction requirements, a regulated entity may be incented to 
delay early reduction activities until a reasonable level of certainty regarding each 
jurisdiction's emission reduction requirements is obtained. The resulting potential delay in 
the implementation and realization of early emission reductions is contrary to the 
environmental policy goals of each regulator involved. 

C. MULTIPLE AND POTENTIAi.LY INCONSISTENT MONITORING, 
MEASUREMENT AND REPORTING REQUIREMENTS 

There are currently a number of regulatory instruments that require the monitoring and 
reporting of criteria air contaminants and GHGs to various regulatory authorities. The 
National Pollutant Release Inventory (NPRI), which is administered by Environment Canada 
under s. 45(1) of the Canadian Environmental Protection Act /999,21 currently requires 
reporting of a number of criteria air contaminants (CACs)22 and, starting in 2005, will require 
reporting on 2004 GHG emissions.21 

The Ontario government currently· requires reporting of CAC and GHG emissions 
pursuant to its Airborne Containment Discharge Monitoring and Reporting Regulation, 24 and 
further reporting on CAC emissions from the electricity sector pursuant to the Emissions 
Trading Regulation. 25 Alberta will also require mandatory reporting ofGHG emissions26 and 
currently requires limited CAC reporting through the NPRI to support Alberta Environment 
approvals under the Environmental Protection and Enhancement Act.21 

The simultaneous operation of each of these regulated reporting requirements results in 
multiple and potentially inconsistent measurement, monitoring and reporting requirements 
for regulated entities. Specifically, differing thresholds, exemptions, substances, timing 
deadlines and measurement equipment requirements {particularly between Ontario and 
federal requirements) lead to additional regulatory and administrative burden and confusion 
for both governments and industry. Although a number of initiatives are underway to 
hannonize and simplify the varying reporting requirements of multiple Canadian 
jurisdictions,28 the situation is likely to be exacerbated when both the Alberta and National 
Pollutant Release Inventory Greenhouse Gas reporting requirements come into effect in the 
next few years. 

:, 

2, 

lS 

!{, 

:, 

S.C. 1999, c. 33 (CEPA). 
Including NO:, SO:, VOCs, Particulate Matter and CO as per Part 4 of Environment Canada. National 
Pollutant Release Inventory Substance list(Ottawa: Environment Canada, 2002), online: Environment 
Canada <www.cc.gc.ca/pdb/npri/documents/2002substancclits _ e.pdf.>. 
Environment Canada, Environment Canada's Response to Recommendations of tire Second Report 
oft/re NPR/ Mu/11-Stake/rolder IYorkgrouponSubstances (2001,2002) (Ottawa: Environment Canada, 
2002) Ill I. 
0. Reg. 127/01. 
Supra note 8. 
Bill 37, supra note 11, ss. 6 and 7. 
R.S.A. 2000, c. E-12. 
A three year pilot project was established by Environment Canada and the Ontario Ministry of the 
Environment in nttempt to harmonize and streamline reporting requirements. Sec Environment Canada, 
A Compre/rensive Review of the Differences Between tire NPRI and 0. Reg. 127101 (Ottawa: 
Environment Canada, 2002) at 3. 
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D. DIFFERING SECTOR DEFINITIONS AND BOUNDARIES 

The federal Implementation Plan, Bill 37 and the Ontario Clean Air Plan for lndustry 9 

all contemplate the use of sector-wide emission intensity factors and sectoral covenants 
between industry and govemment(s) to enforce emission reduction targets upon which 
emission trading systems will operate. There is currently, however, little consistency and 
clear direction regarding how each specific industry sector will be defined for air emission 
regulatory purposes. As a result, it is possible for a specific regulated facility to be part of 
one industry sector for federal purposes and a different sector in certain provinces. In this 
event, an entity may be subject to differing GHG emission reduction requirements and/or 
emission intensity factors. 

Sector boundaries may be particularly problematic where a facility's GHG emissions 
result from both industrial processes and on-site energy generation or "co-generation." In this 
situation, it is unclear as to whether the GHG emissions from the facility and the required 
emission reduction(s) will be treated as part of a single industrial sector, such as steel, or 
divided among sectors, such as steel and electrical power generation. 

A very broad definition of certain sectors is likely to lead to a sector composed of entities 
with widely varying emission rates and production output parameters. The net result may be 
windfall financial gains and losses for disparate members of the sector and a politically 
unfeasible transfer of wealth. In contrast, a very narrow sector definition could have the effect 
of essentially imposing command and control emission reduction requirements on a small 
number of facilities, thereby negating the force and efficiency of a market mechanism to 
achieve emission reductions. 

E. DIFFF.RF.NCES IN THE TIMING AND CALCULATION OF 

RA TE BASED AU.OCATION MECHANISMS 

Emission rate based allocation mechanisms allow for the distribution of emission rights 
generally on the basis of past or relative emission rates. In this manner, emission allowances 
are generally allocated on the basis of past production cycles and output data. In the event 
that the past production cycle data is not reflective of economic conditions in the compliance 
year (which could either be characterized by economic growth or contraction), there is a 
regulatory lag that must be addressed by the regulated entity through appropriate emissions 
risk mitigation strategies. 

Although the allocation mechanism in the Ontario emissions trading system is currently 
not based on rates but rather on absolute production data, the allocation mechanism is subject 
to a two-year lag, or in other words companies receive 2004 allowance allocations on the 
basis of their 2002 electricity output. 

It is unclear whether or not the federal and Alberta emissions trading systems will also 
provide for a two-year regulatory lag. In the event that they do not, regulated entities will be 

A Discussion Paper on Ontario ·s Clean Air Plan. supra note 9 at I [CAPIJ. 
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subject to additional complexity and administrative burdens as a result of having to mitigate 
emission risks associated with multiple and varying allocation rules. 

F. UNCERTAINTY AND INCONSISTENCY IN OFF-SET/CREDIT 
CREATION AND USAGE Ruu:s 

Generally, regulators allow for emission offsets/credits to be created from entities that do 
not have mandated emission reduction requirements in order to encourage innovation and 
maximize potential emission reductions in the jurisdiction. To date, however, jurisdictions 
such as Ontario, Alberta and the federal government that are implementing hybrid emission 
trading systems have stipulated the specific types of activities that may result in the creation 
of eligible offsets/credits. 

The Ontario emission trading regulation provides for credit creation through fuel switching 
and the installation of low NO, burners. In addition, it allows for set-aside allowances to be 
created from renewable energy and conservation projects.30 It currently does not allow for 
credits to be created from landfill gas operations. In contrast, the federal Implementation 
Plan contemplates eligible offsets from carbon sequestration through biological and 
geological sinks and potential landfill gas operations. Bill 37 contemplates a further type of 
offsets created through the storage ofGHGs in a "constructed facility."J1 These differences 
in offset creation rules may be particularly problematic if they are accompanied by differing 
offset usage rules in each of these jurisdictions. 

Ontario is the only jurisdiction that has promulgated specific rules regarding the use of 
credits.J2 The rules regarding the use of credits are very different and far more restrictive than 
the rules regarding the use of government-allocated allowances. As a result, this has greatly 
impeded the fungibility of credits and allowances and thereby the liquidity of the Ontario 
emissions market. Consequently, government success in meeting its environmental and 
economic objectives from emissions trading has been limited. 

G. VARIABLE EMISSION PRICE SIGNALS AND FLUCTUATING 
EMISSION MARKET PRICES 

In response to a number of industry concerns regarding the ultimate cost and quantity of 
emission reductions required by a variety of jurisdictions, the federal government has 
indicated that it will provide both emissions price and emission reduction quantity guarantees 
for the oil and gas sector. The Alberta government has also committed to provide regulated 
entities with an emissions price guarantee. 

The federal government has committed to a carbon emission reduction price cap of$15/ 
tonne C0 2e, and a guarantee that the oil and gas sector will be required to reduce GHG 

\I 
Ontario Emissions Trading Code. a.~ implemented through 0. Reg. 397/01, supra note 24. 
811137, supra note 11. s. I (e)(ii). 
Ontario Emissions Trading Code. supra note 30. 
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emissions by no more than 15 percent from projected 2010 emission levels.33 In contrast, the 
Alberta government has indicated that it is likely to provide a price guarantee of $10/tonne 
C0 2e.34 The differing price caps are likely to lead to a further fragmentation of the Canadian 
GHG emissions market into several sub-markets. 

Specifically, differing price caps are likely to lead to an individual Alberta market price 
for C0 2e and a different Canadian market price for C0 2e, with foreseeable and largely 
negative consequences. It is very likely that any Alberta emission reductions that cost more 
than $JO/tonne will not occur. If Alberta allowances can be used in the Canadian system, 
emitters in Alberta will be incented to purchase $IO allowances in the Alberta emissions 
market and sell them into the $15 cap Canadian emissions market. As such, the possibilities 
for arbitrage appear to be extensive. If pricing and market is necessary to ensure that 
companies are not faced with staggering emission control costs, Canadian jurisdictions 
should attempt to hannonize such guarantees to ensure that markets are not artificially 
fragmented by multiple interferences in market pricing. 

H, POTENTIAi, )I\IPAC.TS ON LONG-TERM CONTRACTUAi. ARRANGEMENTS 

A very significant number of large industrial emitters that will be subject to emissions 
constraints imposed by one or several Canadian jurisdictions are parties to long-tenn 
contracts for the purchase and sale of industry-specific goods or services that may be affected 
by the proposed emission reduction and trading requirements. Given that a number of 
jurisdictions plan to implement the emission reduction obligations through voluntary 
agreements (also called sector covenants) with a regulatory and/or financial backstop, it is 
uncertain how the compliance costs associated with the "requirements" set out in a voluntary 
agreement will be treated under such long-tenn contractual arrangements. In particular, long­
tenn purchase and supply contracts generally make provision for the pass through of costs 
associated with a change of law and specify which party bears the financial risk of such 
changes. Given the potentially voluntary nature of sector covenants, it is uncertain whether 
entering into a sector covenant will constitute a law, giving rise to a change in law under 
long-term contracts that address treatment of the costs arising from a change of law. 

I. VARIABl,[S ACCESS TO AND USE m: INTERNATIONAi. EMISSION MARK•:Ts 

From the regulated entity's perspective, access to and use of international emissions 
markets and commodities provides additional opportunities to hedge and mitigate emissions 
regulatory risk. If regulated large industrial emitters are provided access to, and permitted 
use of, Kyoto emission commodities, including an assigned amount of emission reduction 
units (AAUs), certified emission reductions (CERs), emission reduction units (ERUs) and 
carbon sink based removal units (RMUs), they will have a greater opportunity to mitigate 
their emissions risk. Specifically, they may develop broader trading strategics, make better 
use oftinancial instruments related to emissions reduction, and have the flexibility associated 

" 

.. 
Natural Resources Canada. "Large Final Emincrs Policy Framework'' at 5 (Powcrpo1111 pn:scntallon lo 

Working Group of the International Emissions Trading Associalion. Calgar}. April 20041 
(unpublished) . 
Environment Minister, Lorne Taylor used differing pricing guarantees that arc likcl} to provide very 
different emission price signals in Alberta versus nationally in Canada 
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with trade in emission commodities resulting from other Kyoto signatory countries. On the 
other hand, this flexibility comes with greater exposure to price volatility in the much larger 
global emissions market. 

From the Canadian regulators' perspective, the federal government is loosely obliged to 
ensure that a significant amount of Canada's emissions reductions are made domestically 
under the supplementarity requirements of the Kyoto Protocol.JS Certainly, political 
considerations as well as the local benefits that result from reduced combustion of fossil fuels 
will encourage regulation that favours domestic emission reductions. Provincial regulators 
may also have the conflicting objectives of ensuring that: (i) provincially governed entities 
may access the lowest cost emission reductions for compliance with any mandated emission 
reduction requirement; and (ii) the province takes action that results in local benefits of 
emission reductions in the province. As a result, regulators may be incented to provide 
certain limits on the access to, and use of, international emission commodities in order to 
minimize risk exposure and maximize potential domestic reductions. 

In instances where certain Canadian jurisdictions provide for access to the international 
emission markets and others do not, this will significantly increase the potential for emissions 
arbitrage and thereby limit the intended environmental benefits of emissions trading. 
Therefore, coordination and harmonization among Canadian governments regarding the 
access to international emission markets and use of international emission commodities is 
required. 

In conclusion on this point, in the event that any or all of the above-mentioned practical 
challenges remain unresolved through the coordination and harmonization of federal and 
provincial governments, there is a significant likelihood that a legal challenge will arise 
relating to the multiple and varying emission reduction and trading requirements. 

IV. LEGAL CHALLENGES 

In the event that practical challenges associated with multiple and varying Canadian 
emission reduction and trading requirements give rise to unresolved conflicts between federal 
and provincial governments and/or govemment(s) and industry, there are three main aspects 
of the proposed emissions trading policy initiatives that are most likely to be the subject of 
legal challenge. They are: first, the current status and legal issues associated with sectoral 
covenants between industry and government(s) in order to implement and enforce mandated 
emission reductions; second, the legal authority for emissions trading that is conferred upon 
the government in question by the Constitution Act, 1867;36 and third, the effects of the 
proposed emissions reductions and trading system on interprovincial and international trade. 
A consideration of each follows. 

"· 

See UNFCCC, The Marrakesh Accords and The Marrakesh Declaration, online: UNFCCC <www. 
unfccc. int/cop 7 /documents/accords_ draft.pdf.>. 
(U.K.), 30 & 31 Viet., c. 3. ss. 9J.92. reprinted in R.S.C. 198S. App. II. No. S [Constitution]. 
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A. THE CURRENT STATUS AND LEGAL ISSUES ASSOCIATED 

WITH SECTOR COVENANTS 

I. BACKGROUND 

Generally, sector covenants are voluntary agreements between at least two parties, one of 
which is a governmental authority, and the other a representative ofan industrial sector of 
the economy. Sector covenants generally include some form of an agreement with respect to 
an industry sector's targeted environmental performance and a government commitment 
regarding its expectations and requirements of the industry sector in relation to environmental 
performance.37 This type of agreement was first coined an "environmental covenant" in the 
Netherlands' National Environmental Policy Plan,38 introduced in the early 1990s. These 
types of environmental agreements between government and industry appear to be 
synonymously referred to as "voluntary agreements," "sector(al) or environmental 
covenants," and "cooperative agreements" throughout different jurisdictions in Europe and 
North America. The authors use each of the terms interchangeably.39 

Sector covenants may be either binding or non-binding, and may or may not be 
implemented under the aegis of legislation. Generally, they take three main forms: (i) non­
legislated, non-binding agreements, which include general environmental targets; (ii) non­
legislated agreements with specific environmental targets that purport to be binding; and (iii) 
legislated agreements with specific and binding environmental targets.40 

An examination of: (i) the current status of sector covenants related to emission reductions 
and trading in key Canadian jurisdictions; and (ii) potential legal issues that are associated 
with the use of sector covenants to implement and enforce emission reduction obligations 
follows. 

2. THE CURRENT STATUS OF SECTOR COVENANTS RELATED TO 

EMISSION REDUCTIONS AND TRADING IN KEY CANADIAN JURISDICTIONS 

A number offederal and provincial regulators, including Alberta, Ontario and Quebec, are 
implementing environmental covenants between specific industrial facilities or sectors as an 
environmental regulatory and compliance tool. Each of the above-mentioned jurisdictions 
intends to use sector covenants to implement and enforce the emission reduction obligations 
that form the basis of their new or expanding emission reduction and trading systems. 

In Alberta, s. 4 of Bill 37 provides the Alberta Minister of Environment with broad 
authority to enter into "agreements with representatives of different sectors of the Alberta 

•• 
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P. Glasbergen, "'Partnership as a learning process'" in P. Glasbergen, ed., Co-operative Environmental 
Gow!rnance: Public-Private tlgreement.s a.s a Policy Strategy (Netherlands: Kluwer, 1998) al 133 . 
Netherlands, Ministry of Housing, Spatial Planning, and the Environment, National Environmental 
Policy Plan (VROM International, 1989), onl inc: VROM International <www. vrom.nVinternalional>. 
As they are currently termed in Ontario. 
I. Sumikura, "Environmental Voluntary Agreements and the Rule of Law in England and Japan: 
Common Law Perspectives and Civil Law Perspectives Compared" (CAVA Working Paper 
no.2000/2/1 S, paper presented to the Fourth Workshop of the CAVA Network, Brussels, February 
2000) at S. 
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economy"41 regarding: meeting emission targets; energy efficiency levels; maximum emission 
intensities; emission reduction time schedules; emission baselines; reporting requirements; 
emissions measurement, monitoring, reporting and verification; sectoral infrastructure; 
emission financing; technological changes; cooperation on technology; options to meet 
emission targets; compliance and enforcement with the agreement, including financial 
penalties; payment into a climate change fund; and other matters in the Minister's discretion. 

In Quebec, the aluminum sector entered into a framework agreement for GHG emission 
reduction targets with the Government of Quebec in 2002.42 The agreement sets GHG 
emission reduction targets for the period ending December 2007, allows companies to use 
emissions trading for compliance, and includes provisions for monitoring, reporting and 
audits. 

In Ontario, the Ministry of the Environment and the Automotive Parts Manufacturers' 
Association (APMA) have entered into a cooperative agreement targeting reduction of air 
emissions from the sector.0 The APMA Agreement is intended to be binding, but is not 
enacted under specific legislation. Although the Ontario Environmental Protection Act 
provides that the Minister may "with the approval of the Lieutenant Governor in Council, 
enter into an agreement with any government or person relating to the protection or 
conservation of the natural environment,'"" there does not appear to be express authority, as 
there is in Alberta's Bill 37, to enter into such agreements with representatives of different 
sectors of the economy. Section 2. 7 of the APMA Agreement generally provides that if a 
facility is out of compliance with the agreement it will lose its privileges and status under the 
cooperative agreement. In addition, the APMA Agreement is intended to work in 
coordination with, not outside of, other Ontario environmental legislation.4s 

Environment Canada has recently indicated that it intends to develop a climate change 
covenant system for three main large industrial sectors: electricity, oil and gas and mining 
and manufacturing.46 The covenants will have the following seven elements: (i) a 55 MT 
emission reduction target from 20 IO projected levels; (ii) intensity-based emission reduction 
targets; (iii) access to domestic offsets; (iv) access to domestic and international trading; (v) 
access to domestic allowances at a maximum price of$15/tonne; (vi) provisions to ensure 
no disadvantage for early movers; and (vii) provisions to address sectoral competitiveness.47 

'' ,, 

"· 
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Bill 37, supra note 11, s.4. 
Quebec Ministre de I-Environment, Workshop on Negotiating Agreements between Governments and 
Industries, 17-18 March 2003 (Framework Agreement). 
Cooperative Agreement: Automotive Parts Manuracturcrs' Association (AMPA), online: Ontario, 
MinistryofEnvironment <www.ene.gov.un.ca/envision/gcneral/leadership/apma%5Fagreement.htm> 
[APMA Agreement]. 
R.S.0. 1990, c. E-19, s. 4(1 )(j). 
APMA Agreement, supra note 43. Subsection 2. 7.1 provides that "Participation in this Pilot Project 
docs not c,ccludc any Facility from nny and all applicable provincial, federal and municipal laws, 
regulations, policies and guidelines." 
Paul Fautcu,c, Director General of the Climate Change Bureau of Environment Canad11, "Emerging 
Federal Plans for Meeting the Kyoto Targets" (Presentation to the Greenhouse Gas Emission Reduction 
and Trading Workshop, Toronto, February 2003 ). See Ray Rivers & Belly Rozcndaal, "Greenhouse Gas 
Emission Reduction and Trading Workshop: Workshop Report," online: CleanAir Canada <www. 
cleanaircanada.org/upld_doc/cac_doc/CleanAir%20Canada%20GHG%20Workshop% 
20Rcport%201imd.pdf> . 
Ibid. 
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3. POTENTIAL LEGAL ISSUES THAT ARE ASSOCIATED WITH THE USE 

OF SECTOR COVENANTS TO IMPLEMENT AND ENFORCE EMISSION 

REDUCTION OBLIGATIONS 
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A significant number of legal issues arise in relation to the use of voluntary agreements 
to implement emission reduction requirements and enforce compliance, particularly when the 
agreement is not enacted under the authority of specific legislation, yet contains specific 
environmental targets and sanctions that are intended to be legally binding. These issues 
include: (i) the nature and force of environmental covenants under administrative law or the 
common Jaw of contract; (ii) the legal status and accountability of each counter-party to an 
environmental covenant; and (iii) whether these environmental agreements are a legitimate 
exercise of executive power over a matter otherwise reserved for the legislature. 

i. What is the Nature and Force of Environmental Covenants as 
Instruments Under Administrative Law or the Common Law of Contract? 

Voluntary agreements are similar in many ways to contracts in that they are negotiated by 
at least two parties and the terms are generally reflective ofthose found in private contracts. 
However, given that one of the parties to the contract is a government body, these contracts 
may extend beyond the bounds of private law contracts and affect or constrain the use of 
traditional public law instruments. 48 Therefore, the use of environmental covenants may result 
in a situation whereby a contractual mechanism is used to control the discretion otherwise 
exercised by governmental authorities. 

The unique natu1·e of covenants may give rise to valid legal arguments to suggest that these 
voluntary agreements are more in the nature of an undertaking with an administrative body 
which, upon entering into the agreement, becomes fimctus officio on the matters set out 
therein. 

It may also be argued that environmental covenants should be given the full force and 
effect of a contract at common law and afforded all rights and remedies associated therewith. 
This interpretation would be particularly strained in the absence of express legislation 
authorizing the specific government entity to enter into and bind the government in question. 

In either case, it is possible that an unsuccessful sector covenant could be challenged on 
the grounds that the government fettered its discretion and/or improperly delegated its 
authority regarding the subject matter of the covenant. Such issues lead to a consideration of 
the unique counter-party risks associated with environmental covenants . 

•• R. Julich & H. Falk, "The Integration of Voluntary Approaches into Existing Legal Systems .. (CAVA 
Working Paper no.99/09/4), s11pra note 40 at 9. Sec also Peter Borkey, Mauhieu Glachant & Fram,ois 
Leveque, Voluntary Approaches/or Environmental Policy: An Assessment (Paris: Organisation for 
Economic Co-operation and Development (OECD), 1999) at I 0. 
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ii. What is the Legal Status and Accountability of Each Counter-Party 
to an Environmental Covenant? 

(2004)42:1 

In a voluntary agreement to implement and enforce emission reduction requirements, there 
are unique counter-party risks that are not generally encountered in a private contract. As 
indicated above, the industry party will want heightened assurance of the government entity's 
express authority to enter into the agreement and bind the Crown. In addition, in an 
agreement of this nature, legal questions may arise regarding the ability of the government 
representative to bind future and successive governments. Moreover, in the event that the 
industry sector enters into covenants with more than one level of government, it will likely 
require consistency between the agreements and formal agreement among the governments 
regarding the ongoing validity, applicability and operability of the multiple environmental 
covenants. 

The government entity also faces unique counter-party issues in the event that the covenant 
is with a representative of an industry sector, such as an industry association. In many 
instances, industry associations have not incorporated and do not have legal personhood. As 
a result, their ability to enter into contracts and bind their respective members may be very 
limited. Specifically, the government must ensure that the organization has been provided 
with proper legal authority from each member of the association in order to enter into the 
covenant and bind each member. In addition, the government is also likely to require 
assurance that the person negotiating and contracting on behalf of the association has all legal 
authority required to do so. 

iii. Are These Environmental Agreements a Legitimate Exercise of Executive 
Power Over a Matter Otherwise Reserved for the Legislature? 

When voluntary agreements contain sanctions, but are not introduced through, or in 
conjunction with, legislation, they essentially serve a purpose that is otherwise reserved for 
legislation or regulation. In the absence of an environmental covenant, it is likely that the 
regulator would be required to use a traditional regulatory instrument to achieve the same 
emission reductions and performance set out in the covenant. It is very possible that such 
action may be construed as the executive branch of government entering into a contract in 
relation to a matter, which should be subject to the checks and balances that are required of 
the legislative branch of government. 

If an overreaching law does not empower the executive branch of government to enter into 
suc_h agreements, it is very possible that the environmental contracts will not be legally 
binding.49 In addition to the issue of contractual validity, environmental covenants between 
the executive branch of government and industry may raise certain issues with respect to 
legitimacy and public accountability. 

Such issues were encountered in the Netherlands, where the use of sector covenants first 
began as a form of informal non-binding co-operative agreement between industries and 

,,, 
P. Borkey & F. Leveque, "Voluntary Approaches in Environmental Policy" (Paper presented to the 
OECD Workshop on the Use of Voluntary Approaches in Environmental Policy, July 1998). 
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regulatory authorities that was based on a long history of cooperative regulation. In the 
Netherlands, the legal basis of the voluntary agreements or covenants was challenged in the 
courts, as environmental groups were concerned with their inability to influence these 
agreements.so In the end, the courts ruled that voluntary agreements cannot contradict 
environmental legislation, but it is possible to use voluntary agreements to anticipate 
legislation that has yet to be formulated. Environmental covenants cannot, however, replace 
legislation.51 

The issues of both public accountability and state responsibility, in the context of 
environmental covenants, led the Netherlands to incorporate the covenants into legislation 
and thereby solidify their legal force and effect. As a result, the Dutch voluntary agreements 
are now part of the publicly available Netherlands• National Environmental Policy Plan,52 

which has been adopted by Parliament.53 

Certain issues regarding environmental covenants also arise in the context of the Canadian 
Charter of Rights and Freedoms. 54 Most modem constitutional states adhere to the principal 
of the "rule of law," the idea that the exercise of governmental authority is subject to legal 
control. In Canada, various legislative mechanisms exist to harness the free rein of 
government authority, such as the Charter and the legal protection provided by the associated 
body of administrative law. 

Although environmental covenants may be functionally equivalent to legislation, they may 
escape the traditional limits on the exercise of government authority, given that the Charter 
applies primarily to the exercise of statute-based powers.55 Therefore environmental 
covenants, particularly those that are neither subj ectto pub I ic scrutiny and accountability nor 
entered into under legislation, may unduly interfere with the rule of law and the associated 
checks and balances provided by a federation.56 Further, the increased use of environmental 
covenants may affect a country's democratic balance by shifting power from the legislative 
branch to the executive branch of government. 57 

In summary, there are a plethora of practical and legal issues that governments and 
regulated entities need to be cognizant of when negotiating and entering into sector 
covenants. To the extent that regulated sectors are required to enter into covenants with more 
than one government, these issues will be compounded. As a result, coordination, 
simplification and harmonization are warranted in order to implement effective sector 
covenants to achieve GHG emission reductions and trading. 

" 
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Supra note 38. 
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Ibid at 16. 



226 ALBERTA LAW REVIEW (2004) 42:l 

8, THE LEGAL AUTHORITY FOR EMISSIONS TRADING CONFERRED 

BY THE CONSTITUTION OF CANADA 

In the event that any of the many complexities of multiple and varying Canadian emissions 
reduction targets and trading systems leads to a legal challenge of a regulated emissions 
trading system, it is likely that any or all of the trading system's validity, operability and 
applicability will be challenged under the federal-provincial division of powers as set out in 
the Constitution. The resolution of such a constitutional challenge will rest first on the 
determination of the "matter," or the characterization of the emissions trading system in 
question, and second on the interpretation ofthe discrete heads of legislative power(which 
are specific to each of the federal and provincial governments set out in ss. 91 and 92 of the 
Constitution, respectively) in order to accommodate the matter.s8 

I. THE CHARACTERIZATION OF PROPOSED CANADIAN EMISSIONS 
REDUCTIONS AND TRADING SYSTEMS UNDER THE CONSTITUTION OF CANADA 

To characterize or determine the "matter" of Canadian emissions reductions and trading 
systems, we have examined the general parameters of the systems set out in the federal 
Implementation Plan'~ and in Bill 37.fllJ While the purpose of the emissions trading system 
included in the federal Implementation Plan is to implement the Kyoto Protoco/61 and, while 
Bill 37 is intended to reduce GHG emissions independent of the Kyoto Protocol, there are 
several common features of both emission reduction and trading regimes. Both systems are 
likely to include: 

"' 

requirements to reduce air emissions of GHGs and, in Alberta, other criteria air 
contaminants; 
agreements between industry sectors and government to meet emission reduction 
targets; 
the allocation of government-assured rights to emit GHGs (known as "allowances" 
or "permits") to regulated entities in accordance with a pre-determined allocation 
formula; 
provision for the creation and use ofrights to emit G HGs that may be approved by 
government (know as emission "offsets") resulting from sequestration ofGHGs in 
forest, agricultural and geological sinks,62 and possibly from other GHG emission 
reduction activities; 
additional requirements for emissions measurement, monitoring and reporting, as 
well as the verification of stated emission reductions; 
a central registry for allowance/permit and offset information and tracking; 

Hogg, supra note 20 at 376. 
Supra note 2. 
Bill 3 7, supra note 11, as supplemented by Climate Change: Taking Action, supra note IS, and Major 
Feasibility Study, supra note 18. 
S11pra note I. 
A carbon "sink" is generally a component of the environment, such as trees or soil, which removes 
GHGs from the atmosphere through natural processes. In Alberta's Bill 31,supra note 11, the definition 
of"sink" ins. l(e) also makes specific provision for sequestration in geological formations. 
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trade in emission allowances/permits and offsets ( collectively, "emission products") 
and related financial instruments, such as current and future options on the right to 
purchase allowances/permits and/or offsets; 
an annual compliance obligation that requires regulated entities to surrender a 
quantity of allowances and permits equal to their actual GHG emissions; 
rules regarding the use and retirement of allowances/permits and offsets; and 
penalties for non-compliance. 

The intended effects of these emission reduction and trading systems are primarily to 
stabilize and reduce GHG emissions from sources in Alberta and Canada in an economically 
efficient manner through the creation and use of a market incentive.63 As a result, the policy 
initiatives will also have the effect of creating and regulating a new market(s) in emission 
products and associated financial instruments. 

The proposed emission reductions and trading systems are also likely to impact indirectly 
the production and trade in certain products by creating new production and operating costs 
for facilities or industries that are subject to emission reduction requirements and that must 
purchase emission products to comply with the same. Specifically, the emission reduction 
and trading systems may affect production of products resulting from, and trade in, goods and 
services associated with each of the following sectors: thermal power generation;64 oil and 
gas (upstream extraction, oil and gas pipelines and gas utilities petroleum refining); mining; 
pulp and paper; chemicals (including fertilizers); iron and steel; smelting and refining; 
cement and lime; and glass and glass container production. In fact, critics have argued that 
the effect of the proposed federal emissions reductions and trading system is essentially a 
carbon tax on these products.65 

The relative impact of the required GHG emission reductions on each of these industrial 
sectors is likely to be reflective of the proportion of Canada's GHG profile that each 
represents, as illustrated in Figure l .66 It is therefore noteworthy that electricity production, 
fossil fuel (extraction, transport and refining), agriculture and mining represent greater than 
SO percent of Canadian GHG emissions. In addition, the emission reduction and trading 
systems will impact trading in the secondary and financial markets associated with such 
products, as well as the market in emissions trading services and products.67 
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Emissions trading generally achieves efficient, lower cost emission reductions by allowing multiple 
emission sources with variable costs of emission reductions lo trade in order to achieve a system-wide 
emission reduction target. 
From coal, oil and gas fuel sources. 
Statements made by the participants of the National Stakeholders Workshops on Climate Change, 
Toronto, June 2002. 
Janet Peace & Leah Lawrence, "Greenhouse Gas Constraints Closer Than Think" (Powerpoinl 
presentation 10 Canadian Heavy Oil Association, September 2002) al 21, online: Climate Change 
Central <www.climateehangecentral.com/news_room/Greenhouse_Gas_Constraints.pdf.>, complied 
from data in Environment Canada, Canada's Greenhouse Inventory•, I 990-2000 (Ottawa: Environment 
Canada, 2002) at S, Table S-2. 
Supra note 65. 
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Figure I. Canadian GHG Emissions by Major Activity 2000 
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In the event that emission reduction and trading systems are reserved to the provinces and 
numerous non-contiguous systems are implemented in various provinces, the resulting effect 
is likely to be fragmented provincial GHG emission markets, which create a barrier to 
interprovincial and international trade in emission products, associated financial instruments 
and the above-mentioned industrial products that require emission products as a necessary 
element of production. 

The consideration of the purpose, substance and effect of the proposed GHG emission 
reduction and trading systems leads to the conclusion that it may be possible to characterize 
these systems as matters in relation to any of: (i) the implementation of a treaty; (ii) non­
renewable natural resources and forestry in a province; (iii) development, conservation and 
management of electricity generation sites in a province; (iv) taxation (both generally and in 
respect of electricity production, non-renewable natural resources, forestry resources); (v) 
environmental protection; and ( vi) interprovincial and international trade ( or more precisely, 
a barrier to interprovincial and international trade). The first five of these potential 
characterizations are considered below. The potential characterization of emissions 
reductions and trading in the context ofinterprovincial and international trade has warranted 
separate consideration given the additional non-constitutional considerations of this third 
main aspect that are likely to give rise to legal challenge. 

i. Implementation of a Treaty 

While it is clear that the federal government has the power to enter into international 
agreements,68 it may not enact implementing legislation that encroaches upon provincial 
heads ofpower.69 As a result, the federal government may validly ratify the Kyoto Protocol, 
but may not implement an associated domestic emissions trading system that is in an area of 

Sec C onstilution, supra note 36. s. 132 . .. , 
Canada (A.G.) v. Ontario (A.G.) (1937). I D.L.R. 673 (P.C.) £Labo11r Conventions Case]. 
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provincial competency, such as in relation to property and civil rights (s. 92( 13)) or certain 
natural resources (s. 92A). 70 

The Supreme Court of Canada has validated treaty-implementing legislation that the 
federal government has enacted where such legislation is in relation to a matter reserved for 
the federal government under s. 91 of the Constitution. 71 However, in the Labour 
Conventions Case, Lord Atkin, writing for the Privy Council, found that the federal 
government's jurisdiction to legislate for the purpose of implementing a treaty obligation 
does not, in fact, provide it with the authority to enact legislation that is in relation to a matter 
of provincial jurisdiction under s. 92. 

Lord Atkin specifically indicated that if such a broad interpretation of the federal treaty 
power was taken, "[s]uch a result would appear to undermine the constitutional safeguards 
of provincial constitutional autonomy."72 Moreover, he expressly indicated that in the event 
that Canada incurs treaty obligations that deal with provincial classes of subjects, those 
obligations must be "dealt with by the totality of powers. in other words by co-operation 
between the Dominion and the Provinces."7) 

Given that the implementation ofa domestic emissions trading system is not,prima/acie, 
limited to federal competency and will undoubtedly deal with provinclal classes of subjects 
including natural resources and property and civil rights, it is unlikely that the federal 
government has the legislative authority to implement such a system on the sole basis of its 
powers to enter into and implement treaties. 

ii. Non-Renewable Natural Resources and Forestry in a Province 

Section 92A of the Constitution provides each province with the power to make laws in 
relation to the exploration for non-renewable natural resources in the province (s. 92A( I )(a)) 
and the development, conservation and management of non-renewable natural resources and 
forestry resources in the province, including laws in relation to the rate of primary production 
therefrom (s. 92A( I )(b )).74 In the event that the proposed emission offset mechanism pertains 
directly to provincial forestry resources or the emission reduction targets affect the 
development or rate of production of other non-renewable natural resources in a province, 
all or part of the federal emission reductions and trading system may be found to be· ultra 
vires the federal government. While these aspects may be central to the proposed offset 
mechanism that forms part of the proposed federal emissions reductions and trading system, 
it is unlikely that forestry or natural resources will be determined to be the pith and substance 
of the entire emissions trading regime. 
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iii. Development, Conservation and Management of Electricity 
Generation Facilities in a Province 

(2004) 42:1 

Similarly, ss. 92A(I )(c) and 92A(2)75 provide the provinces with the constitutional power 
over the development, conservation and management of electrical energy generation facilities 
in the province and the export of electricity. Therefore, in the event that the federal emission 
reduction targets and trading system (that are likely to target the 18 percent of Canadian 
GHG emissions that arise from the electricity sector) affect the development or export of 
electricity in a province, the system may be challenged as beyond the jurisdiction of the 
federal government. 

Again, it is more likely that the comprehensive federal emission reductions and trading 
system will be construed as merely incidental rather than in relation to electricity facilities 
and exports. lfthe matter, however unlikely, is construed as a matter in relation to electricity 
exports from a province, it is possible that the federal government may be afforded both the 
jurisdiction to act in this area76 and paramountcy, should its initiatives conflict with a 
provincial system.77 

iv. Taxation 

If the emission reductions and trading system is construed as a tax on the production of 
carbon-intense products (such as oil, gas, electricity, steel, metals, chemicals, cement, forest 
products and glass), the federal government is afforded broad power under s. 91(3) of the 
Constitution to impose such a tax either directly or indirectly.78 The provincial taxation 
powers are limited to direct taxes within the province to raise revenue for provincial purposes 
pursuant to s. 92(2) of the Constilution, and indirect and direct taxes in relation to natural 
resources in the province pursuant to 92A(4) of the Constitution.79 

Given that the federal government considered and rejected an upstream carbon tax on 
energy production and chose instead to implement direct emission constraints on large final 
emitters, it is unlikely that the courts would characterize the emission reductions and trading 
system as a tax. 

It is the authors' opinion that the two most likely characterizations for GHG emissions 
reductions and trading systems are in relation to environmental protection and interprovincial 
and/or international trade. 

v. Environmental Protection 

One of the central and dominant features of the proposed emission reductions and trading 
system is, in fact, the intended reduction ofGHG emissions to the atmosphere from stipulated 
large industrial emitters. As a result, a dominant feature of the system appears to be to protect 

7S 

"· 
77 

1" 

1•, 

Ibid. 
Ibid. , s. 91(2) (international trade and commerce). 
Ibid., s. 92A(3). 
Winterhaven Stables v. Canada (1988), 53 D.L.R. (4th) 413 (Alta. C.A.). 
Supra note 36. 



CHALLENGES IN IMPLEMENTING THE KYOTO PROTOCOL 231 

the environment and address global climate change through the control ofGHG emissions 
to the atmosphere. 

However, there is no discrete class of subject in the Constitution that allocates jurisdiction 
over the environment to either the provinces or the federal government. The Supreme Court 
of Canada has both confirmed that the environment is a "constitutionally abstruse matter 
which does not comfortably fit within the existing division of powers without considerable 
overlap and uncertainty";80 and that it is a matter of shared,81 concurrent, or overlapping82 

jurisdiction between the provinces and federal government. As a result, valid federal or 
provincial environmental legislation must be respectively linked to an appropriate s. 91 or 
s. 92 head ofpower. 83 

a. Environmental Protection and Peace, Order and Good Government 

Federal environmental legislation, purportedly implementing a marine pollution treaty84 

and affecting discharges of pollution into marine waters located within a province, has been 
justified under the federal government's authority to enact laws for the "Peace, Order, and 
good Government" (POGG) of Canada, as set out in the opening paragraph of s. 91 of the 
Constitution. 85 In Crown Zellerbach, 86 the Supreme Court of Canada found that the impugned 
federal environmental legislation was within the jurisdiction of the federal government on the 
grounds that: 

... 

II 

•: 
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marine pollution, because of its predominantly extra-provincial as well as 
international character and implications, is a matter ofnational concern to Canada 
as a whole;87 

although marine pollution in provincial waters is not a new matter for Canada and 
originally constitutes a matter of a local or private nature in a province, it has 
become a matter of national concern;88 

the lack of a clear visual boundary between the territorial sea and the internal 
marine waters of the province supports the indivisibility of the matter;89 

the pollution of marine waters (either within or outside the provinces) is distinct 
from the pollution of fresh waters, and therefore is a single, indivisible matter;Q(J 

Friends of the Oldman Ril'i!r Society v. Canada (Minister of Transport & Minister of Fisheries and 
Oceans), (1992) I S.C.R. 3 at 64 (Friends of the Oldman River). 
Ibid at 62-65. 
R. v. Crown Zellerbach ltd., (1988] I S.C.R. 401 at 433 (Crown Zellerbach). 
Friends of tl1e Oldman Ril'er, supra note 80 at 68 . 
Com-enlion on the Prevention of Marine Pollution by Dumping of Wastes and other Mauer, 29 
December 1972, Can. T.S. 1979. No. 36 (enten:d into force 30 August 1975. accession by Canada 13 
December 1975). 
Crown Zellerbach, supra note 82; Constitution, supra note 36. 
Crown Zellerbach, Ibid. at 431-38 . 
Ibid. at 436 . 
However, it is noteworthy that La Forest J., writing for the minority of the Court, found that the power 
to regulate marine pollution unacceptably encroached upon areas of provincial jurisdiction, including 
industrial and municipal activity, resource development, construction and recreation (ibid. at 458) . 
Ibid. at 437 . 
Ibid. at 436. 
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the marine water/fresh water distinction in the impugned legislation constitutes a 
reasonable and ascertainable limit on the impact of the federal legislation on 
provincial jurisdiction; 
the effect on extra-provincial interests if the federal government failed to deal 
effectively with the intra-provincial aspects of marine pollution in provincial waters 
(the "provincial inability" test) is relevant for determining whether the matter is 
sufficiently single and indivisible to make it a matter of national concern; and 
"[i]t is because of the interrelatedness of the intra-provincial and extra-provincial 
aspects of the matter that it requires single or a uniform legislative treatment."91 

It appears that a prima facie case may be made out that GHG emissions reduction and 
trading is a matter of national concern to Canada, given that: (i) the new and international 
dimensions of the Kyoto Protocol; (ii) the extra-provincial and unbounded nature of the flow 
ofair, and associated air pollution; (iii) international actions to address global warming; (iv) 
the underlying global atmospheric chemistry of the effects of GHG emissions; and (v) the 
inter-relatedness of the intra-provincial and extra-provincial aspects ofGHG emission trading 
systems to limit such emissions. 

In particular, federal emissions trading legislation is likely to be supported by the 
provincial inability test. It is unlikely that any province would have the ability to limit the 
transboundary transport and global effects ofGHG emissions. Moreover, it is questionable 
whether the purpose ofreducing GHG emissions from industrial emitters across Canada at 
the lowest compliance costs will be fulfilled if multiple and fragmented emission markets 
arise through provincial implementation. 

Even if GHG emissions reductions and trading is found to be a matter of national concern, 
it is noteworthy that federal legislation implementing an emissions trading system including 
matters that are clearly within provincial control (such as forestry and natural resource based 
emission offsets) may still be read down. 

The decision in Crown Zellerbach supports the position that there is co-ordinate federal 
and provincial jurisdiction over the proposed GHG emissions reductions and trading system. 
Quoting Professor Gibson and relying on Professor Hogg, Dickson C.J.C. found that: 

It is imponanl lo emphasi,.e however that the entire problem would not fall within federal competence in such 

circumstances. Only that aspect of the problem that is beyond provincial control would do so. Since the "P.O. 

& G.G." clause bestows only residual powers, the existence of a national dimension justifies no more 
legislation than is necessary 10 fill the gap in provincial powers.;92 

The "provincial inability" test must not, however, go so far as lo provide a rationale for the general notion, 

hilhcno rejected in the cases, that there must be a plenary jurisdiction in one order of government or the other 
10 deal with any legislative problem;91 

'JI 

'): 

"' 

Ibid. at 434. 
Ibid at 432-33. 
Ibid. at 434. 



CHALLENGES IN IMPLEMENTING THE Krom PR01VCOL 233 

and 

Where ii would be possible lo deal fully with the problem by co-operative action of two or more legislatures, 

the "national dimension" concerns only the risk of non-co-operation, and justifies only federal legislation 

addressed to that risk.94 

Consequently, it is very likely that the law as stated in Crown Zellerbach would support 
federal legislation enacting a system of consistent national emission reduction requirements 
and over-reaching emission trading rules, but not offset creation rules that are directed at 
creating emission reduction commodities from provincially-controlled forestry, renewable 
electricity generation and other natural resources. 

In the unlikely event that federal jurisdiction over GHG emissions reductions and trading 
is characterized as being of national concern and the federal government is afforded 
exclusive jurisdiction over it,9s conflicting or detracting provincial emissions trading 
programs may be ultravires the provinces. However, such an interpretation is unlikely, given 
the Court's ruling in R. v. Hydro-Quebec. 96 

b. Environmental Protection and Criminal Law 

In Hydro-Quebec, the Supreme Court limited both the scope and the use of the national 
concern test in relation to federal environmental legislation. Finding that federal toxic 
substances legislation was upheld as being in relation to the federal criminal law power, the 
Court did not use the doctrine of national concern, despite express statutory wording to that 

. effect.97 Instead, the Court relied on the existence of a prohibition and penalty to uphold the 
federal legislation as in relation to the criminal law.98 

It is particularly noteworthy that: (i) La Forest J ., writing for the majority, again confirmed 
that the Constitution affords concurrent jurisdiction over the environment to both levels of 
government; 99 and (ii) Lamer C.J.C., writing for a four judge minority, would not have upheld 
the impugned federal environmental legislation on the basis of either national concern or 
criminal law. The minority would have struck down the legislation on the grounds that it may 
"encroach widely upon several provincial heads ofpower."11

)0 

Given that the federal government intends to implement the GHG emission reduction and 
trading obligations through sectoral covenants with certain industries, it is unlikely that the 
system could be supported by the "prohibition and penalty" reasoning and criminal law 
power applied by the Court in Hydro Quebec. 101 It is more likely that the emissions trading 
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system would fall outside of the criminal law-based environmental jurisdiction afforded to 
the federal govenunent in Hydro Quebec, despite the fact that the proposed covenants with 
industry will be supported by a "regulatory or financial backstop" and an associated 
administrative law structure. As a result, the most likely basis for upholding environmental 
legislation implementing a federal emissions trading system would be as a matter of national 
concern. 

c. Environmental Protection, Provincial Powers and Territorial Competence 

A provincial emissions trading system may be upheld on the basis of a number of 
provincial heads of power, including: public lands, including timber and wood thereon (s. 
92(5}); municipal institutions (s. 92(8}); local works and undertakings (s. 92(10)); property 
and civil rights in the province (s. 92(13)); matters of a local or private nature (s. 92(16)); 
and natural resources (s. 92A)). 102 However, to the extent that the federal government also 
implements an emission trading system (as it intends to do), it is possible that a federal 
emissions trading system that encroaches upon aspects of a provincial emissions trading 
system (such as certain property and civil rights) may be justified as merely incidental to the 
pith and substance of controlling transboundary GHG emissions or may be read down to limit 
the encroachment. 

In lnterprovincial Co-Operatives v. The Queen, 103 the Supreme Court found that it was 
beyond the legislative competence of the Province of Manitoba to regulate pollution outside 
the boundaries of the province, regardless of the effect within the province. This ruling 
confinned that the federal government has the authority to control pollution that crossed 
provincial boundaries and resulted in the reading down of the Manitoba legislation to limit 
its effect. '().I Given the transboundary nature and transport ofGHG emissions, a provincial 
emissions trading system that attempts to regulate same may be similarly limited in its 
application. 

d. Conclusion on the Environment 

Certainly from the authors' perspective there does not appear to be an unassailable class 
of subject or source of environmental jurisdiction that the federal government could rely 
upon to regulate and implement a GHG emissions reduction and trading system without 
inevitably encroaching upon provincial areas of competence. 

C. LEGAL CHALLENGES REL\ TED TO INTERPROVINCIAL 
AND INTERNATIONAL TRADE 

In addition to environmental protection, another of the central and dominant features of 
the proposed emission reductions and trading systems is the creation and regulation of trade 
in new emissions products and related financial instruments. As a result, a competing (and 
possibly equally important) feature of the systems appears to be the regulation of trade and 
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commerce in emission products and emission markets. While there is no discrete class of 
subject pertaining to emissions trading per se, it would likely fall within the federal and 
provincial classes of subjects pertaining to trade and commerce. Specifically, s. 91 (2) confers 
jurisdiction over interprovincial trade and commerce on the federal government, while the 
provincial jurisdiction over property and civil rights in s. 92( 13) has been held to provide the 
provinces with jurisdiction over intra-provincial trade.10

~ However, Supreme Court 
jurisprudence indicates that the dividing line between the spheres of provincial and federal 
trade competence is far from clear. Consequently, the jurisprudence provides only limited 
direction on the question ofhow any trade and commerce jurisdiction over emissions trading 
may be divided between the federal and provincial governments. 

The Privy Council first considered issues regarding the shared federal and provincial 
jurisdiction over trade and commerce in Parsons. 106 The Court found that, in considering the 
constitutional validity of Ontario insurance legislation, the federal trade and commerce 
powers provided by s. 91 (2) of the Constitution are not unlimited. Specifically, the Court 
found that although Parliament has the power to regulate interprovincial trade and general 
trade affecting the whole Dominion, the federal trade jurisdiction does not extend to the 
regulation of contracts of a particular business or trade in a single province.107 Such matters 
fall within provincial jurisdiction over property and civil rights under s. 92(13) of the 
Constitution. 108 As a result, a federal emissions trading system that regul&tes emissions trading 
contracts or ownership provisions therein may be subject to jurisdictional challenge. 

Similarly, challenged provincial legislation regulating the use of, and commodity prices 
for, coal and gas within the Province of British Columbia was upheld by the Supreme Court 
of Canada.109 Despite strong arguments that the industry was integrated and of an 
interprovincial and international nature, the Court found that the provincial legislation was 
valid under provincial trade jurisdiction, as the pith and substance of the legislation was to 
regulate a particular business entirely within the Province. 110 Therefore, it is possible that 
provincial emissions trading systems that are limited to the territory of the province and 
address only one industry, such as energy, may be validly within provincial trade power. The 
environmental effectiveness and economic efficiency of such a system would, however, be 
very limited by its size and scope. 

In the same vein, federal legislation aimed at regulating production and labelling in only 
the beer industry was found to be invalid under s. 91(2) of the Consti1111io11.111 In Lahau 
Brewing v. Canada, Estey J .• writing for the majority of the Supreme Court, rejected the 
general branch of the federal trade power set out in Parsons and found that: 

even if this statute were to cover a substantial portion of Canadian 1.-conomic acti\·ity. one industry or trade at 

a time, by a varying array of regulations or trade codes applicable to each individual sector. lhcrc would not. 
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in the result, be al law II regulotion of trade ond commerce in the sweeping general sense contemplated in the 

Citizens Insurance case [Parsons], supra. That. in my view, is the bean ond core of the problem confronting 

the respondent in this appeal. Thus the provisions reguloting malt liquors relate either lo a single industry or 
a sector thereof, while other regulations appear 10 concern themselves in a similar way with other individual 

industries ... I conclude, therefore, in this part, thol the impugned sections as they relate to malt liquors connot 

be founded in tl1e trade and commerce head of jurisdiction.112 

Based on this case, it is possible that certain provinces may challenge the proposed 
emissions trading system in the event that the system significantly and uniquely affects 
production in a particular industry located within the province. In addition, the reasoning in 
this case is particularly problematic for any federal regime that would require disclosure of 
the emissions and/or environmental benefits associated with various forms of electricity 
products, such as wind power or coal-fired electricity. 

However, the above-mentioned intra-provincial trade powers that are afforded to the 
provinces are not without limits. Such limits may be gleaned from both the obiter dicta in 
Jnterprovincial Co-operatives, and the ruling in Manitoba (Attorney General) v. Manitoba 
Egg and Poultry Assn. 113 In the latter case, the Court found a provincial egg marketing and 
quota plan to be outside the jurisdiction of the province as it was aimed primarily at effecting 
extra-provincial production restrictions. Justice Pigeon contemplated both the limits on the 
provincial trade power and its application to the environment as obiter in his decision in 
lnterprovincial Co-operatives. In finding that the pollution was truly interprovincial and the 
proper subject of federal jurisdiction, Pigeon J. indicated that: 

the power to regulate by legislotion the contracts of a particular business or trade is within the scope of 
provincial legislative authority over property and civil rights. However, where business conlrncts nffccl 

interprovinciol trode, it is no longer a question within provincial jurisdiction. The matter becomes one of 

federaljurisdietion .... In my opinion, the same view ought to be taken in respect of pollution ofinterprovincial 
waters as with respect lo inlcrprovineiol trade. 114 

Clearly, such reasoning could be applied to the international and interprovincial nature of 
GHG emissions trading and used to support a federal system or restrict or possibly invalidate 
a provincial emissions trading system, particularly if it allowed for the use of international 
emission credits. 

In Reference re: Agricultural Products Marketing Act, 1970 (Canada), 115 the Court was 
supportive of a complimentary approach to the division of federal and provincial trade 
powers and validated nearly all of a coordinated federal and provincial egg marketing plan 
that established quotas for export, intra-provincial and extra-provincial trade. The only 
invalidated portion of the federal legislation was a section that provided for a provincial 
marketing board to collect and redistribute levies within the province. Further, the Court 
supported the provincial legislation that had the effect of controlling production of the 
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product, finding that the levies were perfectly legitimate to effect federal-provincial 
cooperative action in regulating a commodity in both intra-provincial and interprovincial 
trade.116 

Castrilli applies this case in support of a federal emissions trading regime, particularly one 
that provides for provincial emission limits and the commoditization of emissions reduction 
credits.117 It is our view that this case provides the best support for a principled and effective 
emissions trading system that involves both the federal and provincial governments within 
their respective extra-provincial and intra-provincial spheres of trade competence. However, 
it is possible that judicial force of this ruling may be limited, given that Professor Hogg 
opines that "the case is an unusual one and may not be an important precedent."118 

Most recently, the Supreme Court set out a series ofindicia that would support the validity 
offederal legislation under the federal government's general trade and commerce power and 
applied a related test for determining the validity of federal legislation under the trade and 
commerce power. 119 In General Motors of Canada Ltd. v. City National leasing ltd., 
Dickson C.J.C. upheld federal combines legislation and set out the following five non­
exhaustive indicia of valid legislation under the general branch of the federal government's 
trade and commerce power: 

First, the impugned legislation must be part of a general regulatory scheme. Second, the scheme must be 

monitored by the continuing oversight of a regulatory agency. Third, the legislation must be concerned with 

trade as a whole rather than with a particular industry. 

(i) the legislation should be of a nature that the provinces join1ly or severally would be constitutionally 

incapable of enacting; and ( ii) lhe failure 10 include one or more provinces or localilies in a legislative scheme 

would jeopardise the successful operalion of the scheme in other parts ofthc country.120 

In applying this case to emissions trading legislation, Castrilli suggests that all five indicia 
would support federal action.121 In forming this opinion, the authors believe that Castrilli was 
both optimistic and without the benefit of any of the details of the proposed federal emissions 
trading system. First, while the emissions trading system is likely to be part of a regulatory 
scheme, it is a market-based regulatory tool that is designed to minimize administrative 
burden and harness market forces to effect regulatory goals. As a result, the nature and extent 
of regulatory agency oversight of the emissions trading system is less than certain. Second, 
the proposed emissions trading system is not concerned with trade as a whole, but is rather 
targeted at nine carbon-intense industrial sectors. Third, the experience of several U.S. states 
would indicate that there is a related constitutional precedent to support provincial emissions 
trading, although the authors acknowledge that such patchwork trading systems are far less 
effective and efficient than a coordinated system. Finally, the GHG emissions profile of 
Canada would indicate that the vast majority of Canadian GHG emissions are produced in 
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a small number of provinces. As a result, although the failure to include one or more of the 
low-emitting provinces may create politically undesirable impacts, it may not necessarily 
jeopardize the successful operation of the emissions trading scheme in other parts of the 
country. 

In summary, the jurisprudence set out above clearly indicates that there is an amount of 
judicial tolerance for overlap between federal and provincial enumerated heads of power 
relating to trade and commerce that may give rise to valid provincial authority to regulate 
certain aspects of emissions reductions and trading in the province. To the extent that such 
provincial emissions trading systems may have the effect of creating a barrier to 
interprovincial trade in emission products and related financial instruments by fragmenting 
what would otherwise be a national emissions market, it will be necessary to determine what 
relevant Constitutional doctrine is to be applied in the event that a valid provincial emissions 
trading system creates a barrier to interprovincial trade in emission products and related 
financial instruments. 

Professor Hogg advocates that, in such a case, the weight of the jurisdictional authority 
should be balanced in favour of the federal government's authority over general trade and 
commerce, which must necessarily extend beyond the regulation of interprovincial and 
international trade in order to be effective.122 In the event that a federal emissions trading 
system has incidental or ancillary effects on matters clearly within a valid provincial 
emissions trading system, Professor Hogg believes that the legislative authority is concurrent 
and that the encroachments of the federal emissions trading system would be justified ifthere 
is a "rational, functional connection" between the portion of the emissions trading system 
which is good and that which is challenged. m Although there is a body of Canadian 
jurisprudence that would support such a view,124 we believe that the better view, which is 
more reflective of the underlying principles of federalism, is expressed by Vegh.12s 

Vegh relies upon the ancillary doctrine to opine that the test for valid encroachment into 
the general sphere of intra-provincial trade is more onerous. In the case of provincial 
emissions trading, a serious intrusion into an area of provincial competence (such as 
electricity facilities) on the basis of interprovincial or international trade would only be 
justified if it were necessary to implement the federal emissions trading system.126 

In considering the question of what happens when provincial legislation in relation to a 
local trade matter has the result ofimpeding or effectively preventing the interprovincial flow 
of trade,127 Vegh suggests that interprovincial trade barriers should be characterized by 
reference to the disproportionate impact that the provincial measure has on the flow of trade 
between provinces. Vegh uses the term "disproportionate impact" specifically to refer to the 
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trade impediments that are not necessary to implement the objectives of otherwise valid 
legislation as identified through the ancillary (or necessarily incidental) doctrine of 
constitutional interpretation.128 

In the case of federal and provincial emissions reductions and trading systems, the Vegh 
test may therefore support coordinated federal and provincial emissions trading systems, but 
may not allow for the encroachment of the federal system into areas of provincial 
competence, such as the creation of emission offsets from forestry and non-renewable natural 
resources in the province. 

1. TRADE CHALLENGES BEYOND THE CONSTITUTION 

The constitutional analysis in relation to trade and commerce is further comp I icated when 
one considers potential challenges that may arise under international trade agreements such 
as the North American Free Trade Agreement Between the Government of Canada, the 
Government of Mexico and the Government of the United States.129 On I May 2003, the 
Attorneys General of the States ofNew York, Connecticut and Rhode Island filed a petition 
against a major Ontario electricity generator under ss. 14 and 15 of the North American 
Agreement on Environmental Cooperation (generally referred to as the environmental side 
agreement to the NAFTA).130 The petition asks the NAFTA Commission for Environmental 
Cooperation to investigate the Federal Government's failure to control transboundary air 
emissions from two Ontario-based coal-fired power plants located on the southern portion 
of the Ontario border with several U.S. states. 

Even under the Vegh test, the impacts of related international trade challenges of this 
nature may lead to the determination that federal emission reduction and trading measures 
that would otherwise be viewed as having serious and disproportionate impacts on provincial 
emissions trading are necessary to implement an effective federal emissions reduction and 
trading regime and to limit barriers to international trade. 

In conclusion on this point, although the federal jurisdiction over general trade and 
commerce may be increasingly used to limit the scope of provincial emissions trading 
initiatives, there continues to be uncertainty in the scope of federal and provincial trade 
powers. In addition to mounting international trade concerns regarding transboundary air 
emissions, this uncertainty emphasizes the need for coordination and harmonization between 
governments in their development and implementation of GHG emission reduction and 
trading policy initiatives. 

Such co-ordination may be modelled on the actions and result of the Federal-Provincial 
Working Group (FPWG) on Controls Harmonization (now the FPWG on Ozone-depleting 
Substances and Halocarbon Alternatives) that provides for a comprehensive federal­
provincial mechanism to implement the Montreal Protocol on Substances that Deplete the 
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Ozone Layer.131 As a result of this initiative, the two levels of government have agreed upon 
discrete but interacting spheres of competence, such that the federal government addresses 
both the production and trade of ozone-depleting substances (ODS) under the CEPA 132 and 
provincial governments address ODS emissions and releases into the environment.133 Such 
a coordinated and harmonized approach is also directed by the Canada-wide Accord on 
Environmental Harmonization134 that was agreed upon by federal, provincial and territorial 
Ministers of the Environment on 29 January 1998. Finally, the Canadian Agreement on 
Internal Trade (AIT) would also support true coordination, cooperation and harmonization 
of the federal and provincial governments in implementing an effective GHG emissions 
trading system. us 

V, CONCLUSIONS 

The federal and several provincial governments are now in the process of developing and 
implementing GHG emission reduction policies and emission trading systems to reduce GHG 
emissions in Canada and the provinces. A large number of practical challenges to the 
development of a robust, liquid, integrated and efficient Canadian GHG market may result 
from the current attempts of provincial and federal governments to implement different and 
varying emission reduction and trading systems. In fact, many of the base elements of an 
emissions trading system (such as the emission limits, allocation mechanism and compliance 
or usage rules) may be at odds if Canadian policy makers continue to develop entirely 
independent provincial and federal emissions trading policy. 

In addition, the use of environmental covenants between industry and government to effect 
emission reductions and compliance with GHG emissions trading systems may result in 
several legal challenges, particularly if such covenants are not supported by legislation and 
open to public scrutiny. Such issues are compounded if both the provinces and the federal 
governments enter into emissions trading covenants with the same industrial participants. 

Finally, the authors conclude that the shared federal and provincial constitutional 
jurisdiction over both environmental protection and trade and commerce provides strong 
support for the implementation of a single, coordinated Canadian GHG emissions trading 
system that is jointly developed and implemented by the federal and provincial governments. 
This may be best achieved by ensuring that provincial governments retain and exercise their 
jurisdiction in relation to environmental protection and intra-provincial trade through express 
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authority over the creation of offsets in their territory, as part of a larger, provincially co­
ordinated offset mechanism. The resulting comprehensive GHG emissions market therefore 
would be administered by both levels of government in a mannerthat is both reflective of the 
distribution of powers conferred by the Constitution and enshrined in the underlying 
principles of federalism. 
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Implementing Legislation Section Number Provisions I 
Canada • Canadian ss. 162, 322, 326, 162. (I) Regulations that prescribe standards in relation to emissions may provide for a system of credits 

Environmental Protection Act, I 327 based on the following principles: 

> -= -= !"I 
2 

S.C. 1999, C. 33 (a) a company may establish that vehicles, engines or equipment conform to those standards by applying 
credits against emissions of the vehicles, engines or equipment in the prescribed manner and within 

C 
>( -.. prescribed I imits; (') 

(b) credits may be obtained by a company in the prescribed manner > 
2 

(i) by reference to emissions of the vehicles, engines or equipment that more than meet the requirements of > 
C 

those standards, or > 2 
(ii) by the pa}'ment ofan amount to the Receiver General determined at a prescribed rate in relation to 
emissions of the vehicle, engine or equipment; and 
(c) credits obtained by reference to emissions may be transferred to or from a company in the prescribed 

manner. 

322. The Minister may establish guidelines, programs and other measures for the development and use of 
economic instruments and market-based approaches to further the purposes of this Act, respecting systems 
relating to 
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( a) deposits and refunds; and 2 
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(b) tradeable units. = C: 

326. The Governor in Council may, in the exercise of a regulation-making power under section 93, 118, 
~ 
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140, 167, 177 or 209, make regulations respecting systems relating to tradeable units, including regulations l"I 
I:) 

providing for, or imposing requirements respecting, 

(a) the substance, product containing a substance or quantity or concentration of the substance that is 
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released or activity in relation to which the system is established; 0 ,~ 2 
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Implementing Legislation Stttion Number 

Canada - Canadia11 55. 162, 322. 326, 
Environmental Protection Act, I 327 
s.c. 1999, c. 33 

Ontario - Environmental s. 176.1 
Protection Act, R.S.O. 1990, c. 

E-19, as am. by S.O. 1998, c. 15, 

Sched. E, s. 10 

Provisions 

(b) the methods and procedures for conducting sampling. analyses, tests, measurements or monitoring under 

the system; 

(c) the description and nature ofa tradeable unit, including allowances, credits or coupons; 

(d) the baselines to be used for comparison or control purposes in relation to the system and the ma,cimum 

limits applicable to the system and the manner of determining those baselines and maximum limits; 

(e) the conditions related to the creation, distribution, exchange, sale, use, variation or cancellation of a 

tradeable unit; 

(I) the creation, operation and management of a public registry related to the system; 
(g) the conditions for the use of and participation in the system, including environmental or temporal limits; 

(h) repons and forms related to the system; and 
(i) the maintenance of books and records for the administration of any regulation made under this section. 

327. Despite any regulation made under section 326. the Minister may issue an order setting conditions in 
respect of the trading or suspend or cancel trading of tradeable units or invalidate any trade of tradcable 
units where the Ministers are of the opinion that the trade or use ofa tradeable unit 
(a) has or may have an immediate or long-term harmful effect on the environment; 
(b) constitutes or may constitute a danger to the environment on which human life depends; or 
(c) constitutes or may constitute a danger in Canada to human life or health. 

176.1 The Lieutenant Governor in Council may make regulations, 

(a) establishing programs and other measures for the use of economic and financial instruments and market-

based approaches, including without being limited to emissions trading. for the purposes of maintaining or 
improving existing environmental standards, protecting the environment and achieving environmental 

quality goals in a cost effective manner; and 
(b) providing for or designating a body to administer the programs and other measures referred to in clause 

(a). 
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Implementing Legislation Section Number Provisions 

Alberta - Environmental s. 13 13. The Minister may, in ate0rdance with the regulations, establish programs and other measures for the use 
Protection and Enhancement of economic and financial instruments and market-based approaches, including. without limitation, 
Act, R.S.A. 2000, c. E-12 (a) emission trading, 

(b) incentives, 

(c) subsidies, 

( d) emission, effluent and waste disposal fees, and 
(e) differential levies, 

for the purposes of protecting the environment, achieving environmental quality goals in a cost effective 
manner and providing methods of financing programs and other measures for environmental purposes. 

Manitoba· The Em·ironment Act, s. 4S 4S. The Lieutenant Governor in Council may, where it is consistent with established environmental quality 
C.C.S.M., c. El2S objectives, market units of allowable emission of specific pollutants, in accordance with the regulations, and 

the revenue so generated may be held in trust by the Minister of Finance as an environmental contingency 
fund, to be used at the request of the minister in the event of an environmental emergency. 

Nova Scotia • Environment Act, ss. I S(a), 2S( l)(c) 15. The Minister may, in accordance with the regulations, establish programs for the research, development 
S.N.S. 1994-95, c. I and use of economic instruments and market-based approaches for the management of the environment and 

for the purpose of achieving environmental quality objectives in a cost-effective manner, including, without 
limiting the generality of the foregoing, 
(a) trndable emission and effluent permits; 

25.(1) The Governor in Council may make regulations 

... 
(c) regarding research, development and use of economic instruments and market-based approaches: 
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Implementing Legislation Section Number Provisions 
Newfoundland • Environmental s.22 22. The minister may 
Protection Act, S.N.L. 2002, c. . .. 
E-14.2 (h) adopt overall provincial emission caps, production goals and product manufacturing. sale and use 

restrictions with respect to air quality issues of regional or global significance; 
... 
(j) establish regional air quality management programs to address the combined effects of multiple sources 

of air contaminants; 

(k) enter into agreements respecting air quality management issues; 

New Brunswick· Clean Air Acr, s. 46 46. The Licutenant-Go\·emor in Council may make regulations 
S.N.B. 1997, c. C-S.2 ... 

(w) respecting the manufacture, sale or supply, offering to sell or supply or the use of mobile sources of 

contaminants and other consumer products that release or may release a contaminant into the air, including 

the establishment and enforcement of objectives, guidelines, standards and requirements in relation to them, 
the prohibition of fuels, the establishment of standards for fuels, requirements in relation to pollution control 

equipment, the establishment of emission limits and inspection processes and any other matter in relation to 

regulating such consumer products; 

Quebec - Em•ironment Quality s. 31 31. The Government may make regulations to: 
Acl. R S.Q., c. Q-2 ... 

(e. l) establish measures providing for the use of economic instruments, including tradeable permits. 

emission, effluent and waste-disposal fees or charges, advance elimination fees or charges. and fees or 

charges related to the use. management or purification of water. for the purpose of protecting the 
environment and achieving environmental quality objectives for all or any part of the territory of Quebec, 

and establish any rule necessary or relevant to the functioning of the measures pertaining in particular to the 

determination of the persons or municipalities required to pay such fees or charges, the conditions 

applicable to their collection and the interest and penalities exigible in case of nonpa)ment; 
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Implementing Legislation Section Number 

Yukon - Environment Act, s. 14S 

R.S.Y. 2002.c. 76 

British Columbia - Bill S7, s. 119 

Environmental Management Act, 

4th Sess., 37th Parl.. British 
Columbia. 2003 (assented to 23 

October 2003; Act not in force, 

requires regulation) 

Provisions 

14S. Despite the M11nicipal Act and subject to the P11b/ic Health Act, the Commissioner in Executive 

Council may make regulations relating to Part 9 including regulations 

... 
(h) prescribing economic regimes or the use or economic tools for encouraging efficiency in air quality 

protection, noise control, the use and conservation or water, water quality protection, and the protection, 

maintenance and reclamation orland; 

119( I) Without limiting section 138 (I) [general authority to make regulations), the Lieutenant Governor in 
Council may make the following regulations: 

(a) for the purposes or providing economic incentives to promote environmentally responsible 

behaviour, 

(i) respecting the variation offees payable by a person under this Act, including without limitation, 

(A) authorizing a director to vary foes, 
(R) establishing the criteria the person must satisfy to be eligible for or subject to a variation, 

and 
(C) limiting the amount or a variation authoriz:cd by the director, 

(ii) respecting agreements under which the requirements or this Act or the regulations may be 
varied, including by adding to, restricting the application or or eliminating requirements, in 

relation to that person for the tenn of the agreement, including without limitation 

(A) authorizing the minister to enter into agreements, 

(B) establishing the criteria the person must satisfy to be eligible for an agreement, 
(C) specifying the provisions or the Act or regulations that may be varied under an agreement, 

and 
(D) requiring public notification to persons affected by an agreement, and 

(iii) respecting the establishment of a program or discharge monitoring, registration and trading. including 

offsets or credits; 
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