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Abstract

Freer trade with the United States, in the form of a funcisonal. sectaral or
comprehensive arrangement is evaluated in the ;nht,ext.o'i exisTing economic
literature. The dynamics of the world econory and increased protectionism in
the UU.5. and elsewnere has increased the importance of any trade-policy
decision. The evolution of trade theory and the incorparation of facets of

industrial structure and performance inte empirical models of trade liberzlization

show the potential gains for Canada to be large. An increesse of up te 9% of GNF

is accompanied Yy increzses in employment opportunities and in labour incomes,
with all regions benefiting in the medium to-leng run, while in the shest run
s.gruficant capital and laoour adjustment fould be gxpected. Firm hehaviour and
non-tarifi measures are alss found to be imporiant factors helping 1o detgrmine

the extent of realization in Carada of the potential gains from freer trade.
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PART l: THE GLOBAL AMD DOMESTIC ECONOMIC ENVIRONMENT

introduction -

What should be the form and .conditions of Canada's trade relationship with
the United States? This guestion has dominated the trade policy dedatz in
Canada since before Confederation. As Canada's economic performance and
davelopment are 1ied [argely to international trade, particularly hilateral trade,

this quéstion Is a2 major issue in the overall economic palicy debate in Canadz,

The specific issue of negotiating a bllaéeral trade agreement with the
United States has once again emerged as a current policy aduestion facing
Canadians and their governments. Thres aptions for any potentizl bilateral trade
negotiations have been identified: a framework agreement; 2 series of secToral
or functional agreements: and a comprehensive bilateral trade arrangement. The
debate over whether 1o enter bilateral negotiations and the best caurse te pursue
will have'to deal with 2 wide ran__ge of =omplex issues, including 2 changing global
econamis environment and rising concerns over the future direction of U.5. trade
policy, Nevertheless, the fundamental guestion is: will 2 ™ilateral trade
agreement with the Upitad States conttibute t9 a2 more campetitiu? ans
healthier Canadian economy with higher ingomes and greater and better

gemployment ooportunities for Canadians?

The purpose of this paper i3 to establish what is known thegretically and
empirically about the likely impact on the Canadian economy of ‘a Bilareral trade
liberalization agrzement with the United States and, just as important, i

determine what is not known and requires further jnvestigation,



The paper i divided inte foyr majer parts. The first parm putlines the external
factors affecting Canadian sconemic and tade pelicy, ingluding the global
economic envirenment, recent U.S. trade policy develgpments and the bilateral
trade environment; it then Turts T an examination of the rajationship between
trade pelicv and other areas of esenomic pelicy. The gentral écoromic anc trade
policy issues are reviewec in the context of the four aggregate sectors &ithe
Camadian essnomyve--agriculture  and fisheries, resource sxTtracilion  anc
processing, manuiamuring, anc services. Thnis part of the document s intzndes
to delinezte the impcr‘tan'; features of the domestic amd internatienal esanomic

envirgnment in which any silatera trada megotiations will occur

Parr 7 0f the paner agcrssies the guestions of the size amd natare ol ghe,
notential sconomic bemeflts ani. Cpsty of biliteral wade lberalzation Tha
diseassion Segins with a crifica. review ol recent develooments in internatianal
tracse tResty and whas these developmen:s can contribume ta our kngwleige @
the impact of Trade liveralization. Inciuded i this evaluasion are exzminaticns
of the impertance of scale  ecornamies.  industrial argasizatio® ans
competitiveness in the Canadian economy 9 the realizazion of potenzial gains
from bilateral rrade Lberalization. The next step is 10 examine the Tneoratival
and empirical issuss invelved in ,es:imating' for Camada the impacss of trage
liveralization, with the mer:ifir:-' purpose . of determining what ‘we know. oLy

reliable this knowledge is, and where further work. Is required,

The next issue dealt with i the employment imbac:s of trade

Iberalization. foliowad by a discussion on non-tariif barriers. Singe mest of he




preceding discussion concentrates on the economics of a comprehensive bilatera]
trade agreement, the discussion then turns to an examination of the sectoral and
functional approaches to bilateral trade liberalization. Throughout the

discussion, those areas that warrant further research are identified.

The purpose of the third part of the paper is to examine a number of

economic policy issues which are outside the strict confines of internztiona
trace theory but which are critical to the evaluation of the bilateral trade polizy
options. This section is concerned largely with the two general guestions of
whether Canada will be able to realize the potential medium-run net senefits
froin bilateral trade liberalization, and what factors may aid or disrupt the
adjustment process. The discussion starts with the issece of structural
adjustmens:, the process of adjustment and adjustment costs. This discussion is
followed by an examination the regional implications of bilaterai trade
liveralization. The next group of issues dealt with concerns the microeconomics
oi corporate behaviour with the emphasis in the discussion on R%D and
technological adoption, adagtation and diffusion.

Although considerzble research exists on nia:ny of the issues addressed in
these areas, for the most part only the adjustment work has been carried out in
the context of the specific question of bilateral trade liberalization. This aiso
applies to the latter section in part 3, which deals with the issues raised by

intra-corporate trade for Canadian trade and economic policy.



The fourth part is a general summary of the paper. Overall. the paper
concludes that the poxemia'l medium-run impact oii broad bilateral rtrade
liberaiization is positive and large. A bread trade lideralization agreement
would provide the conditions for a healthier, more productive economy and
greater anc better job opportunities. The sectoral approach otfers small positive
benefits if the right sectors are chesen; however, a number of difficulties with
this approach are indicates. While tariffs still remain high in a numbder of
product lines. much of the effort in any potential bilateral trade negotiations
will be directed at non-tariff barriers. The functional aporoach orovides 2
mechanism bv which t deal with the complex nature of most non-tariil
measures. although it is suggested that the potential medium-run net eczonomic
benefiss are likelv o be larger if a number of non-tariff barriers are dealt with
as a package. Turming to the areas outside of <he strict confines of trade theory.
the general assessment is sha: there are a number of major ga3s in our
knowledge of the process of sructural adjusiment in both capital anc ladour
markets. the regional impact and the microesonomics of corporale behaviour.
Since these factors can affect significantly the ability of the economy To reaiize

the potential medium-run behefits, thev raise important research and polizv

questions.
1.1 The Global Economic Environment

Although Canada and the United States are each other's major trading
parter, the evaluation of the economic consegquences {or Canada cannot ignore

the global economic environment. 1ikewise, Canada and the United 5tates



participate in a2 number of multilateral institutions, such as the GATT, the QELD
and the IMF, and any negotiations will have o take into acsount each country's:
multilateral esonarnic cbjectives and policy obligations. With regard 1o the

external environment, the follawing points warrant particular attention.

° Partlv as a result of past internationzl cooperation in the economiz
and trade systerms, the world economy is much more integrated today
than ever before: national ecomomies are increasingly linkee through
flows of goods, services, capital and people.

? Bv 1957 the staged tariff reductions agreed to by the participants in
the Tokyo round of multilateral trade negotiations will be fully
implemented. The new codes extending and clarifving the GATT
rules gaverning the use of non-taritl twade measures, which were ais
adopted in. the Tekvo round, have led the members who have signed
the codes 1o amend their domestic trade legislation to maxe i1
conform with their new rights and obligatians. Seme off these
changes have given rise to additienal conflics among GATT
members. while others have effestively reduced earlier scurcas of

contlict.

. The werld economy continues to undergo maior structural
adjustments; numersus industries, particularly in the tradiiional
manufacturing sectors, are moving w new logations of proguciion.
sspeciallv in the Newly Industrialized Countries (NITsh the glder
develgped countries are maturing and have entered a pos:-indusirial
stage of development; and global production is betoming more
specialized internatianally.

" Resistznce to the adjustment progess in the form of pratecticnist
mezsures and other “defensive” adjustment policies has hecome a
majer problem for the sybstance amd management of iAternationai
trade and sconomic relations, both betwesn developed counties and
in a2 Nerth-South ¢ontext. -

" The rise in protectionism is characterized by 2 pregccupation with
bilateral and/or sector trade balances, the use of non-tarifi
measures. frequently applied eutside the rules developed under the
GATT, and the resort to trade protection when the real cause of the
probiem is macreeconemic policy imbalances, or domestic-economic
changes. As such; the current rise in protectienism not only disrupis
international trade and investment flows but also weakens the basis
CATT oprinciples of non-discrimination, predictabilizy and
transparency for trade policy. y



L4

° As a result. of the rise in global protectipnismm. hew deveiopments in
intermational trade and problems left gver from the Tokve Round
such as agriculiural trade, subsidies and sajeguards. Canada:. the
United States and certain other QECD counwies have calied for a
mew round of GATT reogriations. In addition to therold Tade issues,
‘mew areas such a8 trade In services, counterfeit goods, high
rechnology trade and intellectual property will likely be included in
anv fuzure round of multilateral trade negotiations.

¢ The emergence of Japan and the European .Economic Community
{EECY as majer economic powers has created 2 multipolar werld
aLARSMY.

° In camtrast to the 1960s and early 19705, the growsh rave of weric
demand s much slower and there s sxcess giobal sraducten apacity
in mesT resogree and manufacturing sectors, the reduction of which is
an increasingly important part of the adjusirnent process.

¢ The rise in giobal interdapendence and multidolarity has increased
the policy interdependence of nations as weil as the sensitivity of
each nation's ecenomy to the domestic policies ang legislation of 113
major trading parmers and, at the same time, Has generaies groat
pressures upon the existing international economic insTitutional
framewerk, h '

* The expansion of trade into new areas sueh as services, the InCrease

in intermational eanital rmovements and the rise in the us2 of
non-tarif? barsiers have further compounded the complexities ol the
trade pelicy issues tonironting national governments.

° Abcve all. the single mest imporiant factor facimg gitizens and
governmens is e great uncertainly about their future a2onamie
prospects and develgpment.

The above points summarize briefly the global ezonemic and wrage salicy
environmens in which the various bilateral trade policy optiens wili be
avaluated. To a considerable degree, the changes in the economic environmesn:
that bear on Norzh America come [rem outside the continental econemy, and the
onus is en Narth American industries and economies To adjust t© the
competitiveness and dynamism of thase offshore. This is important o rezegnize

since for certain Canadian ingustries--for example {oorwear, textiles and
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clothing--the problem of stiff import competition in the —anadian market is due
not to U.S. competition but to offshore compezition. 'At the same time. the
unsettled global trade policy environment raises NUMErous questions about the

future of the GATT and other multilateral institutions. The Canadian and U.S.

economies are not immune to foreign trade policies, and both Canada and the

United States have a large stake in 2 stabie and open multilateral trading
svstem. In short, the assessment of the bilateral trade options needs 10
recognize a world characterized by 3 high degree of global econemic integration
Developments in the

and strong &conomicC pressures for swuctural adjustment.

glodal trade policy environment are also an important consideration in evaluating

the bilateral trade options.

In the contex: of globai trace, the evaluazion of the economic impacts of
silateral trade liberalization on .the Canadian economy must take inte account
the issue of wade diversion. Part of the economic impact on Canada.
particulariy in terms of increased production and exports, of entering 3 dilateral
trade arrangement would come from wrade diversion as Canadian exporiers would
no longer be confrontec by the same trade barriers faced by other exporiers 10
<he U.S. market. To the extent that adjusting to meet the competitiveness of
U.S. indusTies within a bilateral trade arrangement is the first step w0 meeting
global competition, the bilateral trade option should not be viewed as 3 pure

alternative to the multilateral approach. Indeed, it is likely that the adjusiment

process in Canada would be smoother and less costly in most industries if a

bilatera! trade liberalization arrangement preceded further multilateral trade

liberalization.



On the other hand, there mayv be some industries in which adjusting to
métc‘n U.S. compezitiveness under a bilateral trade é.gre-:ment may not be
consistent with adaoting to the emerging global economic conditions. Moresver,
a bilateral wade agrezment might not offer a solution to the stuctural
adjustment prodbiem in industries such as footwear and clothing which are
experiencing major problems in adjusting to global economic changes and stiff
oifshore compezition. More importént. any gains in terms of oroduction.
emplovment _an: exports {rom trade diversion are likely to be temporarv. The
L.S. has stated tha: its long-run objective is multilateral trade and invesiment
iberalization and the 1.5. Administration is pushing strongly for a new round of
mulzilateral trade negotiations. The federal government of Canada has alsd
called for 2 new round of multilateral trade nmegotiations: indeed, Canada has
long supported the multilaierai route because of the benefits multijaterai trade
rules provide to a small econemy and the importance of improved access 10 all
markess throughout the world. The bilatera] ootion offers both countries an
coperwunicy 10 further develop the bilateral trade environmen: as wel as
coportunities o retard the rise in protectionism and develop models thar might
be exzendeZ to the mul:i]ater.ai jevel. Nevertheless, both countries are likely to
participate activeiy in any future mulzilateral trade negotiations. Conseguently.
two issues should be borne in mind when evaluating the economic impac:: the
extent of trade diversion, and the impact of bilateral trade liberalzaticn on
Canadian industTies' global competitiveness and hence on their prospective

ability to take advantage of future opportunities outside of Norsh America under

anv future mulsilateral trade liberalization.
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1.2 The Bilateral Trade Envi‘ronrnent

Trade between Canada and the United States is the single largest
component of world trade, and both countries are each other's largest trading
partner. The bilatera] trade relationship is asymmetric when viewed from a
number of perspecsives. Over 70 per cent of Canada's international trade is with
the Unites States. while around 20-25 per cent of U.S. internationa! trade is wit™
Canada. Trade accounts for close to 30 per cent of Canada's nationa! income dut
only around 10 per cen: in the United States. Moreover, once bilaterai
automotive trade is accounted for, Canada's bilateral merchandise exports are
concentrated heavily in primary and semi-processed materials, whereas U.S.
bilateral merchandise exports comprise mostly manufactured produc:s. Yher
evaluating the various bilateral trade policy options, the following considerations

nead 12 Be borne in mind:

With few excentions, Sialteral trade is conducted under the provisions
of the GATT which is the main trade agreement governing the
Canada-United States trade relationship; the notable excepiions a-e
the Canada-U.S. Automotive Products Trade Agreements, .the
Canada-U.S. Defence Production Sharing Arrangement and the
understanding on safeguards negotiated bilaterally in 1985, and even
in these cases both countries have sought to ensure that the
arrangements meet their GATT obligations.

° It is estimated that when the Tokyo Round cuts are compieted in
1987, 80 per cent of Canada's exports tc the United States will be
duty free and 65 per cent of U.S. exports to Canada will be cuty free;
a significant share of the remaining bialteral trade will cross the
border at tariff rates of 5.0 per cent or Jower; however, taciff rates
for certain products remain high in both Canada and the United
States. with some as high as 20-25 per cent in Canada, and hence
trade is much lower in these products than it might otherwise de:
overall, the average tariff rate on dutiable products entering Canada
will be 8-9 per cent while the average U.S. tariff on dutiadle
products will be about 4.5 per cent after 1937, anc the dutiable items
are ’
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mostly manufactured products; conseguentlv, while Canads and the
United Stares appear to be close to the meeting the CATT
requiremen:s for declaring a free trade area, this abpearance is
deceptive and tariff rates are still an important issue to be
considered in any bilateral trade negotiations.

* Although certain U.S. tariffs remain high, it is the growing mood of
protectionism and the increasing use of non-tariff measures that pose
the major threat to Canadian trade interests; in traditional seciors,
the demands for protection have switched from demands for relief
from a cyclical downturn to demands for permanent trade proteciion
against foreign competition as many of these L.S. indusTies are
exderiencing difficulties similar to those in the same Canadian
industries; likewise, U.S. corporations have resoried more {requently
to U.S. unfair and {air trade legislation in an effort to reduce foreign
competition in the U.S. and, as was the situation in the Canadian
lumber countervailing petition, these petitions may be directec at
domestic policies in {foreign counties; the Congress has introduces a
growing number of protectionist bills and although few have been
passed. the language in the Congress has shifted {rom "{ree trace” 1
“{reer trade” and, for some, t0 "{air trade"; while the Administration
has atternpred to resist the mood of protectionism in the Congress. it
too has resorted to non-tarif{ measures to restTict imper:s of
producsts such as steel and Japanese automobiles.

i The rise in protectionism in the United States is due largaly to three
factors: the huge U.S. merchandise trade deficit, caused in large
pare by the high 'U.S. doliar and high U.S. interes: rates; the shift in
comparative advantage in certain traditional indusTies away Irom
the United Staies; and the U.S. frustration over the prodiems in
placing these trade issues it is interested in on the GATT agenca. in
particular the issues of tade in services, counterieit goods. high
technology trade and intellectual propemy.

¢ Although Canada is not the prime target {or most LU.S. protestionis:
demands and actions, the number of twade disputes between Canada
and the United States has increased recently and in numerous cases
the issues concern matters outside the usual boundaries of trade
policy and involve Canadian regulatory and cultural policies.

Given the size and depth of the Canada-U.S. trade relationship, it is not
surprising that at anv point in time there are a number of bilateral trade
problems confronting Canadian and U.S. policy makers. While some are not

sclved and are simi:ly allowed to continue, Canada and the United States have
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generally been able to resolve most bilateral trade disputes. Canadian interes:
in exploring the possidility of negotiating a bilateral trade agreemen: has
developed because of the growing mood of protectionism and the increasing use
of non-tariff measures, particularly contingent-protection measures, in the

UniteZ States.

The issue of whether or not to negotiate a bilateral trade agreemen: is
becoming one of securing as well as enhancing the existing access. to the U.5,

market. Since most major private sector investment projelis in  the

manufaciuring sector require access to 3 large market, the terms an¢ concitions

of access to the U.S. market are a medium-term policy issue for Canada. In
large part, the threat of reduced access t¢ the U.S. marker is caused dv U.S.
rade policy actions directed primarily against third courtries which can spill
over and affemt CanzZian exports. In other instanceas, competitive CanaZian
industries have found themse!ves confronted by demands for protestion i

Canadian imports by their U.S. competition.

A further Canadian concern is the growing willingness of U.S. producers to
petition under U.S. unfair trade legislation for countervailing duties against
Canacdian domestic economic policies and regulations which are alleged 10
provide countervajlable subsidies to Canadian exporters. Whether or not these
unfair trade petitions by U.S. producers succeed in the imposition of trade
barriers against Canadian exporis, the resort t U.S. fair and unfair trade
legislation raises the risx of exporting to the United States and saddles CanaZlian

producers with the legal and other costs of protecting their interesss ard



positions Seiore U.S. tribumals. At the same time, the increased threa: anc
actus! use of standing protectionist measures--for example, discriminzeory
government procurement by U.S. states--may have already plaved a2 major role
in the decisien by a number o Canadian firms to establish production fazilities
in the United Statres to serve the LU.S. marke': in produc: areas suc~ 2s Tass

transit eguipment: and telecommunications equipment.
1.3 Trade Policy and Other Policy Considerations
The three Silatera; tracde options currently under discussion in Canazcs are:

i) a framework agreement to establish principles anc orocecures for the
management of Tanaca-1..S. trade relations, including the senzict of
negcnaaons for secure and ennanced market access ant cisute

setliement:

i) a se=toral or fuactional agreemen:, for the elminaiis- of wice
Sariers in spesiiic sectars such as agriculture, or 37 the =omwrs: of
polcy insTruments such as government procurement; an¢

i) a ce'nnre“\ens;ve bjlateral trade agreement which would inveive e

eliminazion of ta~ifs and non-tarif{ “Sarriers on susstantially 2il traZe.
including both goods and services, exceptin a selectad {ew incustries.

O! the thres opticns, the United States has indicatec that shoulc Canada
and the United States engage in bilareral trade negotiations, its preierenc
would be to negotiate a comprehensive bilateral trade arrangement. There is.

&1

however, no suggestion {rom either country that the two negcotiate to for™ 2 ¥

free trade area or a common market. Moreover, there is no syggestion thal 2

mechanism for coordinating in some bilateral framework Canadian an¢ L.S.

trade bame's agains: third country exports should be negotiated. Any potential
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negotiations would be concemned with negotiations on trade barriers as they
affect hilateral trade and would encompass only those bilateral trade policy
matters which are of mutual interest to both countries. Furthermore, Canada
has indicated a preference that any resulting bilsteral arrangement be in

accordance with Canada's rights and obligations under the GATT.

There are a number of bilateral trade issues that either Carada or the
United Stares might ask to be included in any potential bilateral trade
negotiations. Tariffs are one example, and- both countriés have expressed an
interest in discussing @ number of non-tariff measures as they aifect bilatera]
trade--for example, federal and provincial/state government procurement
policies, the use of subsidies, and contingent-protection measures. [n the
discussions in Canada over the three proposals, a number of other issues have
been rajsed such as the appropriate time frame for phasing in anv agreement, the
appropriate safeguards, and in the case of the third option. what sectors might

be exclyded.

Before turning to the economic assessment of the bilateral trade
liberalization options, it is impor<ant to recognize that trade policy is only one
dimension of a government's policy agenda and concerns. In each nation.
govermments have acguired many responsibilities and play an important and
active role in the economy. However, as a result of global economic integration,
trade flows and international investment flows have become increasingly
sensitive to domestic economic policies, be they domestic microeconomic

policies and regulations or macroeconomic policies. In the past, natonai
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governments have found it mutually beneficial to co-operate internationaily in a
wide range of policy areas othef'than trade policy. At the same ume.
governments throughout the world have had to become more sensitive in
domes:ic policy making to extermal economic conditions and events. In short,
the interdependence between trade policy and other economic policy areas has
increased. Nevertheless, trade policy is but one j1em or; the governmens's poalizy
agenda; furthermore, the trade issues-to be discusses in any bilateral trade
negotiations will de on!v those mutually agreed upon by the govermnments af

Canada and the United States.

While the distinction between the trade policy sphere and other economic
policy spheres has become blurred, as Pearson and Salembier (1983) point ous, it
remains imporsant to maxe the distinction between macroeconomis anc
Microeconomic perspectives when evaluating trade policy options. The trade
envi!;-anment anc trade policy regime aflect the pattern and compeasition of trade
and the microeconomic swucture of the egonomy. While changes in
macroeconomis policies may affect the 0ta! level of trade fiows and the
¢competitivenest of an econofmy as a whole, changes in trade policy affes:

primarily the patrern of tade, the composition of domestic production and he

allocation of resources--inciuding labour--across economic activities,

1.4 Sectoral Assessments

In broad terms, the Canadian economyv can be divided into four majeor

sectors: agriculture and {isheries, natural resources and resource processing,
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manufacturing, and services. Canadian-U.S. trade includes products produced in
all of these broad sectors. Trade is not restricted to final products as there is
considerable bilateral trade in intermediate products used as inputs by importing
industries. A major share of bilateral trade is intra-industry trade, as opposed to
inter-industry trade, and a considerable portion of bilateral trade is conducted
between the parents and the subsidiaries of multinational enterprises operating
in both countries. In this subsection of ihe paper, the main economic and trade
policy issues for Canada are briefly reviewed in the contex: of the four sectors

identified above.
(a)} Agriculture and Fisheries

Trade in agricultural and fisheries products has emergec as an issye-area
of increasing complexity and concern between the two governments over the last
few years. The inadequacy of international rules governing agricultural trade,
and the variety and magnitude of national programs of farm support have
contributed to the growing difficulty in managing bilateral trade issues in the

agriculture sector in particular.

’

The agricultural sector is, on the whole, characterized by a relatively high
degree of protection through a combination of non-tariff barriers, such as health
tandards, labelling and packaging requirements and quantitative restrictions.
Bilateral trade in dairy products, for example, has been severely reduced b_Q
application of quantitative restrictions. Although both countries apply low

nominal tariffs for fresh produce for most of the year, these tariffs rise
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significantly during seasonal peak periods for most fruits and vegetabies.
Moreover, the protection for processed food products is much higher in‘bcth
Canada and the U.S. than for fresh produce, which prbvmes protection to the
food manufacturing industries on both sides .ot the border. Generally, the
bilateral trade barrier problem is compounded by the éﬁvided jurisdiction for
agriculture in Canada and the U.S. between the tedera] and provincial or state

governments.

Since the mid-197%s when new directions for agricultural policies were
introduced in each country, a widening split has deveioped between the Canadian
and American governments over the accepted levels and measures of
subsidization for the industrv. This split has resulted in a number of recent
specific disputes over bilateral trade in temperate zone horticultural and
agricultural commodities, namely: potatoes, sugar, beef and pork and hogs. The
first concerned charges f{rom American farmers that potatoes irom eastern
Canada were being dumped in the U.S. market. Despite a dumping cetermination
by the Commerce Depariment, the [TC ruled that U.S. producers were not being
injured and no anti-dumping duty was warranted. Sugar has fong been subject in
the U.S. to a complex set of quota arrangements. The restrictions oh imporss of
refined sugar and related products, however, were recently tightened and
broadened to preciude imporis of processed foods from Canada conzaining sugar,
such as chocolate and cake mixes. These measures were protested by the
Canadian government since Canada’s quota allocations were quickly f{illes,
resultir;é in laveifs in the Canadian refining and {ood manufacturing industries.

The U.S. Administration has since promised to roll-back some of these
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restrictions. By contrast, the dispute over beef concerns Canadian import quotas
that were tightened in late 1984, mostly in response to a surge of exports from
the European Community. The U.S. government, however, protested the controls
imposed on imports from the U.S. which the Canadian government has since
promised tc modify. The dispute over exports of Canadian pork and hogs t0 the
U.S. centres on the level of subsidization to Canadian producers as do'cumemed
in a section 332 investigazion (U.S. Tariff Act 1930) in 1984, A subseguent
countervail action resulted in determinations of both subsidy and injury. A
countervailing duty on imports from Canada was instituted in March 1585.

The situation regarding fisheries trade is similar to that of pork and hogs.
The U.S. {fishing industry maintains that Canadian exporis of fish and fish
products to the U.S. market are unfairly subsidized by various government
programs and through the recent equity involvement of the federal and
provincial governments in several large fish processing companies. There have
been vigorous actions by the U.S. industry to restrict Canadian access to the U.S.
market, including four unsuccessful countervail actions (no serious injury was
found) between 1976 and -1981. Recently, bowever, U.S. harvestors and
processors have had more success with an anti-dumping action against Canadian
exports of salt cod fish, leading to the imposition in early 1985 of heavy
anti-dumping duties, and to the completion of an exhaustive fact-finding
investigation of the Atlantic groundfish and scallop industries. It is expected
that the information gathered will be used as evidence to launch future

countervail actions.
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Altnhough bilateral fisneries trade is subject to generally low nominal tarifl
rates, (but high effective rates of protection), as with agricultural trade, most of
the trade tension arises irom the use, by both countries, of trade legisiation 10

protect dornestic industries from what are perceived to be unfair practices by

the other trade pariner.
(3) Natural Rescurce Extraction and Procsssing

Since Canada has a comparative advantage in natural resources wits
respec: 10 the Lnited States and mos: Canadian resource-producing companies
are worlc competitors, the resource sector could be expected to gain from
bilateral trade liberalization. Furthermore, the degree of resource processing

prior 1o exportation to the United States could also be expected 10 ingrease.

A long-term developmental objective for Canada has been to increase the
aegree of resource upgrading and value-added in resource processing. Sinte the
L.S. tarifi system, like the tariff system in most countries, essalates as he
degree of processing increases, “i¢ has been argued tha: it encourages exports of
low-processed resources and discourages expor:s of higher-processed resources.
In certain sectors, particularly forestry, Canada has responded with export
guantity restraints and export taxes to offset the impact of tariff escalation.
Evidence provided to The Standing Senate Committee on Foreign Affairs (1573)
suggests that the tariff escalation problem is over-stated. Moreover, changes in
the U.S-. tariff system as a result of the Tokyo Round negotiations have reduced

the degree of the escalation problem. The removal of U.S. tariffs on Canadian
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exports would eliminate this problem and wouid at the same time provide
Canadian natural resource producers and processors with a competitive
advantage in the U.S. market vis-a-vis offshore producers and processors. To
the degree that U.S. non-tariff measures replicate the tariff escalation problem,
their reduction or removal would also provide benefits to Canadian

resource-based industries.

Whiie tariffs may play an important role in certain natural resource
industries, the research by Beigie and Hero (1980) and work by other researchers
indicate that the main issues for both domestic and bilateral pelicy
considerations are taxation, excess production capacity (especially in
resource-processing), growing competition from offshore producers and
non-tariff barriers. Manv natural resource and resource-processing indusiries in
both Canada and the United States are suffering from low prices and
over-capacity in the face of weak and shifting demand, as clearly is the case in
the petrochemical industry. Concerns about over taxation and dcuble taxation
are frequently raised by Canadian producers; however, as aptly demonstrated in
the lumber and stee! cases, the bilatesral trade-policy question for Canada in

many resource industries is how to pre-empt or avoid new trade barriers to the

U.S. market.

In the steel case, the issue for Canada was one of avoiding the web of a
U.S. protectionist action directed against third countries. The steel case is also
a good example of the trade policy problems for competitive Canadian industries

caused by the global excess production capacity and the attempts by nations to
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shift the excess capacity problem, and hence the structural adjustmenst proplem.
" onto their trading partners. The lumber case, however, was a bilateral trade
problem which was caused by the economic recession and the burden imposed on
the U.S. North West forest product producers by U.S. domestic stumpage policies
for U.S. government land. The U.S. Nerth West producers sought relief from
their domessic problems through a countervail petition which alleged Canadian
stumpage policies provides Caradian producers with subsidies. Although the U.S.
producers di¢ not win the case, Canadian {irms and governmen: expended

considerasle efiorts and monies in preparing and arguing their case.
{c) Manufacturing

Improving the periormance and fostering the development .of the domestic
manuiacturing sector has long been a major economic policy priority in Canada.
Since before Coniederation, Canadian manufacturing incdustries have been
protected by high tarifis, anc even after 1987, Canadian tarifis on manulaciured
products will be higher than in the United Stares and most other OECD
countries. Canadian govem;nems also provide support to Canadian
manufacturers in a variety of ways, including various forms of financial
assistance anc government procurement policies. And, on ocecagion, the
Canadian federal government has emploved tough trade restrictions to protect
certain industries, such as the global quotas on footwear imports and MFA
(Multi-Fibre Arrangement) bilateral restraints on apparel imports, or has
developed special policy packages for other industries, including the special
arrangement for the automotive sectar under the Canada-(.S. Automotive

Products Trade Agreement (APTA)
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Specific Canadian concerns over bilateral trade in manufactured progucts
are wide ranging and vary considerably across industries. Some general concerns
are the persistent Canadian bilateral trade deficit in manufactured products, the
dominance in Canadian bilateral exports of automotive products shipped under
the APTA, the large share of intra-corporate trade in bilateral trade, and the
growing vulnerability of Canadian exports, investment and policies to U.S.
protectionist actions. With regard to the specific issue of bilateral trade
liberaliza=ion, a number of observers have expressed the fear that it would result

in a major contraction of manufacturing production and emplovment in Canada.

In large par:, the patterm and composition of bilateral manufactured
products Tade and the Canacian pclicy concerns over the future performance
ancd development of the manufactured sector reflect the struciure anc

competitiveness of Canadian manufacturing industries.

With some excentions, Canadian manufacturers are high cost, low
productivity producers of manufactured products. As shown in Talle I, Canad:an
manufacturing labour costs per unit of output--adjusted for productivity
differences--are the second highest when compared 1o the major OECD
counties. Unit-labour cosws are, of course, only one element of overail
competitiveness; however, they are the most important component of production
costs in manufacturing. Taking into account the generally higher costs of capital
and non-production costs in Canada, most Canadian industries do not now appear

to be well situated 1o compete with foreign producers of manufactured producis.
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Turning t© the Canadian-U.S. comparison of labour costs and produstivity,
the last fairly comprehensive study of Canadian and 'U.S. labour cosi and
productivity across various industries was for 1974 by Frank (1977). An uodate
of this study is required because of the need for intra-industry and inter-industry
comparisans in undertaking quantitative analysis of the impact of silaterza] trade
lideralizazion on Camadian indusTies and the Canadian rmanufacturing secior.
The recen: work bv Daly (1985 allows a useful bilateral comparison cf the
proecductivity: and labour cost performance of the Canadian and LU.S.
manufacturing sectors. Although the labour productivity gap is narrower tocay
than in the 1960s. Canadian real output per weorker still remains 27-29% Delow
that of the United States. For 1974, Frank (1977) found that the productivity
gas was. on average, 23%. The gap has thus apparently widened over 1he past
decade since U.S. productivity has been increasing faster than Canadian
sroductivity. While U.S. wages have been increasing at a slower rate than
Canadian wages since 197k, total average jabour compensation in Tanada is
abaut 7% below the U.S. averags when evaluated on the basis of the !3%3
exchangs rate. Nevertheless, the net effect of the difference of compensatian
per hour and the difference in output per hour is that unit-labour costs in Canaca
are higher than in the United States. Taking into account capital, distribution
an¢ managerial coswm. it s likely that Canada's cest disadvantage In
manufacturing relative to the United States is even greaier than suggested by

the above figures.

The above discussion reinforces the fact that Canada continues to be a high

cos:, low produstivity producer of most manufactured products. As will be
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mall

discussed in the section on trade theory, numerous factors such as the s
Canadian domestic market, trade barriers, sub-optimal plant sizes anZ
production runs, and excessive product diversity in Canadian plants, are

considered to be important reasons for the long-standing differences berwee~

Canadian an¢ U.S. manufacturing performance. There are aliso other reasons

which have been adducec to explain these differences, including the sfow

diffusion and adapration of new process and product technologies. a=c

manazerial performance. These issues are discussed in the third part sf the

paper.
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TABLE |

Labour Costs per Unit,
Manufacturing, Seiected Countries, 1933
United States = 100.0

United Kingdom 136.0

Canada 129.3
[taly 107.2
Belgium 106.3
Unjted States 16C.0
Cermany 92.3
France 36.5
Sweden 3.3
Japan 6.2

Methods: These estimates incorporate the net effects of output per hour in rez)
terms, total compensation per hour, and the 1983 exchange rates. This covers a
major par: of costs for GDP in manufaciuring, and costs per unit for capitai and
gepreciation can be approxirnated for some countries. The results are updates of
me methods used in D.J. Daly, Canada's Comparative Advaniage (Otiawa:
Economic Council of Canada, 1979)% A.D. Roy, "Labour Produczivity in 198%: An
International Comparison,” National Institute Economic Review, Auygust 1982,
5. 35; updared by U.S. Bureau of Labor Staustcs News, Mav 3., 193s,
“Intesnational Comparisons of Manufacturing Productivity anc Labor Cost
Trends, Prelimuinary Measures for |583."

Source: Daly (Forzhcoming) -
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The poor performance of the Canadian manufacturing sector is a burden on
other sectors as well as on Canadian economy in general. One central question is
whether entering a trade liberalization agreement with the United States would
result in a significant improvement in the competitiveness and performance the
Canadian manufacturing sector. This question must be asked specifically for the
manufacturing sector because it is here that the largest economic adjustments
and the largest potential long-run economic gains from trade liberalization are
likely to occur. Moreover, it is the concerns over the future of Canadian

manufacturing industries and employment that have traditionally dominated the

debate on bilateral trade liberajization.
{¢) Services

In Canacda approximately 65% of total GNP and employmen: is in the
service sector, while the comparable figure for the U.S. exceeds 55%. What is
surprising is that until recently this sector, despite the fact it has deen the
fastest-growing and most dynamic sector in most developed countries, has
received relatively little research attention except in selected cases, usually for
domestic regulatory and policy reasons. The lack of intensive and extensive
research on the domestic service sector extends to trade in services. Yet, as
demonstrated by the recent trucking, information-processing and banking
disputes, trade in services is an important issue in bilateral trade‘relations.
Moreover, trade in services is an area where the United States is keen to
negotiate agreements (bilateral and multilateral) to reduce and conirol real or

perceived barriers to trade.
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The traditional approach in international tade theory has been to treat
services as non-traded goods or as part of the process of goods trade in instances
where services support this trade (i.e. trade financing, transportation). While
many services ¢ontinue not to be traded internationally, in the past decade trade
in services has been the fastest growing and the most dynamic sector in
international trade, and much of this growth and dynamism is due to trade in
services that are independent of goods trade such as information processing,
business services, and construction and engineering services. Many of the
services that are now traded internationally are part of the "high tecn" sector
ang there is growing evidence that trade in services can play an imporiant role in

stimulating trade in goods.

Given the high degree of integration of the Canadian and U.S. economies
and the intra-corporate ties 3cross the national boundary, the bdilateral flow of
services is likely to be quite exiensive., How extensive or in wha: services
unforzunately can only be approximared. Next to the problem of relatively little
theoretical work on the economics of service industries, the most immediate
problem for research on services and trade in services is the' lack of hard daza.
Uniike data on trade in goods, data on international service transactions have not
been compiled in 3 systematic and detailed fashion for the explicit purpose of
measuring and analyzing trade volumes, patierns and composition. At present,
data are collectec peimarily for balance-cf-payment purposes and compiled at
high leveis of aggregation. Consequently, these existing data do not provide
concept*::.auy precise measurements of service-trade flows and there are

problems in comparing the data collected by major trading nations because of
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the lack of a standardized analytical definition of services to guide empirical
measurement and data collection. There is also a problem in distinguishing
between an international service transaction and an_international investment
transaction. Consequently, estimating price elasticities and other economic

parameters required for modelling trade in services has not been possible.

Turning to the theory of international trade in services, there appears to be
a slowly emerging consensus that the basic theoretical arguments f{or goods
trade, such as the concept of comparative ad\"antage, also hoid for services
trade. There is also growing evidence that the scale economy and
industrial-structure agruments frequently made in manufactured goods trade
may alsc be applicable to services trade. The problem encountered by
theoreticians such as Deardorff (1984) and Hindley and Smith (1984} is twofold:
defining what a service is (including how services are economically different
from goods) and dealing with the fact that most services are consumec where
they are produced and, hence, taking into account in the trade analysis the fact
that trade in services involves a form of trade in factors of production. The
theoretical problems are being sorted out; however, the above two basic

problems often reappear in the context of attempts to undertake policy research.

As a practical matter, the Canadian Task Force on Trade in Services (1932)
identified four types of traded services: services embodied in goods; services
complémentary to trade in goods; services that are substitutes for goods; and
services that are traded without a relationship to goods. This classification is

useful because the economic characteristics of services and their international
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exchange vary considerably. The Task Force also commissioned two stucies on
data; one study was to examine the applicability and usefulness of ;existing data
for trade analysis, and a second study was to develop a classification system for
. trade in services. Nevertheless, a major data collection and assembly effort is
still required as a prerequisite to solid research on trade in services. There also
remains much to do in identifying and understanding how service industries
operate and how bilateral service trade is conducted before a fuil assessment of
the impact of liberalizing bilateral service trade can be made. For example,
given the high degree of intra-corporate trade across the border, there is likely
1o be a considerablie degree of intra-corporate services flow; however, iittle is
known analytically or quantitatively about the internal trade of services within
multinational corporations, ai{though some wérk has been undertaken Dy

Statistics Canada.

As the theoretical and empirical issues in services trade differ signilicantly
from those in goods trade, so do the institutional and policy issues. “os: service
industries are highly regulated for domestic policy reasons. Both tne reasons for.
and forms of regulation vary significanily between Canada and the United
States. In most instances, the bilateral disputes over services trade have
involved clashes over domestic regulatory policies that reflect the difierent
problems, objectives, traditions and perspectives of each country., Thus, while
expiicit.iy designed barriers to services trade are not infrequens, bilateral trade

negotiations on services trade may aiso involve discussions on regulatary issues.

Notwwithstanding the major problems for research and negotiation arising

from dealing with diverse regulatory issues, the analytical and policy problems
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are further complicated by the nature of services trade. The production of
services involves primarily labour, capital and other services, as opposed to
intermediate material inputs. The delivery of many services requires an
establishment and/or direct access to the distribution system in the consuming
market. The ability of a service exporter to employ his own labour and capital
and to utilize the distributional infrastructure in his foreign markets corresponds
to the ability of a goods exporter to move physically his products acress national
boundaries. The issues of foreign ownership and access to the domestic market
can therefore become quite important, and b'ilateral negotiations may involve
such issues as foreign investment, (the right of establishment issue}, the
treatment in domestic markets of foreign-owned establishments, (nztional

treatmens issue), the treatmen: of foreign labour, and access for foreign users 0

domestic service distributional facilities and networks.

There is no international consensus on many of these issues. Indeed, as the
dehate between Clark (19382) and Grey (19%%) indicates, there is little consensus
on whether or not the current GATT rules can or should be 'app!ée:’ 10 services,
Bilateral negotiations on trade in services will, for the most part, be starting
from scratch. Research is required to examine Canadian trade in services from
the trade-policy point of view, to develop the conceptual issues, including
defining and measuring services trade flows, to identify the role of services in
Canadian trade, to spell out the risks and the potential gains in any bilateral
negotiations, and, thus, to provide a basis to develop ;Solicy positions for bilateral
negotiations. Moreover, research is required to assess the implications of
changing domestic r'egu!ations including rules on such policies as government

procurement, right of establishment and national treatment.
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PART 2: TRADE THEORY AND EMPIRICAL WORK

Changes in the trade environment or in the trade-policy regime affect both
the patiern and composition of international trade and the domestic structure of
an economy. In evaluzting the international trade theory predictions associated

with the various bilateral trade options, the following points must be recognized:

° at the overall economy level, given the size and structural
differences between the Canadian and U.S. econom:es, the major
structural  adjustments to Ddilateral trade liberalization wifl be
concentrated in Canada and the onus will be on Canadian industries
and the Canadian economy to adjust to meet the competitiveness of
U.S. industries and the U.S. economy;

° cerzain U.S. industries--such as forestry producsts, clothing, steel and
mass transit--couid be adversely affected by bilateral trade
liberalization. These and other industries may resist reduction of
elimination of U.S. trade barriers;

° the economic costs and benefits from bilateral trade liberalization
will not be the same as those from multilaterai trade liberalization
because under the bdiiateral option barriers to imporis from other
countries remain in place in both countries and, hence, 2 significan:
amount of tne increase in bilateral trade may arise from trade
diversion, not from trade creation;

° both imports and exports, particularly within industries, are likely to
increase dramaztically; the increase in bilateral trace flows will
involve both intermediate and final goods and lead to a greater
economic integration of the North American economy, which in turn
will affect the macroeconomic sensitivity of the Canadian economy
to the U.S. economy;

° many of the economic benefits in terms of improved productivity,
efficiency and improved competitiveness are due to inCreased impors
competition, -as Canadian industries adjust to new opporiunities and

. competition in and from the United States;

° adjustments in Canadian productivity and competitiveness arise from
exposure to U.S., but not world, competitive pressure, due to the
maintenance of external trade barriers; and
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. consumers can be expected to benefit directly from lower prices and
{rom wider product seiection.

2.1 Trade Theory

The traditional or neo-classical theorerical economic argument in
intarnational trade theory--that free trade provides net economic benefis 10 2
¢ountry--was establisned well before Coniede(ation. If srices anc guantities are
nct distorted by trade barriers and if markets are competitive, then ezIh country
will produce those products in which it has a natural comparative advantage anc.
througn international exchange, will trade them for the products its consumers
wish 1o purchase. Since consumers pay the lowest price possidie and firms'
praduce the optimal product mix at he lowest economic cost, the country as a
whole will Se betzer off. While it ¢can be shown that a large economic power can
use its trade barsriers to enhance its own economic weilare, the tradizional
theoretical argument is unequivocal in its conclusion that 2 small country is

setter 0if under free trade.

In tne case of bilateral iree trade, this prediction should, of course. de
modified to account for the consequences of trade diversion. However, the
applicability and relevance of the traditional theory of trade has been ¢hailengeZ
on numerous and widespread grounds. Moreover, many observers have queszioneZ
whether the small medium-run net economic benefits prediczed by the
traditional theory warrant the short-run adjustment costs or the potentiai

medium-run costs which, it is argued, are not captured by the traditional theory.
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For a small, open economy, these challenges are critical for the evaluyation
of trade-policy options. On balance, the incorporation into trade theory and
empirical testing of these challenges has indicated that the economic benefits
are much larger than predicted by the traditional theory. Moreover, the new
trade theories suggest that there are large, potential long-run gains for the
Canadian manufacturing sector from bilateral trade liberalization. However, the
new theories also show that under certain ¢ircumstances, there can be benefits
from trade protection. Indeed, the thecretical developments in the last decade
have made tne evaluation of competing trade-policy options an increasingly

complex task.

The challenges to the traditional trade theory have been tha: the
assumptions and underlving concepts are unrealistic, and the observed oatterns
of trade do not conform to the predictions of neo-classical trade thecry.
Traditional trade thecry augments the assumption of perfect competizicn with
the following ad<itional assumptions: within each industry, foreign and domestic
firms produce identical products (perfsct substitutes assumption); industries
operate under consiant-returns-to-scale production functions anc have icentical
cost structures; each firm in an industry uses the same technology; and factors
of production are mobile within an economy, but not across nationzl boundaries.
The traditiona! theory further assumes a condition of full employment and in the
case of a small country, that domestic prices are determined soiely Sy world
prices and trade barriers. ;f'ne direction and pattern of trade and, hence, a

nation's production mix, is determined by its comparative advantage. The

comparative advantage is exogenously determined--the principal factors being
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differences between'countries in factor endowments, technology, consumer
tastes and/or cempetitive equilibrium conditions (i.e. internal taxes, see Melvin
(1979)). While much of the traditional theoretical work is based on analysis of
differing factor endowments, all four conditions can fluctuate simultaneously
and a nation’s comparative advantage is the net outcome of their interactien,
Each country trades the product (or products) in which it has a comparative
advantage for the pro.duc:t (of produ&ts) in which it has a comparative
disadvantage and consequently, the pattern of trade involves 'mter;industry

trade.

Since certain factors of production--for exampie, land and minerai
resources--are immosile, Canada's comparative advantage is influences Dy its
endowments of natural resources and, even in the bilateral context. this will
influence the economic impace of bilateral trade liberalization. However, it is
now racognized that facior endowment is a less imporsant determinant of the
pattern of trage than it was once thought to be--particularty in trade berween
the deveioped countries, and especially for the Canada-U.S. situation decause of

the high degree of maobilizy of capital between the two countries.

The condition of diffsrences in consumer tastes is not a mMajor
consideration in evaluating bilateral trade-policy options decause of the generai
similarity in Canadian and U.S. consumer tastes. Difierences in technology and
co'mpe{itive equilibrium conditions not only remain important in determining
static comparative advantage but, as will be discussed below, these dilferences
are major determinanis of dynamic comparative advantage. However, the

manner in which technology and competitive equilibrium conditions can atiect
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trade flows, and, hence, investment decisions, is significantly different in the
new theories of trade than in the traditional theory, and this is of particular
importance for evaluating the economic consequences of bilateral trade

liberalization for the manufacturing sector.

The main criticisms of the traditional theory of trade are direciec to its
inadiiity to explain and incorporate observed events, such as intra-industry trace,
inter-countrv differences in industrial structure, in productivity ang in unit-costs
of production in the same industrv, and the fact that domestic prices in Canada
do not appear to follow the law of one price which underlies the traditiona!
theory. This has led economists to focus on the basic microeconomic aspects ol
production and consumption; earlv research by Eastman and Stykolt (19€7),
Melvin (1969), Wonnacstt and Wonnacott (1967) and others identified scale
economies, imperfect compesition (oligopolistic and monooolistic behaviour} and
imperfect sudstitutes (product variety within product markets) as major faciors
in evaluating the economic costs and benefits of trade-policy options. The early
work has prompted considerable theoretical and empirical research into the
imporzance of these factors in a small, ooen economy protected by trade barriers
and into the implications thereof for the country's economic welfare, industrial
structure and trade flows. Much of this work has involved incorporating
industrial organization theory into trade analysis, utilizing new data developed

by Statistics Canada to test economic relationships, and constructing

sophisticated general equilibrium trade models.



- 35.

One critical conclusion emerging from this research is thal comparative
advantage can be endogenously determined as well as exogenously
predetermined. Internal scale economies, product differentiation, technological
advancement and so forth have been found to be potential sources of national
comparative advantage which can be directly influenced by domestic policies in
sucn areas as taxation and government assistance to indusiries. This conclusion
nas introduced the term "“dynamic cornAparative adva:{tage" into trade-policy
discussions and underiies the arguments advanced by Longo (1934), Wilkinson
(1982) and others for “industrial strategies” to improve R&D and t;ac:'mology
performance, labour-market operations (including education and labour trainingl.
managerial and administrative performances. This conclusion also underlies
concerns over foreign ownersiip and forms the foundation of much of the
discussion in the third part of this paper on other eccnomic anc solicy 1ssues

associated with freer trade.

The introduction of scale economies, product differentiation anc imperfecs
competition into trade analysis. has provided theoretical explanations for such
events as intra~-industry trade, and different industrial structures in the same
industry across countries. Their introduction has also created major problems
for evaluating the conseguences of trade-policy actions, since the econoric
predictions are much different from those obtained from the tradizional
neo-classical trade theory. It is no longer theoretically certain that the impac:
on econdmic welfare of trade liberalization in an industry is positive. ror
instance, Brander and Spencer (1982 and 1981) show that under oligopolistic

conditions, export subsidies and import taxes may not only lead to an incustry

-
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with significant product-scale economies to expand its output but also may result
in a net welfare gain to the economy if economic rents are extracted from
foreigners. Similar applicatioris of industrial organization theory to trade-policy
analysis can be used to show various ways by which a small country can alter its
economic structure by trade protection and still experience a net welfare gzin.
Indeed, the incorporation  of ifnperfect .competitiOn into  trade
analysis--particularly as viewed through industrial organization analvsis of
parriers to entry--has given new life to the traditional infant-industry argument,
although it should be recognized that the circumstances under which such

policies may result in net welfare gains are limited.

At the same time, introducing scale economies, produc: differentiation and
imperfect competition means that the direction and pztiern of inter-industry
trade resulting from trade-policy actions cannot be predicted with the
confidence they were predicted by the traditiona! theory. With the introduction
of intra-industry trade, historical and competitive factars such as market
penetration, technological performance, capital intensity of procuction, the
willingness to take risks, marketing expertise and other non-production costs are
shown to play important roles in determining which industries expand and which
industries contract when trade is liberalized. Thus, while the new theories
provide explanation for events not explained by the traditional! theory,
assessments of the pattern of trade, the direction of resource allocation or the
changes in factor incomes are much harder to make. Probably the most

troublesome problem emerging from the new thecries is that although scale

economies are a source of potential gains from bilateral trade liberalization, tife
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theoretical possibility that trade liberalization in the presence of scale
economies will result in economic losses 10 a small economy cannot be totally
dismissed. And, as will be discussed later, these theoretical problems spill over
to the theory of trade barriers and their impact on economic variables; the
impact of tarifls and non-tariff barriers can be much diff{erent under conditions
of imperfect substitutes, imperfect competition ané large-scale economies than

under conditions of perfect competition. -

2.2 Industrial Structure and Scale Economies in

Canadian Manufacturing

In large par:, the bilateral trade liberalization debate--particular!yv for the
manufacturing sectar--has taken tw;: avenues: theoretical testing of the
circumstances under which the presence of scale economies. produgt
differentiazion and/or imperfec: competition will resuit in economiz benefits or
losses {rom rade liberalization; and empiricai modelling and testing of the
imporiance of these factors to the direction and magnitude of the impact of
trade liberalization. Recent t-hcoretical work bv Ethier (1982), Markusen and
Melvin {1982) and others suggest that the circumstances under which scale
economies wil] lead to net economic losses from trade are rejatively {ew. Since
most of the gircumstances under which product differentiation and imperiect
competition lead t0 economic benefits--usuvally from capturing rents f{rom
foreigners--rely on the assumption of scale economies, the above theoretical
research on scale economies is reassuring. The problems of predicting resource
reallocation and income distribution remain, as do the difficulties in predicting
the patterns and magnitudes of the regiénal impacss, employment impzac:s and

adjustment costs.
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What emerges from the theoretical incorporation of the above faciors in

general, and scale economies in particular, is that:

° over all, the potential long-run economic benefits of bilateral trade
liberalization are significantly larger than traditionally thought;

° consumer benefits are larger because not only do they pav lower
prices. but they have a greater variety of products 10 choose from in

each product line;

° the gains in productive efficiency are larger because ot intra-indusiry
resource reallocztion that is additional to productive efiiciency gains
from inter-industry resource shifts;

° much of the economic benefits from bilateral trade lideralization
come from the removal of U.S. trade barriers; this is in contrast to
the conventional argument that the benefits only arise from the
removal of domestic trade barriers;

° the policy problem of income redistribution between owners of
cspizal, labour, natural resources, etc. mav not de as large as
traditionally expected--indeed, it may be possidle for al! factor
incomes to increase due to trade liberalization, as opposed to one
group gaining rezl income at the expense of another group:

° while certain indusiries in the manufacturing sector are likely 10
cantract under bilateral trade liberalizazion, most manufacturing
industries will expand and, production, productivity  anc
competiveness in the manufacturing sector as a whole is expectec 10
increzse; and

° there are significant employment impacts, but it is quite likely that

emplovment in the manufacturing sector will increase if bilateral
trade is liberalized.

The main factor leading to the above conclusions is that the elimination of
bilateral trade barriers creates the incentives and the conditions for Canadian
firms to rationalize their production activities. Import competition provides the

ree

catalyst for firms to adjust their production techniques and activities, and {re

access to the U.S. marke: allows them to exploit scale economies and. hence,
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improve productivity and cost-competitiveness. This is not to say that cerzain
industries--particularly labour-intensive industries--wil! not be adversely
affected. Furthermore, there would be short-run structural adjusiment costs
experienced during the adjustment process as labour, capital and other inouts are
displaced in the contracting industries and move to the expanding industries.
Nor is there any guarantee that bilateral wade liberalization will immediately
solve such problems as the unsatisiactoryv R&D and technology periormanze in’
Canada. It is {requently argued that domestic rationalization stemming f{rom
scale economies in production would allow similar economies for R&D.
investment f{inancing, marketing, managerial and administration perisrmance
and so forth, and thar the economic conditions for improvement in these areas
would be expecred to present under freer bilateral trade. However, part of the
difficulty in evaluating fully the impact of bdilateral trade [iberaiizziion is the
guestion of whether technoiogy, labour and management considerations j22¢ 10
exploitation of scaie economies or whether expleiting scale economies leals to
improved technology, labour and management performance. The preciZion is
clear, however, that the long-run economic benefits are positive anc tha: ey
arise from structural changes in Canadian industries. The theory is also clear as

to the imporiant role played by imports in stimulating structural adjustment and

raising the national income level and living standards.

The question of the imporiance of industrial structural problems in
Canadian manufacturing industries are in explaining the poor productivity anc

compezitive performance of Canadian manufacturing industries has received
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great attention. Daly (1979) and others have provided considerable statisticzl
evidence of the productivity and cost-competitiveness gaps between Canadian
and U.S. industries. At the same time, numerous researchers have investigated
the effect of the small domeszic market and trade barriers on the industrial
structure of Canadian manufacturing industries. An assessment of this empirical
and theoretical research is in order in view of the importance of scale economies
10 the economic consequences of bilateral trade liberalization and the use oi this

cesearch in general equilibrium modelling.

The dua! issues of low productivity in Canadian industries and potential
scale economies has led a number of researchers to investigate theoretically and
empirically the reasons for the current industrial structure in Canadian
industries. There is little doubt that factors related to the guestion of Canadian
productivity and its relationship to market structure, market size, product
diversification, foreign invesiment, trade barriers and scale economies are
afiected bv the prevailing economic environment and will be subject to pressures
and changes if bilateral trade is lideralized. Therefore, two centra! questions
are herein addressed in the context of a possible movement toward freer
bilateral trade: first, what effect has the current economic and trade-policy
environment had on market structure, on product diversification, on the
performance of foreign-owned firms, on Canadian productivity and on industrial
performance in Canadian manufacturing industries; and, second, what pressures

and changes are likely as the movement to freer trade is undertaken.
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A great deal of theorezical and empirical work has been done on these anc
other questions about Canadian industrial structure, parﬁcularly with regarc o
excessive product diversity, sub-optimal piant size and sub-optimal scale
econcmies in Canadian industries. The work by Caves (1975), Caves et al (193C),
Baldwin anc¢ Gorecki (19%3a, 19835, 1983c, 19844d), Daly (19791, Hazledine (1978)
and others provide valuable insights into the causes of the relative gag between
Canada and U.3. productivity jevels ané the relationship between these variabies.
industry and firm behaviour ancd Canadian trade barriers. The empirical work in
this area is, in general, quite 1nst::ur:tive. as it has been carriec out over the

period of trade liberalization during the late 1940s and through the i197%s when

the Kennedy round of multiiateral tarif{ reductions were being institutes.

The literature surrounding the issue of Canadian productivity can be
summarizes with refarence 10 the achievement of (or barriers to the zTtainmens
of) economies of scale. Ecomomies of scale are characterized Dv recucuions in
the long-run average ¢3st of production and are achievable. under zondinions
consirained bv market size an_d other factors, in the form of procucs-soexziiic
scale economies. piant-specific scale economies anc/or comaanv-wide
{(multi-plant) scale economies. It is, however, the first two of these that provide

the most fertile and useful areas of research.

In the general case, an industry operating above the long-run average 20st
of production is able to do so in an environment characterized by some form of
protection. This protection is a cost-~essentially a transfer from consumers

and/or taxpavers to domestic producers in the form of excess profits. or 1o
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immobile factors of production. When this transfer is discontinued by the
elimination of protection, inefficient production is replaéed by imports or more
efficient domestic production. In each case, the resources freed from the
protected production must adjust to the new economic environment. Where anc
to wha? extent this adjustment takes place will partially depend on the form of
the sczle economies potentially achievable and on t.he actua! procuctivity

imorovemens experienced as the domestic economy adjusts to freer trade,

Product-spezific scale economies refer to the volume of procuction of any
single good produced and marketez. Manufacturing in Canade has ofzen Seen
citec as being characterized bv highly diversified firms and plants producing 2
diverse oroduct-mix. Though reducing the number of different produsts each
piant produces freducing product diversification) is one method of extending the
production run and reducing long-run average costs, evidence on the Canadiar
economy has tended to show that these economies are not current!v achievadle
due in sart 10 the small, protected Canadian markei. Daly (1979), for examzle,
attributes a significant portion cf the 25-30% difference in Canadz-L.S,
productivity levels to sub-optimal product-specific scale economies in Canadian
manufacturing. Both Caves and Daly have demonstrated empirically the

significant differences between Canada and U.S. within-plant product diversity.

Product diversity also has certain other ambiguous causes, with contrassing
effects on productivity differences between Canada and the U.S. Caves (1937
shows that effective tariff protection--measured as the value-added tha: mav

be lost if protection were removed--exerts a negative effect on plant size, and
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therefore on the realization of the minimum efficient scaie (MES) economies in
Canadian industry. Plant size is ai;o sensitive to market size and available
demand. But under cartain circumstances, product diversification can mitigate
some of the cost disadvantage faced by a firm in a small, protected market. The
scale economies achievable through deliberate product diversification are callec
economies of scope. The effectiveness of this strategy has not been
demonstrated empirically, but it will depenc largely on the confluence between
production runs ¢f kev inputs, of human capital and of production processes.

More researsn into this area wouid be useful in dezermining tne value of

economies of scope in mitigating the effects of product diversification.

Product diversificauon is in this sense a response to trade proteciion
indirectly through the impact this pratection has on market and plant size. But
by increasing the portion of the domestic market availadle to {irms operaiing a:
nigher than the long-run average cost of the efficient-scale firm in the indusiry,
proguct diversification can have tne efiect of inCreasing the number cf lirms in
the marke:. This, in turn, permits trans-border productivity differences

persist, even in light of increasing intra-industry trade.

On the other hand, Eastman and Stykolt (1967) document the tendency of
firms to use product differentiation as a means 10 erect higher encry barriers t©
an industry in terms of higher management, advertising and marketing €os1s.
Higher "entry barriers are associated with decreased competition anc. thus,
increased concentration in an industry. As Harris (1983) points out, in a highly

concentrated industry, smaller, less efficient firms can exist through the
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tendency of the dominant firms 1o earn excess profizs--partially possidble as 2
result of domestic protection--rather than to compete on price. A high degree
of concentration, where the largest 4 or 8 firms in an industry dominate a large
percentage of total industry sales (30-50% is common in Canadian industries}, is
therefore aiso a feature of industrial structure which is associated with twg
deleterious effects on the competitive position of Canadian ¢irms and industries:
the inefficiency associated with excessive product diversity anc differenziation;
and the continue< operation of small, inefficient firms under the price umbrelia
provided by the non-price competition of larger firms.

The failure of some Canadian manufacturing sectors to achieve necessary

product-specific scale economies has also been attributed to the significant

presence of foreign investment in Canadian manufacturing industries. The work

by Caves (1975) has become the benchmark piece in documenting what is felt to0
be the debilitating efiect of foreign invesiment on product rationalizatien anc
product-specific economies of scale. Resul:s yielded from analysis of 197¢ cate
on manufacturing industries showed evidence of a marked tendency bV
U.S.-owned firms toward greater product diversity--the "miniature replica”
effect referrec to in some economic literature. More recent data anc analysis
by Baldwin and Gorecki (1983a) have, however, refuted this assertion with
evidence which yields two distinct findings with regard to the impact of foreign
investment on product diversification. First, they determined that Caves'
evidence results from an aggregation bias which, when corrected, shows an
ambiguous effect of foreign investment. Second, when account is taken of the

oroduct diversity of sectors in which foreign firms locate, U.S.-owned plants,

.
’



representing a sample of all foreign-owned firms, are found 10 be significantly
less diversified than comparable Canadian {irms. From these twe important
findings, indirect inferences can be made to the effect that foreign-owned
(mainly U.S.) firms have undertaken, over the period of trade liberalization
through the 197%s. a process of rationalization the rate anc exient of which

Canadian firms were at the time unable or unwilling to emulate.

Why foreigners woulc experience more rapid rationalization of product
outaut than Canadian firms [s not completelv clear, but some insiznt may be
founc by examining the natur= of the foreign firms in Canaca. by reference t0
the effect of tariff protection and bv reference 1@ marketr structure. For
example, the foreign firms in Canada are of a group of firms best able 10 assume
the eniry barrier costs of entering a protected, diversified proguct marken:
namelv, the MNE, The MNE mav, among locational coasts and other facrors
affecting its investment decision, be pursuing a straregy dictated Oy it glodal or
North American, rather than Canadian, objectives., It may be more 2die 0
rationalize its production output in response to trade lideralizazion ihan the
Canadian {rm, or it may be be:::u able 0 achieve plant scale economies which
may act to mitigate the pressure to diversify. The use of intra-corporate tracge
mav alsc be a methed bv which the MNZ speeds adjustment, by facilitating the
transfer of product and process technology, for example. The issue of fore:gn
ownershiz and the likely reaction of MNEs to bilateral trade liberalization are
discussed in the accompanying paper. It is becoming clearer, however, thal
foreign firms in Canada are not contributing t¢ Canadian manufacturing

inefficiency in the ways previously thought.
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With regard to the overall question of product scale economies,

th

(1]

literature that focuses on the Canadian economy has ‘tended to confirm
general thrust of the Eastman/Stykolt hypothesis, which emphasizes the negative
impact of high concentration, high trade protection and, to a lesser exient,
foreign investment on product specialization. In general, industries
characterized by high protection levels and oligopolistic structure tend to be
characterized by higher product diversity than other industries. At the same
time. Baldwin and Gorecki (1983b and 1983c) demonstrate tha: Canadian firm
proguct diversity, and the historically persistent gap between this anc z similar
measure of U.S. firms’ product diversity, has m?derated significan:ly over the

period of the 1970s, due primarily to the adjustments undertaken in response 1o

trade lidberalijzatior.

The lack of product-specific scale economies in Canadian industry is partly
a result of the small, protecied marke? and its assoclated imposes CONStrainis --

especially in terms of industrial structure and lack of competition. Product:

iversity, as noted, can also be seen as a rational response to a prevailing
economic environment and as one in which profitabie, but sub-optimal production
runs result from {irms' atiempts to capture some economies of scepe (or
olant-specific scale economies) by trading off product-specific scale economies.

Bilateral trade liberalization would undoubtedly force changes in this strategy,

Zaton,

and some of the adjustment would involve within-plant product rationali

concomitant with intra-industry specialization between firms. This kind of

rationalization would, however, need to be augmented by a rather substantial

re-allocation of resources between sectors to better exploit Canaca's

comparative advantage in a more open bilateral trading environment.
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The overall extent of the adjusiment necessary is difficult to assess. If
product diversity is a response primarily to the di:;-ec‘anomies of shorter
production runs, smal! plant size and lack of assured’access 10 a large market,
then significant scale economies could be achieved at relazivelv low cost by
intra-plant rationalizazion and groduction run increases. On the other Eand. 0
the extent that product diversity in an industry reflecs the impact of an
environment characterizec by tradé protection, high c¢onceniration "and
significantly lower productivity relative t foreign firms, adjustment woulc de

more difficulz anc would probably necessitate inter-industry resource shilts.

The general difficulty in assessing the potential relative responsiveness of
Canadian manufacturing 1o trade liberalization through atizinment ol product-
specific scale economies derives from the inexz:ricable relationshis between
these economias anc factors reizted to piant and market size. Plant-soeciiic
economies of scale are generally what is being referrec 1o in the contex: of
minimum efficien: scale (MES) economies and sud-cptimal plant size. Plant-
specific economies of scale are the ¢ost advantages attainable through larger
piants and longer procduction runs. In the contex: of Canacian manufaciuring,
some of the cost and productivity differentials observec between Canzzian and
U.S. manufacturing are thought t derive from the smaller plant sizes in

Canada.

Until relatively recently, plant-specific scale economies, of sub-optimal
plant sjzes, were considered to be less imporiant determinants of competitive

disadvaniage between Canadian and U.S. firms than product-speciiic economies

.
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of scale. This flowed logically from observations that the largest Canacian and
U.S. firms are relatively of the same scale, and was alsc inferrec from observed

correlations between measures of Canadian plant efficiency and various

measures of U.S. MES.

The empirical work on Canacdian productivity anc plant-spezific scale
economies generaily uses the U.S, MES as the comparative benchmark measure.
Unforiunazelv. measurement of the MES is a conceptually and methodologically
contentious issue, and has not been completely resolved. Baldwin and Gorecli
{19835 and 1983c) have, however, re-assessed the impact of syb-osztimal
Canadian plant sizes in light of technical refinements to the da:a, and
concepiuzl clarification of the observed MZS of U.S. plants in the United States.
This re-analysis suggests that a considerable gap exists between Caradian
manufacturing piants' efficient scale and the MES in comparable L.S. indusries.
This gapis on the order of 25-30 per cent. These results are even more dramatic
when re-analysis is done under the assumption of unit average ccsis remaining
constant in firms operating above the MES level. In other words, under the
assumption that the largest of Canadian and U.S. firms operzte at full scale
economies, and that no further reductions of long-run average production costs

of these f{irms are attainable., the average Canadian f{irms are shown 10 be

operating at a significant cost disadvantage.

The determinants of plant scale, and thus the ability of Canadian firms to
achieve competizive economies of scale, are generally held to be market size,

L3 N

market structure and tariff protection. The interactions of these variables are
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closely related to the size of Canadian manufacturing plants, particuiarly se
when high effective tariff protection is observed in ccniuﬁction with oligopolistic¢
market structure. Market size is also, on its own, & highly significant factor
contributing to the competitive disadvantage implied by plants operating atr a

less than minimum ef{iicient scale.

In light of these generai observations, it would appear that signilicant
plant-specific scaie economies are more important than generaily Thoug=? anc
are attainable in Canadian manufacturing. The mest marked improvement in
scale economies could be expected in protected and concentrated sectors. The
fact that higher-cost production through product diversification has been 2
trategy to parxially mitigzte the lack of plant scale economies suggests that
significant productivity gains couid be expected in Canadian manufaciuring. It
should be clear, however, thz: the mutually reinforcing eflects ¢! mariker
ssrucTure. trade protection and markert size are only the domestic fe2tires That
pravent optimal plant scale economies from bdeing achieved. The swruciure s
foreign trade protegion is alsc; a highly important factor contriduting ¢ the lacsk
of competitiveness in Canadian manufacturing. Clearlv, trade liberalization
would mitigate the domestic forces, as well as provide improved access 1 the
larger U.S. market. Expansion of the total market available to domestic firms
would make a significant contribution 10 the attainmen: of efiicient
plant-specific scale economies, and would probably be the single most imporians

condition for the achievement of overall plant- and producs-spacific scale

economies in Canadian manufacturing.
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Company-wide scale economies generally refer to the absolute size of the
firm, with particular reference to the managerial expertise of the firm, and its
abillty to spread significant advertising, financing, marketing, research and
development and other 'entry barrier' costs over widely dispersed and/or
diversified operations. These scale economies are identified in the
accompanying paper as one imporzant set of inputs into the overall strategic
operation of the MNE. There is, however, less attention devoted tc the
artainment of company-wide scale economies as a causal factor contributing to
Canadian productivity performance than to product-specific or plant-specific
scale economies. Bilateral trade liberalization would crezte conditions whereby
company-wide scale economies may become more important, but they are
currently not as central to the issue of Canadian manufacturing competitiveness.
The muizi-plant operations incorporating these economies of scale are found in
economic literature, however, 10 be bdetter able and more willing to build

sinaller, regional or market-niche-oriented production facilities.

Despite the difficulty in specifying the exact form and extent cf
adjustment to freer trade through achievement of plant- and product-specific
scale economies, certain generalizations can be made. The form of adjustment
that would take place depends to a great exient on the competilive pressure
resulting from a lowering of trade barriers, which has different outcomes
dependil:\g on the scale economies available to domestic firms, and depending on
the determinants of pricing behaviour in the domestic market. In much of the
empirical work done on responses to freer trade in 8 small economy, the

assumption that domestic prices are set at the world price plus the domestic
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tariff is commonly made. Often, the predicted rationalization in response o
freer trade is a3 product of this assumption, with a lowering of the domastic
tariff leading to lower prices and encouraging . rationalization through
competition with imports. This assumption has been employed by, among others,
Williams (1976), Wilkinson and Norrie (1975) and in the modified form of
collusive/monopolistic pricing behavieur bv Harris (1983 and 198%). If one also
assumes that domestic firms can beneﬁt from further economies of scale--in
other words. they are not operaling at consiant returns to sczle--then
significant gains to the domestic economy will accrue through the dua! efiscss of

competition and diminisning costs.

Hazledine (1973), however, has provided evidence that tended to show that
in Canadian manufacturing, high factor-input costs and markesr size wers sirong
determinants of the domestic price structure. In other words, in some industries,
domestically determined ¢osts and artzainadle scale economies affeciec domesti

pricing anc the efficiency achieved in these sectors more than gic the foreign

orice olus the domesTtic tarifl.
P

Hazledine (198%) notes that pricing to the tariif is more likely in industries
which are highly concentrated. A tariff cut in a diminshing cast industry would
then affect profit margins more than market shares, and would stimulate
intra-industry rationalization. On the other hand, a firm in a compertitive
industry.with low concentration will experience pressure on its market share.as a
result of a tariff cut, thus setting up the forces for inter-sectoral shifts of

production factors.

ap 9 =y = oy Oy
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A ceriain portion of the gains accruing to Canada from multilatera) free
trade as identified by Harris {1983 and {984) is a direct outcome of the effect o
free trade on collusive or monopolistic pricing behaviour, and therefore, on
competitiveness in Canadian manufacturing. In terms of sector-adjustment, it is
clear thar rationalization, increased competition and the capture of scaie
economies will be more easily achieved in sectors where non-compe:&:ive‘
benaviour is 2 funciion of tariff protection and collusive/monopolistic prizing
behaviour. Haziedine's (1978) evidence, however, would suggest that in other
sectors--specifically those where high factor input costs‘srrongly determine
domestic price and where firms are operating at constant or diminishing returns
1o scale--adjustment to the world price structure will be more diflicult and will
bear primmarcily on the high-cos: factor of production most intensiveiy emoloved.
In general terms, inter-sectoral shifts of high-cost factors woulc be expezied in
cases such as these, anc would probably be primarily found in labour intensive
incustries. If imperfect competition and collusive/monopolistiz pricing
behaviour are characzeristic of a certain industry, then adjustment wouil more

likely be intra-industry, with greater intra-firm specialization.

Some of the more interesting findings from the empirical work discussed
above are summarized in Table 3. In terms of evaluating the various bilateral
trade-policy options, the main conclusions of the research on the infiuence of

market size and trade barriers on productivity and industrial structure are:

° there exist significant scale economies in many Canadian
manufacturing industries, but the minimum efficient scale (MES)
level of production is large in comparison to the size of the Canadian
market;
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firms in domestic protecied markets operate well below the MZS
level of production in smaller plants relative to U.S. firms; while
Canadian plants ¢an be as compeztitive as U.S, plants in the same size
categories, the largest plants in Canada are, at best, only 70% the
size of the largest plants in the United States in any given industry;

firms attempt to reduce some cost disadvantages by diversifyving
their product mix in each plant and hence trade-off product scale
diseconomies for plant scale economies by producing more products
with short production runs;

since the early 1970s, the average length of producticn run has
inCrease< and the diversity of products produced has dezreased in
most Canadian manufacturing industries, due largely to marke:
growsh and the lowering of tariif barriers;

the relationship between foreign investment, product diversity,
marke: structure and sczle economies is less clear than previously
thought: nevertheless foreign f{irms, zicularly U.S.-owned firms,
are generally abie to capture more produCt-specilic and
plant-specific economies of scale than are Canadian-ownez firms;

the gap between U.S.-owned firms' and domestic firms' productivity
has not changed a great deal over the |970s; trade liberalization has,
however, encouragec¢ greater product rationalization anc premoted
the atiainment of great scale economies for both Canadian and
LU.S.-owned firms cperating in Canada;

2 of the 3 forms of scale economies represent the moes: immecgiate
sources of potential further gains in Canadian producsivity levels: of
these two, piant-specific scale economies are a more imporzan:
potennal source than gpreviously thoughi; product-specific sczle
economies continues to be the single mos: imporiant sourze ol
potential producTivity inCreases;

economies of scope remain less clearly defined in terms of their
potential contrizution to Canadian productivity levels. Preliminary
work, however, seems to suggest tha: economies of scope couic
become an increasingly important factor in maintaining a competusive
advantage in domestic manufacturing.
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TABLE 3

Some Findings From Empirical Work on Size, Scale and Trade Barriers

Factors Helping to Avoid Small Plant Size in a Small Economy

- domestic market growth
- product diversification

export opportunities (which appear to©
than domestic growthl ~

have a greater influence

Factors Contributing To Smaller Plant Size
to a much lesser exient.

high tariffs/high concentration and,
foreign ownership

- import protection
- product differentiation

Factors Influencing Patterns of Diversification and Length of Product Runs

Within industries
larger plant/greater product diversity/longer runs
sions tend to build smaller plants specializing in

- multiplant operat
sroduct lines, market niches

Eactors Influencing Patierns of Diversity Across Industries

+h reduces diversity by encouraging specialization

diversity in
welfare

- grow
- export market and import competition reduce
domestic industry, while trade increases consumer

_ through increased diversity

. the combination of high
concentration raise product

tariffs, smail market size and high
diversity in production

Factors That Depress Canadian Productivity Relative To That of the L.S.

- smaller plant sizes
more diversification in plants
high tariffs and high concentration

. “smaller market given plant size
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increased marker access appears to be the mos: effective means of
sumuijating adjustment to larger-scale economies and a more

compezitive posture in Canadian manufacturing.

The above research provides valuable insights ’mto‘ answering two imporant
questions: what would be the structural adjustments expected if bilatera! trade
is liberalized and what has happened tc the structure of manufacruring industries
as tariffs have declined? The answers to these gquestions can helz provide
answers to other questions such as what will happen to prices and employmenst if
bilagteral trade is liberalized? There is, of course, much more research to be
done on industrial structure and,. as in any empirical analysis, there are numerous
data problems. For exampie, quantitative measures of the MES of an industry
are difficult to obtain or estuumate, and researchers have had 0 rely on
engineering esiimates of use various technical approaches to approximate the
MES level of production. However, this researsh has been aided by the
construction by Statistuics Canadz of detaijed and highly disaggregated data bases
on production, Csts, procuct lines and so forth. At the same time, the opserves
events since the 1960s have led researchers to examine the importance oI cther
faciers such as the spee< of technological adoption, adaptation and diffusion in

explaining productivity anc cost-compeztitiveness differences.

The research on the interreiationships berween market size, trade barriers.
productivity and scale economies would appear to confirm the theoretical
predictions that when scale economies and other considerations are taken intd

accoun:, the potential economic benefits from bilateral trade liberalization are

much greater than traditionally thought. In large part, the entire question of the
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economic denefits 'has become an empirical question. The relevant empirical
issues concern the magnitude of the economic impacts on important economic
variables and the magnitude of the potential long-run economic benefits.
Implicit are the questions of whether or not the potential benefits justify the
short-run ¢osts of adjustmens, and of who in the short run will bear these costs

or experience the benefits.
2.3 Empirical Estimates of Trade Liberalization

It is surprising that .c'espite all the attention devoted to the Canada-L.S.
trade liberalization question, there are few studies that have atiempted to
estimate quantitatively the impact of bilateral trade liberalization. Most
Canadian empirical studies on trade liberalization have taken one of wo
common approaches to the problem. They have either examined the economic
impact of a unilateral elimination of all Canadian tariffs and & few non-tariff
barriers in parzial equilibrium models constructed on the basis of the trzditional
theory or they have concentrated on estimating the impact in selected industiries
using partial equilibrium models, sometimes 'iricorporating the considerations of
scale economies, imperfect substitutes and product differentiation. An
interesting and important study examining the economic conseguences of
unilateral trade liberalization is the one by Hazledine (198i). The model
employéd by Hazledine covers 100 Canadian manufacturing industries and
examines empirically the impact on output and employment of eliminating all
Canadian tariffs, quantitative restraints on-footwear and apparel imports and

certain subsidy programs. Hazledine (1981) allows product differentiation in

’



both inpur anc fina goods markets, treats industries as consisting of
heterogenous firms with different cost characteristics, and incorparates
product-scale economies, entry and exit barriers, and price discrimination. An
important feature of the mode! is the pricing behaviour hypothesis developed by
Haziedine (1973 and 1981) which is discussed earlier in the paper. Another
important aspect of the model is that it takes into account the reduction in
material input €osIs that arise when tariffs .on intermediate producis are

eliminated.

Although the Hazledine mode! assesses the impact of tariii liberalization
in eagh industry in a partial eguilidrium anaivsis, the empirical conclusions
indicate tha: the impac: ¢f removing unilaterally the Canadian tirifi on
domestc ocutput, emplovment anc economic wellare is much difierent than
predicted by the traditonal theory of trade. While the Canadian economy is
founc to experience a net benefit from trade liberalization, the impac: on prices,
output and employmen: in the Hazledine model varies considerzdly across
manyfaciuring indusiries because of differences in market and cost ¢ongitions.
For exampie, the impact of re;noving trade protection on domestic procucer
prices and profits are much difierent between low-concentration industries and
high-concentration industries. though the data used by Haziedine (1981} are
dates--for example the pricing mode! is based on 1972 data and the rest of the
mode! is based mos:ly on 1978 data--and the study is vulnerabie to a number of
technical criticisms, it is a systematic effort to incorporate important aspects of
economic behaviour that are observed in the real world but which are quite

difficult to estimate empirically. Moresver, the results raise imporiant
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questions about who and what are the intended beneficiaries of protection: are
they jobs, high production, c¢orporate profits or marginal firms? An instructive
conclusion arising from the Hazledine study is that even on the narrow “jobs

saved criteria", trade protection is unsuccessful in 41 of the 97 industries, while

what is being protected are profits or high costs.

The Haziedine resulss are even more interesting because the modei only
examines the case of a unilateral reduction of Canadian trade barriers anc does
not incorporate the large potential gains accruing from improved anc less-costly
access to the huge U.S. market. The first systematic attempt to assess the
economic impact on Canada of bilateral trade liberalization was undertaken by
Wonnacott and Wonnacott (1967). Tak'ing into account productivity diiferences.
scale economies and the U.S. tariff, the Wonnacotis concluded thet the net
economic welfare benefits to Canada from trade liberalizazion could have
amounted to 10.5% of GNP in the early 1960s. As they point out in their 1982
paper, this estimate shoulc de revised downward to around 8% because of the
gains already achieved through multilateral tariff cuts and the Canada-Unitec
States Automotive Products Trade Agreement. Nevertheless, the conclusion
remains that the potential benefits from bilateral trade iiberalization are quite
substantial. The Wonnacotss argued that much of the specialization of
production would take place within industries and within firms as indusiries and
firms gpecialized in product lines and rationalized their economic activity. The
most important conclusion reached by the Wonnacotts is that the U.S. tariif,

and not tne Canadian tariff, is the major burden carried by Canadian producers

because, as price-takers, Canadian producers have to pay the U.S. tariff if they
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want to sell in the U.S, market. Consegquenty, the U.S. tariff acis to inhidit
Canadian exports to the U.S. and further constrains Canadian firms tc
concentrate on the domestic market. The tariff structure and other U.S. trade
barriers are, therefore, an important causal factor ‘contributing to the
diseconamies of plant and product scale identified earlier as affecting Canadian

productivity and competitiveness.

The original study and the update by the Wonnacotts have been criticizes
on numerous conceprual and empirical grounds. For instance, Wilkinsan (1982
and others point out that the estimates of the economic impact rely on the
assumption that all of the average productivity difference bezween Canada anc
the Unites States disappears as bilatefal twade is liberalized. This means all the
avaiiadle scale economies are captured which need not be the case {or numerous
reasons--sush as differences in labour, management capabilities anc s9 {ori.
“oreover, the Wonnacatt stusy is a partial equilibrium analysis anc is not
directly useful in assessing inter-industry resource movemenis anc oiner

important impacts. Nevertneless, the early work by the Wonnacots is impsriant

because it identified the critical importance of scale economies and the rejative

imporzance of U.S. trade barriers to the assessment of the impac: of bSilateral

trade liberalization.

One criticism of both the Hazledine and Wonnacott studies relates to their
use of partial equilibrium analysis. Given the importance of inter-industry and
intra-industry resource shifts and the economic constraints within an

economy--such as fixed production faciors--the analysis of the impact of



bilateral trade liberalization should be undertaken in a generai eguilibrium
model. General equilibrium modeis deal with real economic variables as opposed
to nominal economic variables, and predict long-run changes of going from cne
equilib'rium position to another when policies change. These models incorporate
the impact on resource allocation of changes in the relative prices of final goods
and the relative prices of inputs anc thereby provide better predictions of the
direction, patiern and magnitude of the structural changes that are likely to
arise from biiateral trade liberalization. For example, certain factors are in
fixed supply and not all industries experiencfng an increase in demand due 1o
trade liberalization may be abie to purchase the desired amount of this factor.
Consequently, the price of the factor rises and this sets off a ¢hain reaction in
orices and guantities across the economy, the final outcome of which, in terms
of the price of inputs and in output of each industry, will depend on the interplay
of market characteristics. industrial structure, and the differences in these
varizbles between industries. 3y ignoring the impact on relative factor prices,
partial eguildrium analyses can lead to quite misleading conclusions as to the
eifecss of trade liberalization. Moreover, to a considerable degree, general
equilibrium models allow empirical analysis of input-specific subsidv and tax
policies, and of industry-specific policies while preserving the general

equiliorium relationships between variables.

In one of the most important contributions to Canadian economics in the

last decade, Harris (with Cox, 1983) has constructed a general equilibrium trade

mode! for Canada. This simultaneous equilidrium model incorporates plant-

specific scale economies, product-specific scale economies, imperfect
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competition in the manufacturing sector and product differentiation. The mode!
assumes full labour employmens, internationally mobile capital, nationally but
not internationally mobile labour, homogenous firms in each industry, and
homogenous factor inputs. Fixed costs are established as the main entry darrier

10 an industry.

The model is disaggregated 0 29‘indust.'ies with 9 industries assumed 10
operate under compeztitive conditions and 27 assume< to operare under imperies
competitior. For these 23 industries, Harris specifies a collusive/mononolistic
price setting dehaviour. Although less disaggregated than the Hazlecine mede:,
the Harris mode!l incorporates a number of details about price and production
behaviour in Canadian industries. The Harris model is a powerful 100l because it
can be used to assass empirically the effects of a wide range of trade poiicy anc
industrial policy "experiments” for one industry, for groups of industries or for

the goods-producing economy as a whole.

As Harris himsel! points ou:, the model has its limitations. [ts consTruction
requires a great deal of data, particulacly on imporiant economic parameters
such as price ela:sticities. elasticities of substitution, and minimum efiicient
scale from whicn potential scale economies are estimated. Estimates of these
pirameters have been drawn from other studies where avajlable and usually
relate to the economic conditions of the 1970s. In addition, the Canadian ang
foreign-.tariff rates ysed in the mode! are from the early 1970's and the mode!
itself is constructed from 1976 data. The mode! dSes include some Canadian ang
foreign non-tariff barriers; however, Harris {aces the traditional problem of the

paucity of estimates of the degree of protection provided by non-tariff barriers.
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Some of the more important qualifications to the. Harris model shouid,
however, be reviewed, since they impinge directly on the estimates of industry
gains, losses and adjustments, and also affect directly the overall gains to the
Canadian economy. For instance, Whalley (1984) points out that the Harris
estimates of U.S. trade barriers in the multilateral experiment are potentially
too high. This implies that the g.ains fx"om & reduction in these barriers are
overstaied. The Harris estimates of U.S. tariff barriers are certainly higher than
tocay's tariffs, since they represent 197} tariff levels; therefore, some of the
gains accruing to Canada from lowering these tarifis have already been realize<.
In addition, the Harris tariff equivalents of non-tariff barriers, taken from
Wralley (1980), do not reflect U.S. barriers to Canadian trade accurately, and
are heavily weignhted by Voluntary Export Restrictions on automobiles and steei,
thus creating a bias against EEC and Japanese trade, but not against
Canadian-U.S. trade. Again, this creates the potential that gains which are
estimated to accrue from a lowering of these barriers are t0¢ optimistic. Harris
made an attempt to update some of these estimates in the bilatera] trace

lideralization experiment.

The most important caveat to the Harris estimates of gains to Canada

from trade liberalization concerns the important roles played by the caprture of
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scale economies and the pricing behaviour of firms in the Harris model. In the
model, much of the gains from freer twade are realized through capture of
economies of scaie which may be overestimated. Rao and Preston (1983) showed
that some manufaciuring sectors in Canada are operating at diminishing or
constant returns to scale, which calls into question the use by Harris of large
sczle economy estimates. This point is also made by Haziediné (1984) who
argues tnat rarris' estimates of the potential for scale economies are far too
optimistic. He also adds tha: applying the same estimates of scale economies to
all firms in an industry amounts to an implicit assumption that aii these firms
operate at higner than minimum-eificient-scale cosis. In fac:, in most Canadian
industries there is a mixture of efficient-cost and sub-optimal-¢ast {irms. In
eifect, this meadns the Marris estimartes of the gains t0 the economy which arise
irom caprure of increasec scale economies are biased upward 10 the extent that

an industry's cutput is producec in efficient-cost plants.

The combination of <¢oilusive/monopelistic pricing behaviour in 2% non-
cempetitive manufacturing industries in the Harris mode! is alss & significan:
source of gains to Canada from trade liberalization. Whalley (1984) and
Trembiay (1985) botn point out the potential for error in this feature of the
mogel. Since inefficiency is the result of these pricing and competition
assumptions, benefits to the Canadian economy arise through rationalization anc
efficiency gains when domestic protection is removed. The difficulty is that the
model does not endogenously establish these features of the domestic economy,
but rather incorporates them by assumption. For example, that under a perfec:

competition form of the Harris model, 9 out of 20 manufacturing industries-

-
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form of the Harris model, 9 out of 20 manufacturing industries contract, whereas

under the imperiect-competition assumption only 4 of 20 industries contracz,

An additional source of potential error in the Harris mode! stems from the
form of adjustment that the model shows industries experience. Tremblay (1985)
notes that if Canadian industries are competitive and operate at constant costs,
then the form of adjustment to freer trade will be primarily inter-industry, in
line with the country's comparative advantage. If, however, one assumes
non-competitive industries in which {irms engage in collusive/monopelistic price
behaviour and in which significant economies of scale are present, then the form
'oi adjustmént to freer trade will be primarily intra-industry. The shortcoming
oi the Harris model is that it is biased by assumption toward results which
reflect intra-industry shifts of resources. Conseguently, the Harris estimates of
inter-sectora! shifts of labour and capital may be too small. As is shown (n the
seciion in this paper dealing with adjustment, inter-industry shifts of ladour
generally result in longer periods of unemployment than is the case when workers
shift from marginal to more productive firms within the same industry. Labour
adjustment costs could therefore be higher in @ movement to freer trade than
the Harris model implies. Nevertheless, while the Harris model is not without
criticism, it provides a powerful tool for assessing the impact of trace

liberalization on the Canadian economy.

In Harris (1983), the mode! is used to estimate the economic impact on
Canada of a unilateral and then a multilateral elimination of tariffs and certain

non-tariff barriers. In the Harris model, 20 of the 29 indusiries ar=
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manufacturing industries, & are primary industries, and the remaining J are
service industries. In the unilateral trade liberalization experiment, output
increases in every industry outside the manufacturing sector and in 15 of the 20
manufacturing industries. Labour productivity rises in all industries, with the
largest improvement in manufacturing industries. Labour experiences a wage
increase and, contrary to the prediction of the neo-ciassical factor endowment
theorv, employment increases in the manufacturing sector and declines in the
other sectors. Within the manufacturing sector, employment falls in 13
industries but rises in the rermaining 7; consequently these 7 industries-=whigh
include Paper and Allied Products, Mertal Fabricating and Ché:;nica& Industries--
absar the decline in jobs available in both the other manufacturing industries
and the non-manufacturing secter, under the full empioyment assumption of tne
model. Overall Gross National Expenditure rises by 3.5%, and Canadian net
economic welfare increases by 4.1% of GNP, representing a permanent net gain
10 the Canadian economv. The results from the unilateral trade liberalization
experiment are interssting because they suggest that significant gains may be
realized merelv from removing Canadian trade barriers, anc a large par: of these

benefits arise from rationalization in the manufacturing seczor.

In the case of multilateral trade liberalization, the net wellfare gz2in jumps
o 2.6%, anc Gross National Expenditure rises by 12.5%. The source of the real
income gains is intra-industry rationalization and inter-industry resource
reallocation. Labour productivity rises by 33% and total factor productivity in
the economy increases by 10%. As in the unilateral case, employment increases

in the manufacturing sector anc declines elsewhere. On the trade side, the
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manufacturing sector goes from a deficit to a surplus, which is about double the
surplus found in the unilateral scenario. The estimates of the impact on relevant
production statistics in the 29 industries are reported in Table 4. The results are
interesting because they reflect the incorporation of scale economies, product
differentiation and imperfec: competition into the analysis and they take into
account the lower cost of access to foreign markets when foreign barriers are
removed. Import competition provides' the incenzive for firms to rationalize
their production tc become more efficient, while less-restricted access ¢

foreign markets pravides them with the means tc exploit scale economies.

As 1n the unilatera| trade lideralization experiment, output increases in all
primary industries; however, the estir;wated increases in output in the
multilateral trade liberalization case are much larger than thosa founcd in the
earlier experiment because of the dramatic increase in primarv-product exporss.
For example, in the unilateral case. output in Forestrv increases 3y 9.55%, while
exports decline by 2.88%. As shown in Tabje &, if foreign trade barriers as well
as Canadian trade barriers are removed, then output in Forestry rises by 3i.23%,
the additiona! increase stimulated by the 77.i14% increase in expor:s. This
pattern of dramatically larger output gains and large increases in expor:s is
found in all the primary industries when the multilateral case is compared to the
unilateral case. In the service sector, the output gains are also farger in the
multilateral case, but the decreases in exports are larger as Canadian service
industries find themselves unable to compete abroad because of the increase in

Canadian labour costs.
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In the manufacturing secror, output declines in only four
industries--Leather, Furniture and Fixtures, Machinery, and Miscellaneous
Manufacturing--and with the exception of Machinery, they share the
characteristic of labour intensive technology. The increase in output in the
other manufacruring industries is much larger in the multilateral case, although
the massive increase shown in Table & in production by the Transporiation
gquipment Industry is perhaps question.able because the Canadian automotive
industry has already rationalized production and enjoys duty {ree access to the
U.S. market under the Canada-United States Automctive Procucis Trade

Agreement,

While the actual empirical results of the multilatera] trade liberalization
experiment change under diflerent sensitivity analyses periormed using various
price elasticities and other economic parameters, the modelling exercise
conciudes tha:, in general, industries which have the following characteristics

are lixelv 1o come out ahead if trade is lideraiized multilateraliv:

° unexploited scale economies; :

° low leveis ol prote':ti'or.;

° capital-intensive production technology;

° high-export elasticities; and

¢ moderate degrees of substitutability between impeorts and domestic
goods.
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TABLE &

Relative Change In

roduction YVariables from Multilateral Trade Liberalization

. -

Industry Qurput Value-Added émployment Exports ' ‘Imports
1. Food and Beverage 6.2907 -0.0u63 -0.0538 1.1722 0.9593
2. Tobaceo 0.3147 -0.1818 -0.1365 0.8963 2.202%
i, Rubber and Plastic 6.427 0.2375 0.1270 1.03G2 0.929¢
5. Leather -0.131¢ -0.2685 -0.3601 0.7573 £.7775
5  Texties 0.9417 0.6255 0.4925 g.6831 1.091¢6
6. Knitting Mills C.067% «0.2132 -5.2u8! £.6563 1.36%6
7. Clothing 0.68%2 0.2186 0.G38¢ 3L, ELET 2.652C
$. Wood 0.1139 -0.03C2 -0.0932 -5.05e9 0.412¢
3. Furniture anc Fixtures -0.1837 -0.3615 -0.39%14 £.6293 1.6815
10, Paper anc Alliec Progucss 0.9578 0.7849 £.6223 1.7565 0.7627
J1. Printing and Publishing 6.3:23 6.2782 0.1148 5.9944 0.699%
12. Primary Metals £.3753 0.2069 0.1281 G.1i27 0.5631
13. Mezal Fabricating £.2261 ¢.1851 -0.026¢L g.3227 0.75C5
ls. Machinery -5.6703 -5.1303 20.2536 _5.0578 0.381%
15. Transportaiion Squipmen: 1.218~ 6.9819% 0.7627 1.575% 1.0023
|6, Electricai Products £.0193 -0.0816 «5.199: 5.259-5 0.6677
7. N°";’f“;ﬁ,ﬁ;ﬁ“"‘“ie’a‘ 0.252! 0.1128 . 0.0609 53558 0.5165
18. Perroleum anc Coal .2596 0.1575 -0.0C77 0.1053 0.2279
19, Chemical Produc: 0.2885 0.1590 0.0623 0.4086 0.6382
25. Misc. Manufacturing -0.10456 -0.1993 -0.3067 0.3482 0.7483
21. Agriculture 0.6063 0.6760 0.3385 1.8736 0.665°
22. Forestry 0.3123 0.5073 0.2038 g.771% 0.5297
23. Fishing 0.3214 0.4450 0.156] 0.7286 G.s89¢
26, Minung 0.2856 0.3833 0.1051 0.8392 0.5CG%
25. Construction 0.0604 0.1430 -0.0872 -0.1715 0.6252
26. Transporzation 0.0152 0.1467 -0.0842 -0.2162 0.4940
27. Communication 0.0237 0.1673 -0.067% .0.23C8 0.6227
28. Electwric, Power and Gas 0.1723 0.2482 -0.0031 -0.1172 0.371¢
29. Others 0.0623 0.1802 -0.057¢ -0 2676 0.699%

Sourcez  Harris (1983).
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On the other hand, an industry lacking these characteristics woulc De
adversely aifected and, as shown in Table &, the labour-intensive indusitries
experience a negative impact of muiltilateral trade lideralization. The
importance of accounting for imperfect competition and scale economies is
illustrated by the comparison in Table 5 of the impac: of multilateral trade
liberalization when industries are assumed to operate in perfect compezition ang
under constant costs and when industries operate under conditions of imperies:
compesition (inciuding product differenmtiation and scale economies). In tne
perfect competition case. 9 industries experience output declines, while in the
imperfact competition case, only & industries experience outpu: declines.
Furthermore, the gains in production are larger--and the losses in production in
the 4 remaining adverselv-affected ‘mdustriés are smaller--in every industty in
the imperfsct competition case. Finally, by taking inte accoynt scale
econgmies. imperfecs competition and product differentiation, the wellares gains

increase f°om less than 2% of GNP to over 3.0%,

At first glance, given the overwheiming proportion of U.S. trade in total
Canadian trade, the multilateral tariff elimination would appear to be 3 useful
approximation of the economic impact of an across-the-board bilateral
Canada-U.S. tariff reduction. However, this would ignore the impact of trade
diversion, which could significantly affect the estimated economic impac:s.
Trade diversion implies that Canadian {irms would have enhancsd access ¢ the
U.S. market while being protected from offshore compezition by U.S. and
Canadian tariffs. The same would hold for U.S. producers in terms of access t©

the Canadian market.



Fortunately, Cox and Harris (19842 and 19845) have used the Harris model
to estimaie the economic impacts of across-the-doard bilateral trade

lideralization and the economic impacts of sectoral bilateral trade lidberalization

in five sectors. The latier is set aside for the moment and the discussion deals

with the total bilaters] trade liberalization scenario estimates.

[

In conducting the across-the-doard bilateral trade liberaiization

experimens:, Cox and Harris incorporate trade diversion by distinguisiing three
markers--Canada, the United States, and the rest of the world.-anc
incorporating an elasticity of substitution between U.S. and Canadian goods into
the Canadian anc U.S. demand equations. Cox and Harris also maxe a number of
other assumptions about various price elasticities in the three regions and

indicate where there are grounds for concern due to the lack of more precise and

specific estimates of the rejevant elasticities.
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TABLE 5

Perfect Competition Assumptions

Multilateral trade Liberalization Under Imperfect and

Industries

Imperfect Perfec:
compeszition compertition

I.  Tood and beverage 0.29%7 0.0077
2. Tobacoo 0.3:17% -5.08¢9
3. Ruh>er and plastiz D.827¢ £.06272
4,  Leather -2.1314 -0.3858
5. | Textiles D.94{7 0.57u!
6.  Knitting mills 0.067u =0.39:5
2. Clothing 0.6842 -0.20%2
8. Weoe 0.1189 0.0%6;
9.  Furniture and fixtures -3.1837 -5.29%2
15. Pzoer anc allied products 0.9573 N.91e2
Il. Printing and oublication 0.3423 g.1902%
[12.  Primarv meztals 0.3753 0.9729
1}, Mesg| {abricating 0.22¢! -0.18¢32
14,  Machinery <0.0723 -0.13%¢3
[5. Transportation egquipmen: 1,218 £.3727
16. Electrical products 3.0199 -2.179%
17.  Non-meszallic mineral procuction 0.252! 2.0172
18. Pesroieum and ¢oal 0.25% 0.182%
19. Chemical oroducss 0.2%85 0.1265

C.  Mis. manufazturing -2.1956 -2.28:2
2!, Agriculzyure 0.63¢3 0.52.9
22. Foresty 0.3123 0.2592
23. Fisning 0.321s 0.2472
4. Mining 0.2346 2.26812
25. Construetion G.0uGs 0.312¢%
25. Transportation 0.0152 0.02s9
27. Communication 0.0237 0.92126
23. Eleztric Power and Gas 0.1728 0.17233
29. Others 0.0623 0.2309

Source: Harris (19845,



Cox and Harris include estimates of Canadian and U.S. export subsidies
obtained from Moroz (198%) and Morici and Megna (1983) respectively. They
assert that the export subsidy estimates are likely to be too low, although the
very opposite is probably true. Both the U.S. and Canadian export subsidy
estimates include estimates of the implicit subsidy from subsidized government
export financing; indeed, for most C.anadian industries, subsidized expor:
financing is the most important export subsidy. With the one major exception of
the Bombardier case, virtually all of the subsidize export financing in Canada
and the United States is for exports to off-shore markets and is, therefore, not
completely applicable to bilateral trade liberalization. On the other hand, given
the openness of the Canadian economy, certain Canadian domestic subsicy
programs are likely to act incirectly as "export subsidies" although this effec:
would neec to be examine< on a program-bv-program basis. Whalley (198%) has
also pointed out that many of the cther non-tariff barriers included in the Harris
mode] do not apply to bilateral trade and are more relevant to U.S.-Japan-EEC
trade. In a similar manner, non-tariff{ barriers directed at selectec
exporters--for example the Multi-Fibre Arrangement restriction on textiles and
apparel--would not restrict bilateral trade, aithough they could have major
indirect bilateral impacts as a result of trade diversion . In any event, Cox and
Harris are correct when they point out the problems and the limitations of
estimating the impact of bilateral trade liberalization because of lack of reliabie

estimates of most non-tariff barriers.

Cox and Harris (1984a) estimate the net welfare gain from bilateral trade

liberalization to be 9.0% of GNP. This is higher than the 8.6% estimate because



of the inclusion of the effects of trade diversion. As in the muitilateral case,
the competitive effect of firms moving to rationalize production is exiremely
important in achieving substantial gains to Canada. The trade-diversion effect
further benefits Canada because Canadian producers nc longer pay the U.S.
tariff and, at the same time, are able to displace off-shore competition in the

'

t;.S. marke: under the protective umbrella of U.S. trade barriers. Tabie 6

) ]

recorss the Cox/Marris (19842) estimates of the impac: of Ddilateral tragde
liSeralization on major aggregate economic variables and provides a comoparisen

of the Silaterz! estimates with the sectoral sstimates.
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The industry impacts estimated by Cox and Harris (1984a) are reportec in
Table 7 and the estimated change in labour procductivity ‘is reported in Table 8.
In the case of labour productivity, the increase is lower in some manufacturing
industries--for example Petroleum and Coal, and Food and Beverages--than in
the muitilateral case; however, the increase in the majority of industries is

similar or higher than in the multilateral case.

The findings for the across-the-board bilateral free trade scenario are
particularly relevant to the concerns expressed over the potential impzct on
Canadian manufacturing of entering a bilateral arrangement with the UniteZ
States. The results in Table 7 are quite interesting when compzarec to those in
Table 4. For example, production in Leather rises and production in Electrical
Products falls in the bilateral case, whereas the opposite occurss in the
multilateral case. The increases in output in Food and Beverages and Chemical
Products are smaller in the bilateral case, while the increases in production in
Texziles and Wood are higher. Caution should be used when interpreing the
Clothing anc¢ Transportation Equipment production estimates for reasons given
earlier. With respect to the employment estimates, significant difierences can
also be found between the bilateral and muitilateral cases, and the differences in
the production, productivity and employment estimates reflect in part the
pattern of the trade-diversion effect in the Canada-U.S. economic contexs.

As In the case of muitilateral trade liberalization, various industries tha:
experience output gains also experience employment losses. This refiects the

change in industrial structure and the increase in wages relative to capital cos:s.
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Labour is nevertheless is a major beneficiary from bilateral trade liperalizzton
in terms of real wage and income gains. Overall, the estimates of the impac: of
an across-the-board bilateral trade liberalization agreement indicate that intra-
industry specialization and inter-industry resource allocation adjustments would
be an imporiant source of economic weifare gain; the inter-industry resource
shifts are also likely 10 be significant and enhanced access te the protectec .S,
marke: would result in @ more competitive and productive manufagiuring sectar.
Most manufacturing industries experience output gains and the overal! resuits for
tne dilateral case conform 1o earlier statements concerning the incustries likely

to gain or lese. In sum:

° the resource sector gains under bilateral {ree trade:;

manufacturing indusiries which are capital intensive anc have larze
sotential scale econcomies 1o expioit are major beneic:aries of
bilareral trade lideralization;

° lacour-intensive manufacturing industries suffer signiiizant adverse
eiiezts in terms of output and employment;

° tne Canacian economy 2s a whole experiences a large. ne: positive
permanent economic welfare gain from bilateral trade liberalizasicn.

In snort, the empirical work by Harris (1983) and Cox and Harris (198&a and
1984b) would appear to substantiate both the theoretical predictions anc early
empirical work by Wonnacott and Wonnacott (1967) in that scale economies.
imperiecs competition, product differentiation and U.S. trade barriers are
critical both to the assessment of the trade-policy opticns and as a saurce of
economic benefits to Canada from trade liberalization. There are of course

numerous other assumptions and specifications about economic behaviour
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TABLE 6

A Comparison of Canada-U.S. Bilateral Free Trade
with Canada-U.S. Sectoral Free Trade:
The Canadian Perspective

Bilateral Sectoral Sectorz!
Free Trade Free Trade Free Trade
(without expor? {with exs0oTt

subsidies) subsidies)

D-wage 0.2%3 0.057 0.069
D-productivity 0.299 0.0u3 ¢.053
D-scale 2.243 0.189 ' L2863
Welfare'aggregate 0.096 0.215 0.01%
Welfare/sectorai . 0.404 C.533
D-trade volume 0.832 0.145 0.172
D-US trade .987 .136 .163
Diversion index 766 709 L7145
Realloc. index 5.069 0.02! £¢.025
Sectoral value acc. 8193.65 8499.93 8861.087
Sectoral employment .055 .065 €3

Sectoral net exp. -5916.5¢€ 2894 .31 399,28
D-firms(sectoral) -.45¢ -.071 0. 1685

Notes:

Bilateral Free Trade assumes all tariff and expors subsidies
perzaining 12 bilateral trade between Canada and the U.S., are
eliminazed. D-wage is the relative change from base of the Canadian
real wage (defined as the gross wage paid to suppliers cf labour
services deflated by an index of world prices); D-productivity is an
index of average labour productivity  across all secztors;
welfare/aggregate is the welfare gain meassured DY the Hicks
equivalent variation as a proportion of base G.N.E.; welfare/sectoral
is the welfare gain measured as 3 per cent of base value adde< in the
liperalized sectors: D-trade volume is the relative change in the
aggregate volume of trade in all sectors measured as the value of
exports plus imporis; realloc. index is the proportion of the labour
force required 1o shift intersectorally; D-scale is the relative
increase in the average output per firm in the manufacturing
industries; D-firms is the average increase in the number of firms in
the liberalized sectors; value added measured in millions of 1976
Canadian dollars; sectoral employment is measured as share of 1otal
employment; D-US trade is the relative change in total volume of
srade with the U.S.; the Diversion index measures the proporzion of
total Canadian trade (volume) accounted for by U.S. trade. .

Cox and Harris (19852).
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TABLE 7

Industry Performance and Rationalization
Sectoral versus Bilateral Free Trade

Bilateral Free Trade Secoral Free Trade

D-output D-prod D-emply D-output D-prad D-emply
Tarze: Sestors
Texziles 2.39¢ 0.325 1.561 1.777 0.13% 1,638
Steel 0.229 0.225 -.013 0.29« 0.¢71 6.258
Agme. Egs. ’ -.122 0.197 -, 267 ~-.C3¢& £.53s -.533
Ura. Trans. E3. 0.6l¢ £.259 0.282 1,973 G195 [.723
Chemicals 2.227 0.223 ¢.00s 0.18! 0.073 £.12%
Qther Industrial Sectors
Food & Bev. 0.265 0.27¢ -.023 0.915 0.0s3 -.027
Tonacze €.277 0.423 -. 182 0.518 0.5s2 -.023
Rusde- 0.36% 0.395 0.049 c.¢s2 0.048 £.50¢
Leather 0.2u2 0.3u? «.07% -.016 D.0ss <058
Knitting 1.0€% 0.39¢ 0.482 D.166 n.058 g.1%2
Clotning 6.7%2 D.609 2.592 ¢.057 C.53%6 0.9%!
W ood 0.143 ¢.313 -.128 -.022 0.0329 -.06&
Fyrniture -.157 £.36! ~.38! C.0C3 6.7 - 003
Paser & AllieZ C.538 0.218 €.31] -.0C3 R.039 -.R39
Printing G.35% 0.202 Q.127 C.910 0.238 -.32
Mezal Fab. . RU135 0.232 -.079 0.023 C.3%6 -.522
Nen-Ag. Mach, -. 196 .232 -.346 -.050 £.2s5 -.092
Transpors. Egp. 1.912 0.268 C.587 0.034 £.833 0.9%1
Electrical -.Gl5 0.273 -.227 -.005 G.QucL -.048
Non-Mezal Min. 0.229 0.227 -.01i4 0.008 Q.025 -.026
Pesroieum 0.238 0.340 -.077 0.03é g.252 .35
Mise. Mig. -. 184 0.223 -.332 -.016 0.0s7 -. 063
Note: Both tade liberalization experiments assume the removal of export subsidies on the

appropriate trade between Canada and U.S. induswies. D-output relers to the relative
change in industry output over base. D-prod is the relative change in industy ladour
producsivity over base. D-emply is relative change in industry empiovyment over dDasa.

Sowrce: Cex and Harris (1984a).
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TABLE 8

Change in Labour Productivity under Bilateral Trade Liberalization
Trade with the U.S. in Manufactured Goods, Canada

Change in
Industry . Labour Productivity

(Percentage Change!

Textile : : +32.5
Stee!l «22.5
Agricultural Zquioment -19.7
Urban Transit Squipmen: ) -25.9
Chemical +22.3
Food anc Beverages +27.&
Tobaczo +42.3
Rubber . ' +30.5
Leather +34.7
Knjtting +39,4
Clothing +60.9
Wood -31.3
Furnizure +36.1
Paper and Allied -21.8
Printing -23.2
Meta] =ab. «23.2
Non-Ag. Machinery +23.2
Transport Equipment +26.%
Electrical +27.3
Non-Metal Min. «22.7
Pezroleum -36.9
Miscelianeous Mfg. +22.3

Source: Cox and Harris (198ua).
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and the structure of the relationships between economic variables that are wort
testing in the genera] equilibrium {ramework. In additicn; work on updatng ans
improving the estimates of the price elasticities, of non-tariff barriers anc oi
other economic parameters would be useful. Research is also neede< on trade in
services and secious consideration might also be given to increasing the ieve! ol
industry disaggregation to. for example, the Hazledine disaggregation. i{ a major
modelling exercise is to be undertaken. Such work would allow f{or sensizivity
testing as well as better estimates of the long-run consequences of bilatera!
erade liberalization and woulg offer more. informatien for evaluating the dynamic
srocess of acjustmen: and the economic and policy obstacles 1 the reaiization
of these long-run benefits. Notwitastanding the need for further researc=, 1t
would see= thz: Canaca would benefit signifizantly in terms of esonomic
welfare, productivity and competitiveness lrom the sguctural adjustments thal
wauld arise fram bilatera. trade Lbderalization. Since many of Canadz's
economic orablems czn be aTibuted to the structural propiems in Canacizs
incusc-ies. trade lideralization offers cnme possible policy approach whigh woulc

conTibute t the solution of these prodlems.
2.6 Employment Impacts

The impact on employment has always been a major concern in the
assessment of any economic policy issue. The persistent Righ rates of
unemplc;'ment experienced in recent years have made this question even more
important. The reasons for continuing high unemployment are numerous, ranging

from sluggish and uneven macroeconomic growth to domestic and international
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structural economic developments such as the introduction of new technologies,
changes in consumer tastes, and the global shift in competitive advantage. Asa
result of the global integration of national economies, external macroeconomic
developments can affect significantly the number of total jobs created by the
domestic economy. At the same time, external microeconomic developments
mayv affect an economy's overall medium-run potential to create jobs as wel| as
the total number and distribution eof jobs in the across industries. The stiff
competition in labour intensive, mature technology industries from the Newly
Industrialize¢ Countries has raises concerns over employmen: in aii the
developed countries and has contributed to the growing mood of protectionism in

these countries. This has encouraged the increasing focus of trade policy on

issues of job creation and employment.

In evajuating the impact of trade liberalization on employment, 2 aumder
of questions can be raisec concerning the number, type and distribution of jobs
lost or gained in the short-run and the long-run; and what types of ladour
adjustment policies are required. Trade theory can be used to evaluaie the
impact of trade-policy changes on employment in a particular industry and on
the distribution of employment across industries. For example, Table 7 in the
previous section reports the estimates by Cox and Harris of the change in
employment in each indusiry under the comprehensive or sectoral bilateral wrade
agreement options. Cox and Harris estimate that up to 7.0% of employment in
Canada could be involved in the adjustment to a bilateral trade liberalization
arrangement. As shown in Table 7, job losses could be expected in Lesther,

Furniture, Electrical Products and Food and Beveragas industries, with new jods
) )
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in Rubber, Paper and Allied Products, Steel Transportation Equipment, and
Chemical industries. The movemen: of labour from one cccupation and/er
industry raises important questions about the labour adjusiment process and

labour adjustment costs. These jssyes are dealt with in the next section of the

paper.

Trade theory is less useful in predicting the impact of bilateral trade
liberalization on the total number of jobs available in the economy. Trade
theoryv usuallv assumes full employment ancd examines what happens t0.resource
allocation and remuneration when the trade environment or the rade-policy
regime changes. The full-employment assumption is used in the Harris mode| for
example. While labour marker rigidities can be incerporatec into general
equilisrium models, most models use the full emplovmen: assumption. Thus
refles:s the fact that the issue of trade is primarily a microeconomic concermn in
contrast to the issue of total job creation, which is primarily 3 macroeconomic

concern.

Traditicnal trade theory s;wws that jobs can be protected and created in an
industrv; however these jobs come at the expense of jobs in other industries.
However, in the new trade theories, it is peossible to show that trade barriers can
be used to increase domestic income and total employmen:. One implicit
assumption of this theoretical prediction is that none of the country's trading
partners retaliate when the country uses import restrictions, subsidies or expart
promotion. In any event, the possibility of net job creation arising from trade

protection cannot be dismissed on theoretical grounds,-aithough for a small open
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economy the required conditions may be unlikely to be in operation and the

likelihood of avoiding retaliation may not be great.

In 2 period of high unemployment and import surges in labour intensive
industries, trade protection woul‘d appear to be an attractive option. The work
on trade protection and emplovment by Hazledine (1981), the OECD (193%) and
others sugges: that the number of jobs saved may not be as great as is commenly
expected. Under conditions of imperfect competition, trade barriers may
protect higher profits or inefficient, high cost production, and few if any jobs.
Moreover, the argument that trade barriers can create jobs in periods of high
unemployment not only overlooks the general equilibrium structure of the
economy but may avoid addressing the source of high unemployment. If the
cause can be traced to domestic economic rigidities, then trade barriers could
increase the unempioyment probiem because trade barriers themselves tend to

reiniorce resistance to change.

[t was suggested in an earlier part of the paper that bilateral trade
liberalization could provide the conditions for a more efficient and {lexible
microeconomic structure. The work by Cox and rarris shows that bilateral trade
liberalization would likely lead to major increases in labour and total
productivity, to more efficient industries, to a more efficient allocation of
resources across industries and to higher national incomes. There would be
significant structural changes if bilateral trade is liberalized and in the shorz-run
job losses would occur as existing firms adjust their production facilities or exit

out of industries. On the other hand, new firms would enter into indusiries
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to tske advantage of new opporwunities arising from bilateral trade
liberalization. Short-term jobs gains could be expected due to the increzase :n
investment anc the positive impacs: this would have on the economy. On balance,
the short-term job losses may out-number the short-run job gains partly because
the labour intensive industries are likely to be hit the hardest even though they

would continue to be protected from offshore competition.

There is no reason to expect that bilateral trade liberalization would
reduce the number of jobs in the medium run. [f anything, the increase in rea
incomes and the improvement in the microeconomic structure would likely
increase the economy's mediumerun potential to create jobs. There is also the
distincs likelihood that Silateral trade liberalization would lead to better jobs in

terms of permanent, better paving work opportunities.

The potential for ne: job creation under bilateral trade liberalizazion has
peen demonstrates by Wilton (1975) and in a follow-up study, by Moraz {i$73h
The swo studies used a large macroeconomic modei to examine empirically the
impact of the Canaca-United .States Automotive Products Trade Agreement
(APTA) on the Canadian economy. They came to the conclusion that the changes
in the structure of automotive production in Canada and the expansion of
bilateral automotive trade under this agreement resulted in a higher national
income. and a higher level of employment in Canada.

In large part, the question of how many total jobs will be gained or los: in

the short run and the jong run under a bilateral trade agreement is an empirical
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issue. Since this question is primarily macroeconomic in nature, an empirical
analysis would require 2 macroeconomic mode! which takes into account both the
input-output structure and the macroeconomic stru'cmre of the Canadian
economy. If the production structure of the model could be adjusted to
incorporate the structural changes predicted by trade theory, then the
macroeconomic mode]l could be used to examine empirically the impact on the
economy’s macroeconomic potential and performance. A number of
macroeconomic models are available, and_ Harris has been testing the
employment impact of bilateral trade liberalization in a small open
macroeconomic model. No estimates are publicly available at this time
however, the initial testing indicates that bilateral trade liberalization would

lead 10 a net gain in jobs in a relatively short time span.

There are also concerns over the impact of bilaterzal trade liberaijzation on
labour incomes. The traditional factor endowment model would predict that real
wages would fall and the real return 1o capital and fixed resources would rise if
bilateral trade is liberalized. However, updated trade theories refute this
conclusion. Cox and Harris find that real wages could increase by as much as
13-15%. Indeed, labour is found to be the largest beneliciary of bilateral trade

liberalization.
2.5 Non-Tariff Measures and Barriers to Trade

To this psint in the paper, the issue of non-tariff measures has been raised

irequently. Traditionally, trade policy analysis has concentrated on assessing the
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impact of removing 2 tariff. This is not to suggest that non-tarif! measures have
been |gnored in the thedretical and empirical work; however, there are numerous
theoretical problems in evaluating their protective effect and their economic
impact on industrial prices, output, empioyment and industrial structure. As the
early research werk of Baldwin (1979), Stegman (1973}, and Walter (1969$ show,
the immediate problem is defining in economic terms what is a non-tasilf
measure anc identifying which policies are non-taritf measures. While cersain
policies, such as quotas an¢ expor: subsidies, are obviously designec to protes:
domeszic industries from foreign competition, other policies, such as standards
ang cultural pelicies, may or may not be explicitly intende?d to distort trade, but
can give to trade problerns. Exampies of the types of Canadian policies which
fall in this seconc group are the Canadian ejectrical products stancards. lower
pasiai rates for magazines and periodicals printed and published in Canada, and
tne disallowance as income tax deductions of Canadian advertising piacec with

U.3. border T.V. stations and foreign-published magazines.

Unlike tarifls, non-tarif{ measures rarely take the form of an explicit tax
on impgorts, comprise a wide range of dissimilar measures, and fregquently invoive
administrative procedures as well as explicit legislative requirements. Generally
speaking, non-tariff barriers are unpredictable and non-transparent. The
application of many non-tarif{ measures is discretionary, and numerous types,
such as subsidies, are applied to specific companies, as.opposed 10 broad
industries or are designed to protect inputs in production rather than final
output. Furthermore, many non-tariff measures such as discriminatory technical

standards are found in domestic legislation, not trade-pelicy legislation, and
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hence operate behind the border within the domestic economic environment. In
addition, non-tariff measures are not limited to import protection poiicies, as
many nations now employ measures designed to boost exports. In federai
countries, numerous non-tariff{ measures are also applied at the provincial or

state level.

While tariffs continue to be signlficant trade barriers in many indusiries,
any bilateral negotiations are likely to involve discussions on non-tariff measures
as well. Table 9 lists some Canadian non-tariff measures which can affec:
dilateral trade. In general, non-tariff measures can be divided into two groups:

standing protection measuyres and contingent measures.

Stancing protecuon invoives the application of policy instruments in a
permanent fashion tc restrict trade flows. Thev can be appiied at the border or
benind the border. [n addition to quantitative restrictions such as import
prohibitions, global quotas, expor: restraint arrangements and orderly marketing
arrangements, non-tariff{ restrictions on imports erected at the border include
arbitrary tariff classification and customs valuation, import deposit
requirements, excessive documentation requirements, import labelling
requirements, and minimum impert price schemes. Policy instruments which can
be used behinc the border to restrict-imports include government purchasing
policies, intellectual - property legislation, domestic content schemes,
performance requirements imposed on ‘foreign-owned firms, arditrary packaging
and labelling requirements, discriminatory health and safety product staihdards,

and various types of domestic subsidies for import-competing industries.



TABLE 9

CANADIAN NON TARIST MEZASURES

Giedal Ouotas, Bronldbitions and
Otter impert Controls

Velwntary Ezoert Restraints

Ewsort Cantrols and
Praniditions

Covernment Pracurement
voirucal Liquor Commission
Maroeaiies

CuBioms Valuation System

Performante Reguirements
and Domestic Content
Requirement

Current Sudsidies

Cagitat Sutsidies

Resesrch and Development
Swesidiea

Transpartation Swbsidics

Export Sudsidies

Indirect Sudsidies 1o Producers
Via Covernment Regulation

Finsngial Susport
Mty Remigsion Programs

Niateral Tied Aid Program

-

Products and/er Pregrams

{ootwear, tastter, milk and milk oower, vheat,
asts, bariey, eggs, poultry, veed Cars,

vsed aircralt, Import monltaring and survelllsnce of
certain prodhucis.

sutomodliey (rom Jagan, testile oroducts end cathing
preducts (rom many Third Torid covnities wwcr (he
Muiti-{lbre Afrangerment,

logs and/cr pulowood Cut en proeincial londs In 8,0,
Qubet and Ontario.

federal and previncial pevernments snd Srowr
corparations.

Ontario snd AG. markeonz (or Imports, listing
pelicies.

emade in Canada® and "not made In Canada®
provisicns, Import permaits, tarill classillcation
procedures.

Forclgn Investment Review Agency, National Energy
Brogram, Aute 2agT, mest subtidy Srograms,
gorermment produrement, majer deicnse Conuragl,
Radio end T.Y, programming.

Shiotullding Industry Assistance Program, Tedessl
Lasowr Intensive Program and ether laboss sudsidies,
provincial wwdsldies lor labowr.

Nelense induttry Sroductivity Srogram, Coneral
Meveiopment Agreements, Indwatrial and Regional
Development Orogram, Canadian Industrial Renewa:
Roard., crovincial wubtides for purchasing lishing
oquioment.

tnduitrial Lesearcn Assistance Program, Energy
Research and Dgveiooment Program, Baterprise
Beveloornaont Program, Dafense Indatry Dot 12 i on
rogram, New Tochweology Empiopment Program.

Crow's Nest Pass Agreement, Macitime Freight Rates
A, Atfantic Reglon Freight Assistandt ACT, suesidies

{or {and grains.

Skim Mllk Cowder, Program {or Faport Markct
Developmont, Promotional Projects Program,
subsidited expart (inancing provided By the Sxport
Development Corparation

energy pricing, nostal eates for Canadian magacines
and periodicais.

subsidized toant, loan guarantees, government
equity, Federal Ausiness Nevelooment Rank, Ontaric
Economic Development Corporation,

sutomobiles and COMBanCNtl, Dower CPuiters,
televisions and party, Iewing machiags, off+Righwar
wehicles

{eed graing, poodered tkim milk, electricsl Mmacninery
and equioment, rail traniporiation equipment,
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Standing non-tariif measures can also be used to support and promote
exports. Export non-tariff measures include export production subsidies,
subsidized export financing, and the tying of bilateral aid to Third World
countries. As in the case of import restrictions, the use of expor: non-tariff
measures not only distorts the allocation of 2 nation's resources but also erodes

the international trade system and invites retaliation from other trading nations.

The second group of non-tariff measures is referred to as contipgent
measures because they are used only in certain prescribed circun]xs:ances
regarding either foreign trade practices or the impact of imports on domestic
industries. The main instruments of contingent protection are anti-dumping
duties, coun:ervailing duties and safeguard or escape clause measures in the
form of quantizative restrictions or import surcharges. Their use is sanctioned in

srescribed circumstances under the GATT, and considerable efiorts in past

GATT negotiations have been directed to establishing the conditions and rules

for their application.

As indicated earlier, there are numerous problems in analysing non-tariff
measures. In addition to the identification problem,‘there are also the research
problems associated with determining the economic impact of any particular
non-tariff measure, estimating the protective effect of that barrier, and
comparing its impact to the impact of other non-tariff measures. To develop
the basic theoretical tool for measuring the degree of protection, two general
assumptions are usuzlly applied: all markets are characterized by periect

competition and the economy is 3 small, open econemy. This has allowed the



development of the congeptua! 00! of the tasiif equivalent of a non-tarif!
measure. Bhagwati (1965) and Glissman ang Ne. (1971) and others have shown
that under the perfect competition assumptio:, the impacts of 8 quota on
imports, domestic prices and domestic productic”. are the same as the impacts of
3 tariff., This conceptual 100l is used by Moric. and Megna (1983) to measure the
protective eifect of U.S. non-tarifi meas res ard is emploved 1n an ongoing
research project of the [nstitute for Resear-ih 2o Public Policy on measuring the
protective effect of Canadian non-tarilf meascres. However, as pointed out by
Moroz (193%), there are major concept.a and data problems involved in
estimating the tariff{ equivalent of a particular non-tariff measure in order to
compare it to the tariil equivalent estimate of another non-tariff measure. As
McCulloch (1973), Shibata (1968), Yadau (1968) and others have shown, the
equivalence berwesen tariffs and quotas Sreaks down once imperiect competition,
scale economies and imperfect substitutes are included in the analvsis, ang these
fagtors, as has been seen, are major economic considerations in assessing the

impact of bilatera: trade liberalization. especially in the manufazturing sestor.

Even if the basic data and conceptual probiems involved in measuring the
tarif{{ equivalents of diverse non-tariff measures can be solved, any analysis of
the bilateral trade-policy options must take into account the different impacts
on economic behaviour of different types of policy instruments. For example, 2
pure production subsidy and a quota can have the same impact on domestic
output; however the impact on the domestic price and the volume of imporzs is
quite different. At the same time the impacts of dif{erent types of subsidies on

economic activity and trade flows are difficult 0 measure and, hence, t0
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compare. For instance, regional development subsidies, transportation subsidies
and provincia! subsidies may simply shift production from one region to anither
and have littie or no affect on the national level of output, exports or imports.
Labour and energy subsidies may significantly alter the fact;ar mix of production
with little effect on the level of production and trade but with significant
effects on labour or energy use in production. Capital equipment and R&D
subsidies may not alter current levels and patterns of production and trade, byt
can have significant impacts on future levels and patterns. While it is likely that
most Canadian subsidies directly affect trade flows--if only because of the
smaliness and openness of the Canadian economy--the impact of removing each
subsidy will vary depending on its type. Nevertheless, it is difficult to evalyate
the impact of different types of subsidy programs on domestic production,

employment and other economic variables.
ploy

A related and quite important probiem is that current work on the
interrelationships between industrial structure, pricing behaviour and trade
barriers does not incorporate non-tariff measures. The work by Baldwin and
Gorecki, Caves, Hazledine and others in this area has only looked at the
infiluence of tariffs. The reason for this is the relative paucity of estimates for
non-tariff measures; it may be that the influence of non-tariff barriers on firm
and industry behaviour can be much different than that of tariffs in a world of

imperfect competition, product differentiation and scale economies.

While in the end the impact of most non-tariff measures can be evajuated

theoretically, the work by Morici and Megna (1983), Moroz (1986) and others



illustrate the major empirical problems in quantilying their proteciive effect anc
their impact on economic variables. [lluszrating the two problems of data and
theory is the example of government procurement policies. It is exceptionally
difficult to estimate the tariff equivalent of government procurement policies.
Moroz (1984) and Morici and Megna (1923) have made some estimates of the
tarif{.equivalent of governinent procurement policies in Canada and the Unitec
States respestively; however, as they point out, the approach is only second dest
for a number of reasons. As shown theoretically by Baldwin and Richardsen
(1971}, government procurement policies may provide litile or no protection to
domessic industries if the industry is competitive and faces upward-sjoping ¢os?
curves hecause they oniv cover part of the market for any goed. On the other
hané, if scale economies are present, then the protective effezt might be
significant. In orde- tc obtain their estimates, Morici and Megna (1983) and
Moroz (198%) ignore cefsrise purchases, use SIrong assumptions about how the
policies affect econsmic behaviour, and rely on less-than-optimal data. The
resufts suggest thar precurement policies 6o not provide substantial protection,
mainly because of the small share of government purchases in total consumption
in most product markes. Nevertheless, for an individual {irm, governmen:
procurement poiicies may be quite important, and in the bilateral context, U.S.
government procurement policies ¢an represent major expor: obstacles in some

industries.

‘Tarifi-equivaient estimates are available for certain non-tariff measures,
but they mus: be treated with caution. Existing general equilibrium models can

deal with some of the economic impacts relating to their removal, including e
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impact of removing inpuf-spe:iﬁc non-tariff measures such as labour subsidies
as well as output-specific non-tariff measures such as quotas. But, giver the
nature of some of the more important bilateral non-tariff measures, particularly
anti-dumping and countervail actions, empirical work is severely constrained. It
is easy to measure the protective effect once an anti-dumping or countervailing
duty is imposes. However, the critical- issues in assessing the impagt of
contingency protecrion are the increased risk and transaction costs involved in
exporting to the United States from Canadian locations arising from the
potential of facing unfair or fair trade-practice petitions under U.S. trade law by
a U.S. competitor. Although some work in this area has been undertaMen by
Finger (1977) and others, estimating contingency protection is an ongoing

problem.
2.6 The Sectoral Approach

The across-the-board bilateral trade liberalization option would agpear to
offer potentially large and permanent economic bencﬁts.. Concerns have been
raised about the magnitude of structural adjustments and potentially large
shori-term dislocation costs that would arise under a broad bilateral trade
lideralization arrangemen:. These concerns have prompted discussions about the
desirability of including in any broad bilateral arrangement a relatively long,
perhaps 5 to 10 year, transitional period for reduction of trade barfiers on
bilat;ral trade, anc production and investment safeguards. There have also been

suggesiions that certain industries be excluded from any bilaterdl trade

negotiations. At the same time, the bilateral trade liberalization option has also

-
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raised fears about Canadian economiz, political and cultural sovereignty. The
economic and non-eLonomic concerns cver comprehensive bilateral trade
liberalization arrangement have led to suggestions for an alternative approach,

namely the secoral approarh.

The concept of sectoral bilateras trade liberalization is not dealt with in
trade theory as a distinct trade-policy option. Nevertheless, the new trade
theories, which show the potential economic gains from intra-industry
rationalization and intra-indus:ry trade, when combined with the politicai-
economic arguments advanced by Fry (198s), Wilkinson (1984) and others make
the sectorz! approach asttractive. The sectoral approach is also alluring because
it entails smazller probiems of idenzifying and measuring the sectoral economic
impacts, managing the negstiating process, and managing the adjustmen:
srocess. Moreover, Wilton (1976) and Moroz (1978) have shown that the seczoral
ag-eement established under the Canada-United States Automesive Producss
Trade Agreemen: (APTA) provided Canada with signilicant positive economic
benefizs in terms of automotive production and employment, and higher na2iona.
rea, income and tota! employm.ni. Under the APTA, Canadian produstivity in
the automotive indusiry increased dramatically because of the rationalization of
automotive production in Canada to serve the North American market; the large-
benefits from this sectoral agreement atiract many to the sectoral! approaci.
Observers are also attracted by the APTA safeguards; however, there are gooc
econéﬁxi: and non-economic reasons to be wary of the sectoral approach and, as

will be discussed shortly, the APTA has not been without its problems.

.
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The literature on the political-economy of negotiating sectoral free trade
agreements points to numerous problems, including determining which sectors to
include in any sectoral negotiations, balancing the bilateral trade-offs within and
between sectors, meeting Canadian and U.S. GATT obligations, and avoiding
third-party retaliation. With regard to the economic considerations, limiting
trade-policy options to bilateral sectoral trade liberalization means that one
source of the efficiency gains is lost, thus affecting the size of the potential
long-run eccnonjic benefits, the short-term dynamic adjustment process and
adjustment costs. The large potential long-rixn ben;tits from full bilateral trade
liberalization come f{rom the net outcome of inter-industry and intra-industry
resource reallocation. The sectoral approach limits these efficiency gains to
intra-industry resource shifs. Moreover, a sectora; agreement Can cause
undesirable inter-industry resource shifts as one set of industries operate in a
liberalized environment and the other set of industries continue to be protected,
causing the protected industries and non-protected industries to compete for
resources. 1f, from the perspective of national economic efficiency, the wrong
sectors are choseﬁ tor bilateral sectoral trade liberalization, the chosen
industries may come out ahead at a significant cost to other industries and to the
national economy as a whole. Moreover, by limiting the trade liberalization
option to selected industries, there are the potential problems of disrupting and
distorting the process of structural adjustment. These adverse short-run
ecopomic consequences should be added to long-run distortions in resource
allocation inherent in the bilateral sectoral trade liberalization -option. Overall,

the question of whether or not bilateral sectoral trade liberalization leads to 3

net long-run economic benefit to Canada--particularly when the issues of inter-



indJdstry and intra-ingustry resource shifis are considered--breaks down tc an

empirical question.

Cox and Harris 1984z and 19%<n) use the Harris model to assess
quantitatively the impac: of bdilatera: secieral trade liberalization on the
Canadian economy. Fivc industries are designated as candidates for bilateral
sectoral trade liberalization: Textiles. Stee], Agricultural Equipment, Urban
Transpertation Equipme=:, an¢ Chemical Products. These seztors generally
conform to those tha: were ynder consideration when the sectoral initiative was
first raise, although as Cox ancd Harris point out, they do hot match precisely to
the products under consideration in the se<tor initiative. The aggregate and
industry estimates impacts are reportec in Tables 6 and 7 together with the
estimatec industry  impacts  for the across-the-board bilateral trade

lideralization apuion.

As shown in Tabie &, the ne: welliare gain from sectoral {ree trade is only
in the range of 1.5 1o 1.9%, Which is considerably lower than the 3.0% gaine<
from full bilatera! trade liberaiization. Nevertheless, the positive impac: ofiers
encouragement for the proponents of the sectoral approach, and overall
aggregate income, wages, labour productivity and trade does increase when free
trade is allowed in the {ive sectors. Overall, the main efiects of removing
bilateral trade barriers--whether they are the trade diversion effect, the inter-
industry labour shift or, the productivity gain--are smaller in the sectora!l
approach than in the ful] bilateral trade lideralization approach, as are the inter-

industry and intra-industry adjustments. However, as Cox and Harris point out.
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the positive net benefits {rom the sectoral approach may be due to the indusiries
chosen for examination, as opposed 1o features of the sectoral free trade option

itself.

With the one exception of Agricultural Machinery, the designated
industries gain in terms of production and employment. Moreover, as shown in
Table €, the gain to the four designated industries is larger than under the full
bilateral trade liberalization option. This is due in part to two factors: limiting
the trade liberalization to these industries puts them in a better position to
compete for labour; anc wages do not increase as much as under full bilateral
lideralization. The non-lideralized industries also show productivity gains, but
this occurs because the increase in wages causes some firms in these industries
to leave and the remaining firms are able to lower costs by increasing the level
of output. This phenomenon demonstrates the imporiance of evaluating
trade-policy options within general equilibrium models because the partial
equilibrium approach would miss the efficiency gain in the non-liberalized
industries. Overall, the liberalized industries experience greater U.S.
competition in the Canadian market, but because of this competition and due to
enhanced access to the U.S. market, they rationalize their production activities.
to capture the available scale economies, thus improving productivity and cost

competitiveness.

The experiments by Cox and Harris for the designated industries would
indicate tha: the sectoral approach could be fruitful. However, the empirical

work by Wilton (1979), Martin and Moroz (1979) and Moroz (1978) on the APTA



using the Economic Council of Caragz's CANDIDE mode! of the Canadias
economy suggests there are other concerns about the sectoral approach. It must
be appreciated that the Harris mode! and the CANDIDE mode| are very different
in tha: the latter modei is & dynamic macreeconomic model with an input-ouput
table incorpora-:e.‘. in order to aczount for the production side of the economv.
Unlike the Harris mode., changes ir. inc.strial structure, unless exogenously
introduced as is the case when estimati~T the impact of the Auto Pact, can not

be captured when policy simulations are undertaken.

Four important con~lusions emerge from the work on the APTA which raise
questions about the desirabilizy of tne sectoral approach. First, as discussed in
Moroz (1578), a number of industries are adversely aifected by the APTA
because the resuiting Righer rea. wages throughout the economy make imports
more competitive in other industriaes; industries such as textiles are, thersfore,
less able to compete against foreign competition. While Cox and Harris show
that some productivity gains ¢an be expected in the non-liberalized segtors,
partial liberalization can lead to a skewed domestic econemy. Second, Mari~
anc Morez (1979%) found that' the regional impacts on output and jobs varie<
considerably, again partially due to higher real wages afiecting other industries,
sometimes adversely. Third, a number of industries--for example stee! and
plastics--have likely become muzh more dependent on the automotive seStor as
a result of the APTA, further increasing the dependency of the Canadian
economy on this indusiry. And fourth, Canadian macroeconomic performance is
now probably much more sensitive to the U.S. automotive marke: than it would

have been in the absence of the APTA.
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To these economic impact concerns over the APTA, two other
considerations should be added when evaluating the sectoral approach. As
discussed by Hay and Sulzenko (1982), Perry (1982) and others, the usefulness of
the Auto Pact is now questionable in light of the dramatic changes in both the
world economy and the worid automotive market. What might have been 2
"winning industry” in 1965 has now been protected from Japanese competition in
both Canada and the United States for a number of years, with demands in both
countries for more severe trade protection in the form of content legislation.
The second concern is more in the political-economic rea.lm.‘ Even a brief review
of this history of the Auto Pact indicates the political problems of managing a
sectoral free-trade policy. As discussed by Moroz (1985), since 1963 both
countries have been caught up in squabbles over what the objective of the Auto
Pac: is, over the bilateral automotive trade pattern and trade balances and over
low level of automotive R&D in Canada. Consequently, there are numerous
questions to be raised about tying Canada's future 0 a few industries thereby
exposing Canadian policy interests to narrow disputes over bilateral trade

balances and economic activity in these few industries.

2.7 Functional Approach

The concerns about negotiating a full bilateral trade liberalization
package, the complex nature of many non-tarif{ measures and the experience at
the Tokyo round of trade negotiations in dealing with non-tariff measures has
prompted some observers to suggest that bilateral trade negotiations shoulc

concentrate on removing one or two barriers at a time. Tariffs reductions for
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various prodecis Coulc be part of the {irst step, and Canada and the United
States have expressed particular interest in addressing government procurement
policies and contingent-protection measures. This approach, commonly referred
10 as the functional approach, sutfers irom many of the problems associated with
the sectoral approach, partly because certain non-tarif{ barriers are for the mast
par: industry-reiated; and partly because removing one distortion while jeaving
otner distortions in place may result in adverse national and/or regional impacts.
‘Nevertneiess, the proposed functional approach reflects the reality of trade
negotizzions and acknowiedges the growing importance of non-tariff barriers in
bilateral trade. It also recognizes that many of the non-tarifl measures cited by
one of the tracing partners are likely to involve important domestic ¢oncerns oI
the other trading partner; dealing with such issues might be best done on a case-
by-case bas:s. The basic prodiems of evaluating the economic consequences of
any one non-tarif! barrier have already been raisec. They range from the
theoretical problems of determining the impact of 3 particular policy on the
relevast ezonomic variables, to collecting daia and estirmating the degree of
protection. i these problems can be solved, then to 3 large extent general
equilicrium trade models ¢an be vsed to evaluate the long-run equilidrium impact

of their removal on various economic variables.
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PART 3: OTHER IMPORTANT CONSIDERATIONS

Introduction

The introduction of scale economies, imperfect substitutes and product
differentiation into the theory of international trade suggests that the potential
long-run economic benefits to Canada from bilateral trade liberalization are
much larger than traditionally thought. The empirical testing of this proposition
in a genera!l equilibrium mode] further reinfor.ces the theoretical conclusion that
the potential long-run benefits can be quite large. This conclusion, however,
refers solely to the potential economic long-run gains. But given the nature anc
extent cf the reguired structura! adjustments, the dynamic adjustment process
and the related adjustment costs are important issues. At the same time, other
factors such as labour market operations, regional markets and aspecis of
corporate behaviour may not only affect the dynamic adjustment process and
hence the adjustment costs, but also hinder the full realization of the lonz-term
benefits from trade liberalization. Consequently, these factors warrant special

attention.

In this part of the paper, five specific areas are discussed. They are the
structural adjustment process, labour and labour market operations, regional
considerations of trade liberalization, technology performance and other
non-production aspects of corporate behaviour, and intra-corporate trade. In
large part, many of the salient considerations in these areas spill over into

economic issues outside the strict confines of trade theory. Yet they raise



imporian: gquestions and consideranons for the evaluation of the economic
consequences of bilatera! trade liberalizat.on whether it is sectoral, funcuonal

or across-the-board.

There are, of course, other impostan: issues. For example, the vast:
literature on taxation shows the importance of taxation on economic behaviour,
Melvin (1975) anc otners nave furthes shown that taxation plays a major role in
determining the direction and structure of trade flows through its impact on
static and dynamuc comparalive advantage. As tax considerations are given
great weight in every busines: decision, research such as that underway at the
Conference Board of Canadz on Canadian and U.S. taxation and its impac: on
trade and jnvestment will be an imporiant contribution to existing infermation
on the conseguences of trade lidberalization.

Another imporian: area concerns locational and infrastructural ¢osts anc
the roie they plav in determining the location of "activity ancd the
compesitiveness of firms and industries. The fundamenta! investment criterion
mayv be efficiency; however, such factors as the proximity of markezts, labour,
raw materials, financing, transportation services, and education, vocationa! and
recreation facilities play important roles in corporate decision-making. For the
mos: pari, the issues of taxation, locational factors, transporiation costs and
infrastrucrural costs, can be incorporated into trade anc trade-policy analysis.
No:wiiﬁszanding the various technical and data problems, many of these issues
can also be evajuated quamitaiively in general equilibrium trade models, such as

the model constructed by Rarris (1983). These issues, furthermore, deal more
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with the determination of the size and nature of the potentia! long-run costs ang
benefits of bilateral free trade, and with what domestic policy changes might be
needed to increase the potential net benefits to Canada from resource
reallocation and structural change. In this sense they are issues which relate

more directly to the long-term economic considerations of bilateral trade

liberalization.

The five areas discussed below deal more with the short-run poiicy
considerations. Ithough such areas a$ technology performance and
intra-corporate trade can influence significantly the nature and size of the
long-run net benefits of trade liberalization. As is indicated in the discussion on
the structural adjustment process, trade theory is not especially helpful in
making assessments in many of these areas. Nevertheless, these are important
publi¢ poiicy issues with regard to the bilateral trade policy question. Moreover
they are faciors that mav not only affect the process, time-frame and costs of
economic adjustment, but may also atfect significantly the degree to which the
potential long-run benefits are realized. As the research by Whalley and Wigle
(1982) and others indicates, price and quantity rigidities can significantly affect
the direction ancd process of resource allocation and, at the same time, lead to
lower net welfare gains from trade liberalization. Consequently, the five issue
areas addressed below are important considerations from both the short-run and

long-run viewpoints of policy-making.



3.1 Structwral Adjustment and Adjustment Costs

The first issue concerns the difference between static and dynamic
analysis. International trade theory is about the change in economic equilibrium
positions when something—fu: example trade policy—changes. Theoretical
anzlvsis predicts what changes are likeiy tc occur anc empirical work oifers
estimates of the magnituade of the changes. However, both say little abouz how
the economy makes these changes or wh:T the economic cests of adjustments
are, even though many of the public policy issues revolve around the process of
adjusting to the new equilidrium position. In particular, the transitiona. effects
on the economy as a whole, and on individual economic industries, are not weli
understood. The process of adjustmen: from one equilibrium position to another
also involves real costs to workers, owners of capital, and to the economy as a

whole.

Tne prodlem of tne dynamic process of adjustment has been recognized,
particularily in the arez of labour adjustment, and some attempts have been
made to establish theoretically and empirically how individuals and organizztions
adapt to changes in the economic and policy environment and how government
programs affect the process of adjustment. In most cases the research has been
based on examining the response of economic actors to past changes anc has
concentrated on labour adjustment. Examples of such studies are Alam (1985),
Bale i'l976), Department of Industry Trade and Commerce (1979), Glenday,
Jenkins anc Evans (1982), Pearson and Salembier (1983), and Robertson anc Grey

(198%).

.
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Pearson and Salembier (1983) note the important distinction to be made in
discussing transitionaj adjustment costs between social and private adjustment
costs. Social adjustment costs are the costs borne by society as a whole during
the adjustment perioc. They are due to the loss of output to the economy when
resources are temporarily unemployed as a result of a change in the derived
demand for factors of production. Overall, from an efficiency viewpolnt, social
adjustment costs give rise to two principal policy considerations. First, do the
long-run benefits of adjusting to bilateral trade liberalization outweigh the
temporary adjustmen: costs? Second, are t?{ere government measures that tend
to reduce the period of unemployment and, hence, minimize adjustmen: cos:s or

are there any measures which tend to increase the period of unemplovmen: and

the adjusiment cos:s”

Private adjustmen: costs are conceptually distinct from social adjustment
costs. For displaced workers, the private costs are the net losses in wages and
other benefits, afrer adjusting for transfer payments, borne directly by the
workers themselves during the adjustment period. Private adjustment costs are
important for two reasons. First, to understand resistance to adjustmen:--in
particular protectionist pressure--one must look to private rather than social
adjustment costs. Second, for reasons of equity or social justice, society may
feel an obligation to compensate workers for losses due to an adjustment that is
in the general interest. This obligation may be more strongly felt when the

losses are the direct result of a deliberate government action such as bilateral

trade liberalization.



Whniie tneir metnodoiogies differ significantly anc their results are
therefore no: easily compared, the result: of a variety of studies on labour
adjustment costz and on government® acjustment assistance programs in both

Canada and the U.S. are summarized below:

socia: adjustmer.t costs may significantly exceed private adjustment
coss, since the latter are ofiset to an extent by Unemplovmen:?
Insurance {L.l.) and othe: oenelits which merely represent transfers
irom the ecoro:ny-wide perspective;

adjustment costs difier considerably by industry and by regicn;

higner agjustment costs are borne by older, and higher wage workers.
female workers, minority workers. workers with job-specific skills,
anz by workers in rural "boomtowns" and in oider central urban core
areas;

the genera! level of economic activity is imporiant in determining
the durztios 0! unemplovment and the subsequent wage level o
seopie re-emploves afier adjustment, in turn strongly influencing
adjusiment £os1s;

agjustment assisiance benefits programs may prolong unemployment
for secondary inCome earners;

the majority ©of workess receiving adjustment assistance benefits
incurrez temporary unemployment an< are usually recalled to their
olc jods;

there is a mazjor di‘ference in adjustmen: costs to workers who
returnec to their initial jobs as compared to those who did not;

workers who are not recalled suffered large real earnings losses that
were not ofise: by U.l. benefits or other assistance received;

lower subseguent wages may be an imporiant part of private
adjustment costs due to a loss of job-specific human capita! value;

earnings losses are highes: in industries with low turnover and high
wages; and

the role of attrition versus inveluntary separation in reducing
industry employmen: due to trade change is unresolvec.
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A complete review of the various methodologies used to study labour adjustment
anc employment dislocation is provided by the Institute for Research on Public

Policy {IRPP) (1984a).

While mos: analyses of structural adjustment have dealt with the labour
side, capita! is also subjected to pressures for adjustment as a result of bilateral
trade liberalization. Recent studies by the Economic Council of Canada (19§3)
and by the Department of Regional Industrial Expansion (DRIE, 198%) have
identifiec some important aspects of the adjf:stmen‘. process at the level of the
firm in the Canadian manufacturing sector. Mest striking is the very high rate
of turnover of firms. According to the DRIE study, although the totai number of
firms increased only 11.4% between 1971 and 1980, of those active at the end of
the period, only 52.5% were firms that hac existed since 197). In other words,
almost half of all manufacturing firms active in 1980 had been created during
the previous nine years. Even more pertinent to the question of adjustment is
the fact that in this dvnamic environment, differences between fast-growing
industries and declining industries show up not as higher exit rates for firms in
the latter group, but as lower entry rates. That is, the contraction of an industry
seems 1o take place not through the death of business but through the failure of

new business 10 enter that industry.

With respect to the particular impact of trade fiows on capital adjustment,
as illustrated by firms' entry and exit rates, two findings are of particular
interest. First, while an increase in imports might be expected to correlate with

a higher exit rate, this turns out not to be the case. Exit rates are, in fact,
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lower in industries experiencing high-import growth. This suggests the presence
of significant resistance to adjustmen: pressures that inhibit the reallocation of
capital in response to trade changes. Second, when increased exports are
associated (as would be expected) with hugher entry rates inte an industry, and
increases imports with lower entry rates. the changes in entry rates are observed
primarily and mos: markediv for Canadizn-ownecd firms. Foreign-ownec firms
appear 1o responc relatively little to changes in trade flows in terms of their
entry anc exi: rates. Moreover, Canadian-owned firms tenc to enter via plamt
construction (as opposed 1o acquisition) anc to exit via scrapping (rather than
divestiture} to a much greater extent than foreign-owned firms. Capital
adjustmen: for Canadian-owned firms evidently follows a more painfu! and
expensive path. Finally, al! of the above comments apply especially to smali
businesses. They account for most of the {irm births and deaths, they are nighly
responsive to trade flows, anc they show a markediv greater tendency than
medium-sized or Jarge firms tc enter via plant construction and te exit via

scrapping.

In summary, the adjustmen: process on the capital side mav be

charactierized as follows:

* the gdjustment process is exiremely dynamic, especiallv with regard
to small firms;

¢ adjustment takes place via changes in birth rates (not death rates)
which are, a priori, less likely to result in private adjustment costs;

® transitional social adjustment costs for capital are largely a
non-issue, since any capital stock made obsolete by bilateral trade
.liperalization has lost its social value, while capital stock that retains
its useiulness will likely be put to use very quickly, given the
dynamism of the environment in terms of firm entry anc exit rates;
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° some resistance to adjustment is evident in industries affectec by
increased imports; .
° the opportunities for new firms in industries where exporis are

increasing are taken up mainly by Canadian-owned firms; anc¢
° Canadian firms, though they adjust via the presumably more painful
and expensive route of piant construction and scrapping--as opposed

to acquisition and divestiture--probably become more rationalized
and more competitive as 8 result.

There are numerous methodological and empirical problems in determining
the dynamic adjustment of economic actors; peverthelcss, the private and social
adjustmens costs are a key consideration in the evaluation of the economic costs
and benefits of entering into a bilateral trade-liberalization arrangement with
the United States. While it is frequently pointed out that the static gains from
trade liberalization are permanent and the adjustment Costs are temporary,
information about the private and social costs of adjustment is required to
identify and evaluate the nature and costs of policies which are designed to
facilitate as smooth and low-cost a process of adjustment as possidle.
Knowledge of the nature and magnitude of private adjustment costs in
particular, is important to an understanding of the pressures behind proposed anc
existing policies that may hinder the adjustment process anc which may reduce
the full realizztion of the long-term benefits. Equally important, knowledge
about the dynamic adjustment process offers valuable insights for answering
‘important policy questions such as the time-irame that might be considerec for
remaqval of bilateral trade barriers. Questions regarding the extent and duration
of any potential safeguards as well as policies outside the trade policy arena that
may need to be changed in order to accommodate the dynamic process of

adjustment would also benefit from more information on adjustment costs. At



the same ume. wark o= ine rdie and influence of existing social assistance anc
income distriduticn programs on the process of adjusiment would be useful in

evaluating the shot1-run e :onomic conseque.ices of bilateral trade liberalization.

Iz may be tha: the implemeriation oi adjustmeat policies is, for beth
economuc and pui.zical ceasons. the most important pre-condition for trade
liveralizatior. 1o result ir long-lerm gains in economic welfare, elficiency anc
competiziveness, What riay uliimately be required is a much more intensive
research effort into the >ociz! anc economic mechanisms which are brought into
piay when joo displacem=at occurs and when job opportunities are threatenec.
The mos: promising typs of research offering this sort of in-depth analysis are
the labour-tracking ans plznt-closing studies. Labour-tracking stucies are
probably easier to perics ir Canadz than in other countries, due to the wealth
of data provides by the acministrative files of the Canada Employment anc
Immigration Commussion. CEIC has already applied labour-adjusiment cos:
methodology to labour-*razking data for several sectors, and more studies are

contemplated for other seciors, including the service sector.

Rhile blam-closing studies would be particularly useful for investigating
the response of both capital and labour to bilateral trade liberalization, they
woulc require extensive dztz-collection exercises and research activities. These
could include economic impact studies--similar to those requirec of U.S.
defence establishments--prior to plant closures or other major changes, and the
regular inclusion of plani-closing guestions in the national census and other

surveys. A: jezs: one major mation-wide detailed study would also be uselul,
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extending over at least four years and including analysis of the pre-closing
period in plants expected to be shut down and a follow-up study of facilities that
have closed and relocated. This would be aimed at assessing actual
improvements obtained in economic efficiency and profitability. At the same,
the analysis of labour adjustment would benefit from an evaluation of the effects
of e;istlng labour adjustment policies on the incentives and disincentives to
displaced workers to retrain, relocate, and improve the effectiveness of job
search strategies. An assessment of the quality and availability of
labour -market information provided through both public and private mechanisms

is also essential, since the adjustments that would accompany bilaterai trade

liberalization would place additional demands on these mechanisms.

3.2 Labour and Labour Markets

In considering the impact of trade liberalization on labour markets, a wide
range of issues must be dealt with, including labour-management relations,
temporal and occupational aspecis of the operation of labour markets, job
search, technological unemployment and the impact of technological change on
labour requirements, skill-needs, retraining, labour compensation, and the
private and social costs of labour adjustment. There is a fairly large body of
research, both thecretical and empirical, on various issues .in labour economics,

mdzcated by even a brief survey of the pubhcatxon lists of academic journals
and such agencies as the Conference Board oi Canada, the Economic Council of
Canada, the Institute for Research on Public Policy, and federal and provincial

departments. Much of this work could be synthesized in order to bring out the

-
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major econcmic and policy considerations regarding the economic consequences
of bilateral trade lideralizatior. The main effort should be focussed on
establishing where and now many jobs will be affected and on identifying the
source and location of existing rigiditie« in labour markets that would influence

the nature, scope anc cos: nf adjusting to bilareral trade liberalization.

To illusirate the importance of the lavter, bilateral trade lideralization
woulc affect significanti; the production structare of Canadian industries, which
in turn could a'ier significantiv the labcur requirements of Canadian {irms, in
terms of the types of sk:lled anc trainec labour demanded. The research by
Betcherman (1982) on sxiiled-iabour needs, shortages and the methods by which
firms fili their needs indicate” tha: as of the late 1977's there were critice!
shorzages in & number ¢l categories of skills, particularly in the
technology-reiatec categories.  Moreover. these shortages were forecast to
persist into the seconc hail of the 198%s. Altnough many of the Betcherman
conclusions are now out of date, his rese2rch tends to confirm that skillec iabour
needs could significantly change if bilateral trade is liberalized. Shoulg this
change occur, then the lengsh and costs of adjustment could increase
significantly as workers undertake retraining. Who will bear these costs of
retraining is one important question. Moreover, any skiiled labour shortages thal
develop could act as & signilican? bottieneck to the adjustment process and 1o

the realization of the iong-term economic benefits {rom trade liberalization.

Skijled labour shortages are but one possidle type of labour market rigidity;

other possible rigidities include the spatia! immobility of labour, the lack of job




information, inflexibility of wages and other terms of employment, anc the
extent ©of union and mangement co-operation in implementing changes in

production processes and facilities.

An important objective of any research on Jabour markets is to identify
where and wha: types of jobs will be lost and created by bilateral trade
liberalization. For example, estimates of the gross number of potential job
losses are required for any Jabour adjustment analysis. General eguilibrium
models provide one source of estimates of where jobs are lost anc gainec under
the assumption of full employment. An alternative approach would be to use the
recently deveioped Canada-U.S. input-output mode! to obtain estimates of the
employment impacts. The estimates of the number of jobs aifectec would
reflect the existing production and employment co-efficients of the Canadian
input-output table and this may pose problems. At the same time, trade analysis
with input-output tables are usually based on the assumptions underiying the
traditional theory of trade. Since bilateral trade liberalization would likely lead
to significant changes in the production and input structure of Canadian
industries, the resulting estimates of the employment impact would have to be
treated with some caution. Likewise, bilateral trade liberalization would be
expected to alter significantly the intermediate input-use of Canadian industries.
The most fruitful approach might be to generate these estimates and then amend
them on the basis of other work on the impact of bilateral liberalization.
Estimates of two employment impacts are needed: The first being the potential
gross number of jobs lost in each industry and second, the potential gross number

of jobs created in each industry. The estimates from existing Canzdian
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input-output tables mignt offer a reasorabiz approximation of the former. The
latter estimates, in turn. might be inferred from the U.S. input-output table
since the produstion structure .n earn L.S. industry could be argued 1o represent
a2 close .approximation oi tne Canawiar structure after bilaterai trade is
liperalized, There are. cf course. numerous technical problems in conducting
such experiments with input-outp it tables; however, they provide a2 wealt™ of
oet&li on produstion characteristics anc intermediate and fina! demang, and they

car be use? for a varietv nf pclicy experiments.
3.3 Regional Considerations

The tnirs arez for consideration in evaluating the economic consejuences
of bdilaterai trade liberalization concerns the regional impacts. Regiona)
consicerations are & major concern for pudlic policy-makers and the regional
impacts of trace liperalization coulc encompass a wide range of issues. Five
sub-areas car be identified as imporiant to the evaluation of the bilatera!
trade-policy options. Thev are: the impact of liberalizing bilateral trade on
regional outpu:, income anc employment; the impact on inter-regiona! economic
flows within Canada ancd betrween regions in Canada and the Unitec States; the
dif{erences in the dynamic adjustment process in each Canadian region; the
dynamic adjustment process across regions; and the impact of the feceral
government's regional programs and provincial barriers to flows of goods,
services, capitai and people on both the dynamic adjustment process and the
realization of the Jong run f.;conomic benefits. There has been considerable

resezrch on regional economic differences and regiona! economic policies in
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Canada, including major studies by the Economic Councili of Canada (1977) and
Trebilcock et al (1983). At the same time, researchers have access to the
provincial input-output table and Pinchin (1979), Dauphin (1978), Hazledine
(1979), Martin and Moroz (1979), Tremblay (1985) and others have attempted to
measure quantitatively the regional impacts on output, income and employment
of tarifis and other trade barriers. These studies, however, should be viewed as
starting points because of the numerous technical and data problems inherent in

attempting to undertake quantification of the regional impact on economic

activity.

The conventiona! wisdom on the regional impact of trade
liberalization--unilateral, bilateral or multilateral--is that in the short run the
Atlantic and Western provinces will gain because consumers in these provinces
will no longer pay the tariff on imports and because resource-based exports will
increase. At the same time the central provinces will experience a net short-run
economic cost, because the gain to Ontario and Quebec consumers from lower
prices will be offset by stronger import competition and the resulting output and
job losses in these provinces. In the medium run, it is generally agreed that the
central provinces will experience greater economic gains as industries adjust. In
short, the central provinces will bear the brunt of the dynamic adjustment costs,

but will experience the largest long-run gains from bilateral trade liberalization.

“There are, of course, industries in the Atlantic anc Western provinces that
are protected by the tariff and by federal and provincial non-tarif{ barriers.

This fact needs to be incorporated into the conventional wisdom. A simple
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mesthod 1o obtain estimates of the regional impact of bilazera]l trade
liberalization would be to allozate the industry-by-industry impacts on
production anc employment 3Cross provinses according to their share in national
ouzput and empioymen:. In the case of the primary industries, this would be a
useful exercise because jand and other natural resources are immobile.
However, the results for the manufacturing and service industries could be quite
misleading. Firms, labour markets and o'ther economic facters are not igentical
across provinces. While the estimates might provide a snap-shot of the initial
impact of bilateral trade lideralization, the adjustments to industriai structure
pregicted by the new trade theories portend important shifts in industries across
provinces. At the same time, the impact on regional industries of federal anc
provincial policies which mignt de included in bilateral trade negotiations :s nol
the same in each province. Bilateral trade liberaiization would also be expected
to sigruficantly alter the patiern of inter-regional trade in Canada. ang detween

Canadian anc U.S. regions.

This could be a significant issue: bilateral trade liberalization is likely 1o

ter- the regionzl North American {low of goods and services, whiCh suggesis
tha: the medium-run economic costs and benefits in each Canadian provinces
coulé be significantly different from those predicted by the conventiona!
wisdom. The analysis of the various bilateral trade-policy options examines the

economic consequences of each option in terms of economic activity at the

natiopal level economy. Yeti, for many firms and industries, the consequences cf

bilateral trade liberalization would likely depend on what happens at the regional

North American levei. Bilateral trade liberalization would allow Canadian {irms

a - “ -
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access to a larger regional market, but would also expose them to regional

competition from U.S. firms. To some extent, trade theory can be used 10
evaluate theoretically the impact of removing national barriers on intra-regional
and intef—regional trade within North America. However, the nature, scope and
extent of trade within and between regional North American markets is not well

known.

Pierre-Paul Proulx and researchers at Harvard University have attempted
to quantify the flow of goods between Canadian provinces and U.S. states in
order to map existing regional markets and their main characteristics. This work
is important because it allows a preliminary assessment of what might happen to
trade flows anc 1o economic activity at the regional level if bilateral trade is
liberalized. Moreover, the data on regional North American trade fiows and the
analysis of the impact of bilateral trade liberalization at the regional North
American market Jevel would provide important insights into the impact of the

various bilateral trade policy options on the political-economic structure of

Canada.

Unfortunately, any regional analysis of the impact of bilateral trade
liberalization, whether on Canadian provinces or at the regional North American
market level, faces major analytical, methodological and data problems. The
provincial input-output table is only avaijlable for a few years, although data on
intra- and inter-provincial domestic shipments are more up to date. However,
regional production shares, intra-regional and inter-regional trade patterns, and

the input-output production and employment coefficients in provincial tables

v
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reflect the existing swracture of Canadian industries and the current pattern of
interna! Canadian trade. Both would be expected to change significantly under
bilatera! free trade. With varying exception,, the existing empirical work on the
regional- impact of removing trade barriers tends to focus on the effects of a
unijeteral tariff recuyction by (Canada. Most of this work also tends to assume
periect competitior. in 2!l markets and/or uses the existing national and regiona!
inpat-outp.s coeffiziens 12 measure the impacss on output, input demand anc

empjovment,

If regionz! empio: men: estimates are available, then there is gooc
pctential for assessing the regional differences in the process an¢ cost of
adjustment ia the by applving labour-adjustment cost methodologies to existing
Catz on regiona! ladour markes. These methodologies are quite sensitive 10 the
specific characteristics of regiona: labour markets and are, therefore, ideally
suite< t0 the tasx. Empirical estimation of capital adjustment a: the regional
level is as ve: scarce. A larger problem is the estimation of the movemen: of
resources between regions in the Canadian economy under trade liberal.zation.
This is @ multi-dimensiona! probiem of predicting where resources will be neede?
and where resources will be displaced, how these resources will adjust over space
and which exis:ing governmen: programs will facilitate or hinder the process of

trade liberalization.

There does exis: a wide body of theoretical and empirical work on the
determinants of labour migration. For example, the work by Courchene (198%),

Lithwick (1979), Stone (1979), and Winer and Gauthier (1982) offer valuable
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insights into how the labour-adjustment process operates over space. This work
needs to be related directly to the process of bilateral trade liberalization.
Given the difficulties of quantifying the regional impacts of removing national
trade bafricrs and of quantifying spatial-adjustment costs, there remain major
hurdles to the measurement of the adjustment coOsts associated with the

reallocation of resources over space.

The same types of problems exist for the evaluation of the effect of
provincial barriers on economic flows and o.n the realization of the long-run
economic benefits of bilatera! trade liberalization. The existing literature on
the balkanization of the Canadian economy suggests that the distortions in terms
of economic efficiency and resource allocation arising from federal government
regional programs and from provincial barriers to economic flows may be
significant. It is therefore likely that these policies will affect significantly both
the ability to realize the long-term benefits from bilateral trade liberalization
and the adjustment process that occurs along with it. Research on regional
barriers to economic flows is still in the developmental stage and there are
numerous conceptual and theoretical problems in evaluating the economic
impact, both nationally and regionally, of these regional policies. As suggested
above, quantification.of the economic impacts faces major obstacles, starting
with the identification and estimation of the protective effect of regional trade
barriers, including the problems of quantifying regional flows of goods, services,
capital and people. An initial attempt to estimate the impact of provincial
barriers is now being undertaken by John Whalley of the University of Western

Ontario. The need to sort out the economic impacts of regional barriers is



- 119 -

i.rther rewnforced by tne fact that same nf these barriers, such as regiona:
sudsidies and provingial procurement pol.cies. might be included in any bilatera!

trade negotiaticns.

3.4 The Role of Technology, Managerial Expertise and

Corporate Behaviour

The fourth economic issue concerns what are sometimes reierrec 10 as
non-produciion factors but which are ir. effect features of the microeconomic
behaviour of firms. Tnis includes administration and corporate planning,
marketing, advertising, product distrioution, financing, inventory control,
research ang cevelopment, an¢ technological adaptation anc difiusion. Otnher
than the consideration of technological differences, trade theory anc empirica:
analvsis ignores most of these factors. Yet these account for a significan:
porzion of the costs of supplying goods tc @ market and are imporzant factors
a‘fecting the current compesitiveness of Canadian industries. They are.
therefore, impor:iant factors tor the evaluation of the economic impac: of

bilate-a) trade liberalization.

There is a well-known body of literature on the main determinants of R&D
performance in Canadian industries. The relevant question here is whether or
not R&D performance will improve under a bilateral trade agreement; however,
the answer to this question is tied to the larger issue of the impact of bilateral
trade lideralization on technological development, adoption, adaptation and

ditfusion in Canadian industries.



The Issues of bilateral trade liberalization and Canadian technological
performance raise numerous policy concerns. Particular concerns include the
low level of R&D performed in Canada, the potential impact of bilateral trade
liberalization on current government policies on adoption and diffusion, the high
degree of dependence on "foreign-made" technology, the great reliance on
technology transiers by foreign-owned multinational enterprises as the main
means of importing foreign technology, and the impact of assocCiatec service
payments on the balance of payments. The technology creation, adoption,
adaptation and diffusion performance of Canadian industries and the importance
of these technology factors have been examined to a consideradle degree,
particularly by Daly (forthcoming) and by the Economic Councili of Canads
(1983). The amount of actual R&D performed in Canada is significantly less than
the amoun: available for use by Canadian firms. The option ol buying
technology, especially from abroad, raises a wide range of specific economic
issues, including the speed and effort of adoption and adaptation of foreign
technology, the means of importing foreign technology, (for example
intra-corporate transfers, licensing, joint ventures, etc.), and the diffusion of

technology within the domestic economy,

A major policy concern for Canada is that the diffusion of new technology
into Canada and between Canadian firms and industries is slower than in other
advgnced countries. The reasons for the slowness of technological diffusion into
and within Canada are numerous and varied. A list of economic reasons for both
low R&D activity and slow technology diffusion could include the output mix of

the Canadian economy, the market size and struCture of individuyal industries,

“



foreign ownershup, plant size, the diversity of plant production, the length of
production runs, the source of financia! zapital and the magnitude of technology
investmen:. These structural factor. ars likely to change significantly if
bilateral trade is liberalizec. Given the nature of these changes in the
production structure, it woulc appear that Canadian technology performance
could improve significant!y under a bilatera! trade arrangemen:. However, the
poor Canadian technology performance to date may be an important obstacie 1o,
the realization of the long-run economic benefits in & world of dynamic

comparative advantage.

The research on R&D and technology performance in Canadian industries
also suggests that managerial behaviour is an important factor in explaining the
poor Canadian cosi-competitiveness as well as the poor R&D and technology
periormance. Notwiths:anding the literature on differences in managerial
practices between Canadian-owned and U.S.-owned firms, there is a genera: lack
of scientific knowledge about managerial behaviour anc performance, including
how corporate leaders react to trade policy changes, to economic policy changes
in general, anc to macroeconor.nic changes in the economic environment. Az the
same time the microeconomics of firm investment behaviour is not well
established theoretically or empirically, and this hinders the assessment of how
Canadian firms will adjus: to and exploit the opportunities created by bilateral
trade liberalization. Nevertheless, managerial perceptions of the invesiment
climate or of their own abilities to successfully market their products in the U.S.

economy will influence significantly the impact of bilateral trade liberalizatior.
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Since the efficiency and costs in performing non-production activilies are
greatly influence¢ by managerial abilities and attitudes, research on
management behaviour and corporate planning would be quite useful for the
assessment of the likely managerial résponse to changes in trade policy, This
research could also provide valuable information on the role of management in
adapting and changing production processes and activities in response to trade
liberalization. In particular, research on managerial behaviour would provide for
& better assessment of the potential for world product mandating in Canadian
industries. Since realization of the long-term economic benefits from bilateral
trade liberalization depends to a great extent on the reaction of firms, the
willingness and ability of management to undertake fundamental structural

changes is a key factor determining the potential benefits to Canadz of freer

trade.
3.5 Intra-Corporate Trade

Trade theory and trade policy deal with the movement of goods across
national boundaries. These and other branches of economic theory and policy
address the impact of these movements on the domestic economy. Trade theory
in particular is predicated on assumptions that international transactions take
place between separate entities negotiating in the open market--in other words,
at arms-length. Thus, trade is found to conform to supply and demand conditions
and fo comparative advantage, among other factors. These factors become the
concern of the policy maker when attempts are made to manage and promote the

-

economic welfare of the country through micro- and macroeconomic

instruments,
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Tnere is, however. a major poriion of international trade which is not
direc:ly affectec by these factors alone, and which therefore, is not affecred
directly by policy actions in the same way 25 are free market transactions. In
Canada, nearly 73% of the imports., and close to 76% of the exports of the
larges: 300 or sc foreign-owned firms consisis of this type of trade. This trade
is non- arms-lengtn an< is referred to as Intrz-Firm (IF) trade or Relateg-Parey

(RP) trade.

Intra-Firm trade is trade across national boundaries in goods anc services
which begins in and is consumated by one firm, or is carriec on berween 2 paren:
firm and its affiliate, betwesen two affiliates of the same parent or between
corporate en:ities related in some other lega! form. The problems raisec for the
analvst by IF trade are manifold anc include the following: there is no separate
theory ¢! IF srade: there s little saic about IF trade by conventional trade
theory: there are conceptual problems with the role, composition anc delinition
of IF trade; there is litzle solid data on IF trade; and there is litile or no work

relatec to IF trade which is transporiadle to the policy framework.

Tne first difficulty in assessing the importance of IF trade to a trade
liberalization agreemens is the lack of consensus on what constitutes IF trade.
The important anc key distingtion between IF trade anc oper markert
transactions is tha: the Jatter are responsive, inter alia, to market and price
signals which are, for the most part, transparent, observable and to some degree
predictable. IF trade, in contrast, is motivate< through command decisions
which are responsive to & firm's perceptions of efficient internal resource

allocation and is therefore, no: as transparent, as observable or as predictadle. E
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A second difficulty arises from the operational confusion surrounding the
concept of IF trade. Some define IF trade as that taking place between firms
related by ownership of 50% or more of the voting stock of one firm by another.
This is called MOFA trade (Majority-Owned Foreign Affiliate trade). The U.S.
Foreign Trade Bureau collects data at the Customs declaration-form level on
imports by U.S. corporations from affiliates which have 5% or more of their

voting stock owned by the parent corporation. This is called Related-Party (RP)

trade, The U.S. Department of Commerce publishes in its Survev of Current
Business data on royalty and service fee remittances of foreign affiliates which
are 10% or more owned by U.S. corporations. These sources of data, anc the

problems associated with them, are reviewed below,

The arez of economics encompassing IF trade has suffered from a lack of
theoretically sound work and has not stimulated strong empirical work. The
mos: fundamental building blocks--the data--are collected on an ad hoc basis by
most countries, and in uncomparable form in other cases. The U.S. Bureau of
the census (Foreign Trade Division, document IQ246) collects data on related
party (RP) imports to the U.S. . This data is highly disaggregate and is collected
at the customs-form level. There are two U.S. surveys of MOFA trade of the
top 300 or so U.S. corporations, for the years 1966 and 1970. The U.S.

Department of Commerce publishes a quarterly report in its Survev of Current

Business on the source and direction of trade of the affiliates of the top 300 or
so U.S. corporations, though this is not collected on an IF trade basis. The U.N.
Economic and Social Council (ECOSOC, 1978) and the U.S. Centre on

Transnational Corporations (U.N. 1983, for example) publish ad hoc third party
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gate or. [F trade, In Canadz, the Department of Industry, Trade anZ
Commerce/Regiona! Economic Expansion also publishes annually a review of
foreign-owned subsidiaries in Canada, primarily to assess and monitor the
performance of tnese firms against the criteria outlined in the Federal
government's "Guiding Principles of Gooc Corporate Behaviour". The section in
this pubiication on IF trace reports daie on MOFA imporls, exports ang sales.
The das: are gerived {ru—. voluntary surveys of between 282 i 30T or so
cooperaiing corporanons :n Canada. Statistics Canada has recently instituted a
program of MOF A dzsz coilection, which will compile data on all MOF A imports

at the customs-form: leve! at the point of entry of the goods into the country.

In generzi, however, these daiz noted above are exceptionally inadeguate
for the purposes for which policy makers neec them. Listed beiow are some of

the flaws and shoricomings of I trade data in general:

T

° there are L imporiant components of [F trade. These are:
commoc:ty tragde; transactions giving rise to royalty pavmen:s for
patents, technology, etc.; transactions giving rise 1o management and
service fees: transactions arising from research and developmen:
expencitures. Data on these are rarely separately collected;

o where data are collected, there are real problems of comparability
and concordance--from goods to industries, between countries and
between imports and exports;

° data are often collected on small samples of corporations, making
economy-wide comparisons difficult;

-¢ the mos: disaggregate and comprehensive data--that which is

' collected at the customs declaration-form levei--must rely on
transaction prices. These are subjest to transfer-pricCing
manipulation and may often not be directly comparable 10
arms-length prices. Comparisons of per-unit transfer prices with
arms-length prices is difficult in higher value-added industries;
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volume datz as a means of overcoming problems associated with
price data are rarely collected. Even so, volume data are subject to
the same problems as per-unit price data, including the effects of
product differentjation;

often no distinction is made between IF commodity or service
transactions which are consumed by the importing affiliate and these
which are resold to third parties; and

the data are collected by different countries and at different times
on different operational definitions of "affiliation". The most
common benchmarks are Related-Party (RP) trade (related by 5 to
10% ownership of voting stock) and MOFA trade (related by 50% or
more ownership of voting stock), Little or no data is collected on the
basis of corporations wherein control is exerted through other legal
forms.

There are important conceptual implications resulting from this
operational confusion. i the determining facter in IF trade is that it
occurs ouvtside the open market, then perhaps long-term contractual
arrangements should also be included in the concept. In particular,
corporations joined by licencing agreements, joint ventures and
shared technology or long-term management, marketing or supply
contracts may also be functionally subject to the same contro! as is
exerted by partiai or substantial ownership.

There is undoubtedly a large portion of international trade, the vojume,
pattern, compaosition and prices of which are most responsive not to open market
forces, to policy changes such as trade liberalization or to domestic economic
policy changes but to the decisions and the command-rules of the Multi.national
Enterprise (MNE). While these command allocations will respond to policy and
trade-barrier changes, the policy maker cannot be assured this response
emulates or even approximates open market responses. Therefore, investigation
of the factors motivating the expansion of IF trade within the MNE, and indeed
the ‘expansion of the MNE itself willi provide some understanding of the
implications of IF trade for trade and economic policy. Seme important factors

are the following, as identified by Caves (1982), Lall, (1978) Bergston et al.



(1978}, Economic Councii of Canadz (1982), Chudsor, (1981), Murray, (1951),

Meileiner (1979, 1951) and Helliner and Lavergne (1979

° intangiblu assests, including technology, managerial skil! and
knowledge, markezting expertise etC. are internalized by the MNE in
order to maximize economic rert; [F trade is one way te do this;

° horizontal integration and tne internalization of intangible asses:s
can encourage larger flows of IF trade primarily in combination with
verticle integration. otherwisc the output of affiliates woulc be
highly substitutadie;

° verticle integration--pernaps facilitatec through posi-investment IF
trade--i¢ used to internalize the market for intermediate goods an<
inputs, if there are conditions of failed market information, impactec
information and opportun:sm, UNcertainty in arms-length transactions

or gains {rom backward or forward integration especially in terms of
substantial marketing and after-sales service;

¢ IF trade may be one way by which specialized subsidiaries capture
individuza! proguct- and plant-specific economies of scale: ang

° mitigation ©i exchange-rate risk ané avoidance of tax through
transier pricing are potentially imporiant benefits or motivations for
[F trade.

The probiems associatez with data collection, the conceptual dificulties
and the lack of a formal th;:c.ry on IF trade have yielded, understancably,
celatively little strong empirical work. The work by Helleiner, Lall an¢ Helleiner
and Lavergne, shows weakly positive or not significant relazionships between Ir
trade and firms or industries which embody certain features tha: can be a source
of quasi-economic rents, including scale economies, technelogy, high human
capita} content, product differentiation and other entry barriers such as
advertising costs. Clearly, the gaps in conventionai trade theories are miniscule
in comparison to the lack of hard empirical and theoretical work in the areao! IF

trade.
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In spite of these shoricomings, it is known that IF trade is a significant
portion of total MOF A exports and imports in Canada, as illustrated in Tables 16
and I1. IF trade in exports accounts for 76% of the reporting corporations' total
exports in 1981, the latest available year. This is up only moderately from the
1973 leve] and there is no clear trend on an industry-by-industry basis toward
greater or lesser IF trade for the reporting MOFA's. It should be reiterated thzat
these data are only those reported by the top 25 or 30 MOFA's in any given
sector. They do not directly reflect economy-wide data, and they are sensitive
to entry and exit of large firms over time. At the same time, Statistics Canada
(1978) notes that on the import side there is a high degree of concentration, with
the top % firms in each of the 182 sectors classified accounting for close to 5%
on average of all imports of that sector. At the very least then, the data shown
in Tables 10 and 11 are highly indicative of the import and export behaviour of

Canadian MOFA's in general.



TABLE 10

Percentage of Exports to Parents and Affiliates
Abroad, all Reporting Corporations, by
Industry, Annually, 1973 to 1981

Exports to Parents and Affiliates
as Percentages of Total Exports

INDUSTRY 1973 198]
Mining and Primary Meztals 53.2 53.9
Ges ang Qul 57.7 5.7
Mazhinery and Mezal Fabricating 87.9 82.1
Transper:ation Equipmen: 93.3 9C.¢&
Electrical Products 43,7 61.3
Cnemicai Proaucts 63.7 41.3
Chemicai Produc:s 53.3 76.7
Fooc anc Beverage 42.8 21.6
Pulp and Paper 49.4 6.8
Other Manufazturing 6:.0 46.0
Wnolesale Trade 3.1 &86.4
Ctner Non-Manuiactuning 66.7 67,1

TOTAL 73.0 76.0

Source: Deparimen: of lIndustry, Trade anc Commerce/Regional Economic
Expansion, Foreign Jwnec Sudsidiaries in Canazz. {(various years),

an o0 U0 SR ) O @ A o8 s On U0 O = Oy OF " WO .
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TABLE 11

Purchases Abroad as Percentage of Total Purchases, and
as Percentage of Imports from Parents and Atfiliates Abroad,
All Reporting Corporations, by Industry, Annually 1973 to 1981

Imports from Parents

and Affiliates as

Purchases Abroad as
Percentage of Total

& % Oy &5 O &y 38 6 W W e

Percentage of Total Purchases
Imports

INDUSTRY 1973 198]. 1973 1981
Mining and Primary Mezals 70.1 77.4 23.8 28.6
Gas and Oil 93.3 56.4 23.2 23.7
Machinery and Metal Fabricating 80.9 84.6 51.8 48.6
Transportation Equipment 8§l.4 78.3 79.0 8.6
Electrical Products 63.8 59.3 34.0 38.)
Chemical Products 57.1 €5.6 32.1 26.6
Food and Beverage 37.5 41.2 17.4 19.2
Pulp and Paper 27.6 36.¢4 7.0 7.5
Other Manufacturing 7u3.8 78.7 35.2 36.4
Wholesale Trade 83.0 77.8 25.8 23.1
Other Non-Manufacturing L1.2 68.5 4.5 3.6

TOTAL 78.2 72.8 39.5 39.7

Source: Department of Industry, Trade and Commerce/Regional

Foreign Owned Subsidiaries in Canada. (Various years).

Economic Expansion,
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Imports from affiliates or parents a‘broad are also shown in Table 1l to be &
significant portion--72.8%--0f total reporting MOFA imports. This ranges from
a low of 30.4% in the Pulp anc Paper sector to over 84.6% in the Machinery and
Mezal Fabricating sector. Table 11 also shows that imports are a very
significant portion of the total inputs of MOFA's in Canada, reflecting the
olten-stated propensity of foreigr firms to source inputs abroad. More detailec
information on impor: propensities can be found in Statistics Canaca, Canadian

Impar+s bv Domesti¢c anc Foreign controliled Enterorises. (1578, 198!

forthcoming). These publications also provide some information on the service-

impor: propensities of foreign-ownec firms in Canada.

Undoubtedly, IF trade plavs a significant role in MOFA imports and
exports, which also account for a large proportion of totai MOF A purchases anc
sales. Unfortunately, these data are limited in coverage anc only cover MOFA
trade (50% ownership) rather than the more detailed Relzted Party trade data
avaliable for U.S. imports. It is clear, however, that the significant role of IF
trade in the Canadian economy raises many issues and ¢oncerns for the polizy
maker which are nejther adgressecd by traditional trade theory nor c¢losely
examined in empirical literature. One of the most often cited issues assogiatec
with IF trade and MNE activity in general is transfer pricing. While most of the
focus of work on transier pricing has been on developing countries. Mathewson
and Quirin (1979) have investigated this issue from a Canadian perspeciive and in
the particular contex:t of trade liberalization between Canada anc the United

States.
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Though transfer pricing has acquired a strong pejorative meaning, it is

simply 2 term applied to the pricing of services and goods which are traded

between constituent parts of an organization. These prices can be real--giving
rise to actual exchanges of money--or nominal--used peimarily for accounting
purposes. This pricing is generally designed to optimize the efficient allocation
of resources within an organization, whether between divisions of one production
unit, or between affiliates of a company in diverse locations around the globe.
The source of the contention over the MNE's contro! oxer transfer pricing arises
from this feature of the pricing logic--that .it may be employed to maximize

profitability in the overall network of firm-affiliates, rather than in the

domestically located unit.

This logic gives rise 10 suspicions in host countries that subsidiaries of

MNE's can avoid taxes or exchange controls, for example, by using transfer

pricing to realiocate profit to other divisions or affiliates within the MNE. This

potential is compounded if the host country provides industrial incentives, tax
credits or subsidies which are related to or contingent upon such indicators of
performance as profit Jevels, or expenditures on capital equipment, for example.
One of the most recent and most egregious examples of transfer-pricing abuse
in Canada was that uncovered by the Restrictive Trade Practices Commission
during their investigation of the competitive practices of MNE oil companies

operating in Canada (Restrictive Trade Practices Commission, 1981\

In spite of this, Mathewson and Quirin (1979) found that the scope for

transfer price manipulation was relatively limited in Canada, the major



constraining {actor being the offsetting effect of taritis in one jurisdiction ang
taxes in our major trading partner's jurisdiction. In their simulations ¢
corporate behaviour between Canada anc the L\.S. they found the tax and tarjf{
policies of each country created mucsh less incentive toward transier pricing
abuse. Perhaps the most important feature of their conclusions was that the
self-correcting effest of tux and tariff policies in the two countries coulc be
effectively reduced in a freer trade environment. Their simuylations pointed to

the automobile sector anc ceriain resource sectors tha: have little or nc

19

valorem duties on the movements of their products as potentially sectors where
transfer pricing would bea:r some scrutiny within a movemen: to freer trace.
Experience with the pricing behaviour of petroleurn companies, noted above, has
shown that the potential does exist for significant abuse of transier prizing when
an industry is exteasivelv linkeZ by intra-corporate ties anc is highly

concentrateZ,

The policy implications of transfer pricing in particular and IF trade in
genera) have nét beer wel; }esearched. The transactions which taxe plaze
between a‘filiates of the same firm are, however, potentially less sensitive tc
policy changes than other open market transactions. Below, some of the other
issues anc potential concerns associated with transfer pricing anc IF trade are

summarijzed:

where transfer pricing exists it can reduce the effectiveness of the
tax and tarif{ systems as instruments of economic policy;

sensitivity of trade flows to exchange rate fluctuations and. to
policies designed to stadilize volume and price fluctuations may be
reduced;
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the distributior. of tax revenues and internally gene'ate" investment
capital is subject to internal MNE decision-making;

the ability of the firm engaged in IF trade to smooth over
fluctuations in one country's business cycles, and to gain by rapid
diffusion of technology through intra-corporate transfers might be a
significant source of cornpetitive advantage;

the estimates of the magnitude and distribution of costs and benelits
of freer trade maz\ be subject to modification when IF trade is

incorporated; and

in general, micro- or macroeconomic policies designed and
implemented in the context of traditional trade-theory expectations
may have less than intended, or completely unintended results in an
environment characterized by a high degree of intra-firm trade.
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PART 4 SUMMARY AND CONCLUSIONS

The question of whether or not to negotiate a bilateral trade agreement
with the United States has emerged once again as a major policy issue in Canada.
Any bilateral negotiations wouid take place in a global economy characterized by
increased globa! economic integration and policy interdependence, sluggish
growth, high unemployment, major structural adjustments and rising
protectionism. Many of the economic problems in Canada and the United States
are related to globa! economic developments and refiect the on-going structural

adjustments in the global economy.

Within the global context, one important consideration for evaluating the
economic impact on Canada of bilateral trade liberalization is trade diversion.
A bilatera! trade agreement would allow Canadian producers to sell to the U.S,
market under the umbrelia of U.S. trade barriers against offshore producers.
However, any benefits in terms of increased production, employmen: and so
forth from trade diversion may be temporary as thé United States continues to
push strongly for a new round of multilateral trade negotiations. Canada is also
calling for a new round, and to the extent a bilateral trade agreement aliows
Canadian industries to adjust to become more productive and competitive
gloSally, such an agreement could be an important, positive {irst step.

h Canadian interest in & bilateral trade arrangement has developed because
of the growing mood of protectionism and the increased use of non-tarif{

measures, particularly contingent-protection measures, in the United States.



The bilateral trade issue now concerns securing the existing access to the L.S.
market as well as enhancing thiz access. Since most major private sector
investment projects in manufacturing require access to a large market, the
terms and conditions of access to the L.S. market are an important policy issue
for Canaca. To a considerable degree the threat of reduced access to the U.S.
market is caused by U.S. trade policr actions directed primarily against third
countries which car spill over anc affect Canadian exports. However,
competitive Canadian industries have increasingly found themselves conirontec

by demands for protection from Canadian imports by their U.S. competitior.

The specific bilateral trade issues vary considerably across sectors. In the
Agricultural and Fisheries sector, many of the bilateral trade issues revolve
around Canadian and U.S. domeszic suppor: programs. An imporiant bilateral
trade issue for Canada in both the resource and manufacturing sectors is to
minimize the spill-over effects on Canadian exports of U.S. trade policy actions
directed at third countries. Canadian bilateral concerns in these sectors have
also increased because of the growing threat of U.S. trade policy actions
directec specifically at Canadian exports and Canadian policies. While the
future prospects and development of the Canadian resource and manufacturing
sectors have always been a major consideration in Canadian trade-policy making,
the arez of trade in services is a new trade-policy concern, and many of the
bilatera} trade issues in trade in services fall outside the traditional boundaries

of trade policy. :

4
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The issue of bilateral trade liberalization concerns directly the future
performance and development of the Canadian economy. The traditional
neoclassical theory of trade predicts that a small country will benefit from full
trade liSeraliza:ion. This prediction should be amended for the effect of trade
diversion when applied to the question of bilateral trade liberalization; however,
the traditional theory itself has been challenged on numerous grounds, ranging
from its underlying assumptions and basic concepts, to its jnability to explain
many real-world events such as intra-industry trade. These challenges have
prompted considerabje research into the dete:rm‘xna.nts of trade flows, and three
important factors from industrial organization theory have been introduced into
trade analysis--scale economies, product differentiation and imperfect
competition. One imporian: conclusion from the new trade theories is that a
country's comparative advantage can be altered directly by trade policies and

domestic economic policies. This has given rise to the term "dynamic

comparative advantage."

The incorporazion of scale economies, imperfect competition and product
differentiation into the theoretical analysis of trade liberalization leads to very
different conclusions than those found with the traditional theory. The
theoretical prediction that trade liberalization results in net economic benefits
for a small economy can no longer be made with certainty., On the other hand,
the pew trade thearies show that the benefits of trade liberalization can be
substantially larger than predicted by the traditional theory. Theoretical testing
of the new theories suggests that the circumstances under which scale

economies, imperfect competition and product differentiation may lead to
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adverse aifects from trade liberalization are special cases as opposed t0 the
general case. In particular, the testing of the impact of scale economies on the
theoretical outcome of trade liberalization concludes that only 3 relatively
limited set of circumstances result in a loss for a small open economy. At the
same time the new theories of international trade show that removal of foreign
trade barriers are an important source of the gains from trade liberalization for

a smal] open econcmy.

The introduction of industrial organization concepts intd trade theory has
generatecd considerable research on the various interrelationships between scale
economies, product diversity, plant size, market size, pricing behaviour,
concentration, ownership and trade barriers in Canadian manufacturing
industries. The research on industrial structure and trade has shed considerable
lignt on twe important questions: why are Canadian manufacturing industries
Righ cost, low productivity producers, and what are likely to be the changes in
the industrial structural of Canadian industries should bilateral trade barriers be
reduced or eliminated” As well as indentifying the importance of
product-specific, plant-specific and company-specific scale economies, the
research has shown that barriers in a small market contribute to the phenomenon
of excessive product diversity, short production runs and small plant sizes in
Canadian manufacturing industries, particularly in industries also characterized
by high concentratior., At the time, there is some empirical evidence that higher
proiit;' or higher costs, and not jobs, are protected by trade barriers. Overall,

the research on industrial structure and trade barriers has provided valuable

. theoretical and empirical information that can be used in the assessment of the
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economic consequences of bilateral trade liberalization. Nevertheless, there

_remains considerabie scope for further work such as developing better and more

detailed data on scale economies and other production and cost characteristics in
Canadian industries, which in turn could be used in further empirical testing of

the above industrial structure and trade interrelationships.

In large part, the issue of whether or not bilateral trade liberalization
would lead to net economic benefits has become an empirical question. Cox and
Harris (1982 and 1984b) have used a general equilibrium trade mode! which
incorporates a number of features of the new trade theories to test empirically
the impact of a broad bilateral trade liberalization arrangement. Their
empirical work concludes that the net economic benefits to Canada wouid be in
the order of 9.0% of gross national expenditure. The net economic benefits from
bilateral trade liberalization are estimated to be slightly larger than those from
multilateral trade liberalization largely due to the impact of trade diversion. As
expected from bilateral trade liberalization, consumers benefit from lower
prices and greater product variety. Cox and Harris also find that not only do
rea] wages increase but labour is the major beneficiary from a bilateral trade
liberalization arrangement, a conclusion which is contrary to that predicted by
the traditional theory. Total production and employment in the manufacturing
sector are also found to increase and this is due to the presence of scale
economies, product differentiation and imperfect competition. While increased
impc;rt competition from the United States acts as a catalyst, improved access
1o the U.S. markets allows Canadian industries to capture scale economies and

improve productivity and cost competitiveness. Consequently, the gains in
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national efficiency come from twec sources: intra-industry rationalization anz

inter-industry resource reallacatjor.

The model is disaggregated to 22 manufacturing industries, 4 primary
industries and 5 service industries. Since the mode! assumes full employment,
the job gains in the manufacturing secior are offset by job loses in the primary
anc service sectors. Ouipuz, héwever. increases in all the primary anc service
industries, reflecting the increase in productivity in these industries. Within the
manufacturing sector, ’ industries experience a decline in both output and
employment--Agricultural Machinery, Non-Argicultural Machinery anZ
Equipment, Furniture. Electrical Products, anc Miscellaneous Products.
Altnough output increases, employment also falls in 7 other industries. The leve!
of procuction and employment increases in the remaining 10 manufacturing
industries, and the increase in employment in these manufacturing industries
ofisers the job loses in the other industries. With the intra-indusiry
rationalization and inter-industry reallocation, labour productivity increases
drarmatically in all industries. _(n general, industries which benefit from b:jatera;
trade liberalization are charaTterized by unexpioited scale economies anc
capital-intensive production technology, low levels of existing protection, high
export elasticities, and a moderate degree of substitutability between imports
and domestic goods. Industries which are adversely affected by bilatera] trade
liberalization are characterized by labour-intensive, mature production
techﬁblogy. On the whole, the empirical work by Cox and Harris supports the
theoretical proposition by the new trade theories that the potentia] economic
benefits of bilate.ral trade liberalization are much larger than traditionzliy

expected, -
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The construction of the model by Harris (1983) requires data and estimates
for wide range of economic variables and parameters, and its operation requires
a number of technical assumptions. As Cox and Harris and others have pointed
out, there are numerous problems with the data. For example, many of the
estimates of the economic parameters reflect the economic conditions of the
early 1o mi¢ 197%'s and there is 8 paucity of hard estimates of scale economies
and non-tariff barriers. Some critics have also raised legitimate concerns over
various aspects of the modelling of economic relationships within the model and
the operationa] features of the model. For instance, issues are raised over the
pricing mechanism and the manner in which scale economies are incorporated.
One important area for furtner research would be to update the estimates of the
relevant economic parameters. The testing of different assumptions about the
relationships between economic variables would also be wuseful, and the
incorporation of new research findings from future work on industrial structure
may also be warranted. Regardless of their concerns, all commentators have
acknowledged that the Harris model is a significant contribution to Canadian

economics and policy analysis.

The issue of unemployment is also a major policy concern, and two
questions regarding the impact of bilateral trade liberalization on employment
are relevant: where and what types of jobs will be gained and lost, and how
many jobs in total will be gained or jost in the short run and the long run. With
regard to the first question, Cox and Harris estimate that up to 7.0% of the
labour force could be expected to change jobs 3s industries contract or expand

under a bilateral trade liberalization arrangement. The mode) identifies where

-



the jobs could be expected to be gained ang lost, and the significant shori-run
displacement of workers raises numerous guestions about the process and cost of

labour adjustment.

The ne: impacts of bilateral irade liberaiizatiocn on total employment in
the short run and the long run are difficuit tc assess. Most trade models assume
full employment and examinc the impac: of changes in trade policy on the
structure of an economy and the aliocation of resources--inciuding
labour--across industries. The questicn of total employment is primarily 2
macroeconomic issue. The impact on total employment of trage-policy changes
would be primarily through its impact on the microeconomic structure of the
economy and the affect that changes in the MICroeconomic structure would have

on the performance and functioning of the economy.

The traditional tra&e theory shows that jobs can be created in one industry:
however, these jobs come at the expense of jobs in other industries. The newer
trade theories show that it is_theoretlcau)‘ possible for a country tc use trade
barriers to increase the number of jobs in both an industry anc the eTonomy.
This conclusion, however, relies on strong assumptions, including the assumption
tha: no retaliation occurs. It is also argued frequently that the use of trade
barriers in periods of persistent high unemployment can result in more jobs. But
this argument overlooks the critical issue, which is the identification of the
cause'of the persistent high unemployment problem. If the cause of the problem
is domestic economic policy rigidities, then the imposition of trade barriers may

lead to further jo'b losses because trade barriers are likely to add to these

rigidities. i
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Or balance, bilateral trade liberalization would likely result in the

short-run decrease in total employment as labour moves from one job to another,

This short-term reduction in jobs may not be as large as commonly thought
because bilateral trade liberalization would likely lead to an increase in
investment as existing firms adjust and new firms enter the economy. The
increase in investment would offset to some degree the short-run reduction in
consumption resulting from short-term job losses. Overtime, the total number
of jobs would likely be higher if bilateral trade is liberalizec. The resulting
increase in rezl income and improvement in the efficiency and flexibility of the
microeconomic structure couid be expected to improve the potential and actual
performance of the macro-economy. To assess empirically the impact of
bilateral trade liberalization on total employment, Harris has used a
macroeconomic model and the results from his general equilibrium trade model.
The preliminary, unpublished conclusion is that the tota! number of jobs
increases by 5.0% within two years of entering a bilateral trade arrangement.
Since there exists a number of Canadian macroeconomic models which
incorporate the input-output structure of the economy, further work into the
consequences of bilateral trade liberalization for the performance and

functioning of the macro-economy is possible and desirable.

As a3 result of the various concerns over negotiating a comprehensive
bilateral trade agreement, two alternative bilateral trade policy approaches have
been proposed--the sectoral approach and the functional approach. Cox and
Harris have used the general equilibrium trade model to investigate the

economi¢ impact of the sectoral approach. To conduct the experiment, tariffs
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on dilateral trade are removea in five .ndustries--Texziles. Steel, Chemical
Products, Urban Mass Transit Equipment and Agricultural Machinery anc
Equipment. With the exception of the las: :ndustry, production and employment
is found to inCrease in these industries and these gains are generally greater than
under full bilaterai trade liberalization. The impacts on production and
employmen: in other industries are much smaller, although the non-liberalized
incdustries also show productivity gains because the increase in wages Causes
some firms in these indusiries to leave and the remaining {irms are able to lower

costs by increasing the level of output.

The net welfare gain {rom sectoral trade liberalization is only in the range
of 1.5 to 1.9% of gross national expenditure, considerably lower than the 9.0%
gained from full bilateral trade liberalization. Overall, the main effects of
removing bilateral trade barriers--whether they are the trade diversion effezt,
the inter-industry labour shift, the productivity gain and so forth—are much
smaller in the sectoral approach than in the full bilateral trade liberalization
approach. At the same time, the inter-industry and intra-industry adjustmensts
are smaller in the sectoral approach. Moreover, as Cox and Harris point out, the
conclusion of positive net benefits from the sectoral approach may be due to the

selected industries as opposed to the sectoral free trade itself.

Problems with the sectoral approach include d=termining which sectors to
include in any sectoral negotiations, balancing the bilateral trade-offs within
sectors as well as between sectors, meeting Canadian and U.S. GATT obligations.

and avoiding third-party retaliation. With regard 1o the economic
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considerations, the sectoral approach limits the major efficiency gains 1o

intra-industry resource shifts. Equally important, it can cause undesirable
inter-industry resource shifts as the protected industries and non-protected

industries compete for resources. I, from a national economic eificiency

criterion, the wrong sectors are chosen for bilateral sectoral trade liberalization,

then the chosen industries may come out ahead at & significant cost to other
indust-ies and the national economy as & whole. There are also questions about

the economic desirability of limiting bilateral trade liberalization to 2 few

industries and exposing Canadian policy interests to narrow disputes over

bilateral trade balances and economic activity in these few industries.

The functional proposal reliects both the complex nature and the

difficulties of negotiating the reduction and/or elimination of non-tariff
measures. Unlixe tariffs, non-tariff measures rarely take the form of an explicit
tax on imports, comprise 2 wide range of dissimilar measures, frequently involve
administrative procedures, and are usually unpredictable and non-transparent.
Nor are non-tarif{ measures limited to import-protection policies, as many
nations now employ measures designed to boost exports. In federal countries,
numerous non-tariff measures are also applied at the provincial or state level.

In general, non-tariff measures can be divided into two groups:

standing-protection measures, and contingent-protection measures.

Empirical research on the impact of removing non-tarif{ measures on
bilateral trade has been severely limited by the paucity of reliable estimates of

their protective effect. There are numerous conceptual problems and data



- 146 -

problems associated with estimating the aegree of protection providec by
non-tariff measures. The analysis of the :mpact of non-tarif{ measures is
further complicated by the differences in the impact on economic activity of
various types of non-tarif{ measures. There remains considerable scope for
further research in this area, ranging from the construction of better data bases
1o the estimation of the protective effect and economic impacts of non-tariif

barrjers on industrial structure and economic activity.

The issues identified above perzain largely to the magnitude anc nature ol
the poteniial net economic benefits from bilateral trade liberalization. The
empirical work by Cox and Harris indicates that structural cpanges in the
Canadian economy coulc be large anc extensive. Unfortunately, trade theory is
not particularly helpfu! in explaining how an economy undertakes these changes
er what the economic costs of adjustment are. Yet, many of the pudlic policy
issues revolve arounc the process of adjusting to a change in the bilateral trade
relazionship. Moreover, factors such as the labour adjustment process. labour
market operations, regiona! economic structure, technology performance. other
non-procuction aspects of corprate behaviour, and intra-corporate trade can
not only affect the process, time-frame and costs of economi; adjustment, bu:
may also effect significantly the degree to which the potential long-run benefits
are realizec, Consequently, these types of considerations are important: for the
short-run and the long-run view points of policy-making.

The process of adjustment to changes in the economic and policy

'

environmen: are not well understood. Yet the social and private coss of
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acjustmen: are central issues in the evaluation of the impact of bilateral trade
liberalization. This has been recognized, particularly in the area of labour
adjustment, and some attempts have been made to establish theoretically and
empirically how individuals and organizations adapt to changes in the economic
and policy environment and how government programs affect this process. There
is a growing body of research on the private and social costs of labour
adjustment; some studies have also looked at how firms adjust. Nevertheiess,

there are Jarge gaps in the knowledge base of the adjustment process anc its

efiects on economic performance.

With regard to the operation of the labour market, there are numerous
considerations which relate to the issue of bilateral trade liberalization,
including labour-management rejations, job search and skill needs and retraining.
There is a fairly large body of research, both theoretical and empirical, on
various issues in labour economics, and much of this work could be synthesizeZ in
order to bring out the major economic and policy considerations regarding the
economic conseguences of bilateral trade liberalization. However, as this could
easily become an overwhelming task, the pulling together of the various issues
should be directed to establishing where and how many jobs will be affected and
whas and where are the existing rigidities in labour markets that would influence
the nature, scope and cost of adjusting to bilateral trade liberalization.

The regional impact of trade liberalization on production, employment 2nd
other economic variables is also major policy issue. The conventional wisdom on

the regional impact of bilateral trade liberalization is that the Atlantic and
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% estern provinces will gain because consumers i these provinces wili no jonger
pay the tariff on imports and because resource-pased exports will increase. The
central provinces would experience shorT-rur economic costs as a result of
increase¢ import competition and subsejuenst outpyt and job losses in the
manufacturing industries locatec in these previnces. In the medium run, the
economic impact on the Centra; prowvinces would become positive as the
manufacturing sector adjusts. improves ite sroductivity and competitiveness,.anc

increases 1ts exporis.

3 simple mezhod of obtaining estimates of the regional impact of bilateral
trade liberalization woulc be to allocate the industry impacis in production anc
employment across provinces according to their share in nationa! outpu: anc
employmeni. However, the results could be misleading, because f{irms, labour
markets and other economic factors are not identical across provinces.
Furthermore, the adjustr;\en:s in industrial structure could lead to importan:
shifts in industries across provinces. At the same time, the impact on regiona!
industries of federal and provincial policies which might be incl.uded in bilateral
trade negotiations is not the same in each province. Also, bilateral trade
liberalization could be ea.zpeCted to significantly alter the pattern of
inter-regional trade in Canada, and between Canadian anc¢ U.S. regions.
Conseguently, the existing work on the regional impacts offers a starting point.
but there remains considerable scope and need for further work.

The ability of Canadian firms to take advantage of the opportunities

created by secured and enhanced access to the U.S. market will depend in part

-‘
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on their adility to improve their performance in areas such as corporate
management and planning, marketing, advertising, product distribution,
financing, inventory control, research and development, and technological
adaptation and diffusion. These activities account for a significant portion of
the costs of supplying goods to a8 market and, hence, affect the competitiveness
of Canadian industries.  With regard to Canadian R&D- and technology
periormance, numerous concerns have been raised, focussing on the low level of
R&D, the slow rate of technology adoptign, adaptation and diffusion, the
dependence on "foreign-made" technology, and the great reliance on technology
transfers by foreign-owned multinational enterprises as the main means of
importing foreign technology. Given the nature of structural changes in the
Canadian economy, it wouid appear that Canadian R&D and technology
performance could improve significantly under a bilateral trade arrangement.
However, the poor Canadian technology performance to date may be an
imporiant obstacle to the realization of the long-run economic benefits in a

world of dynamic comparative advantage.

Economic factors contributing to the poor R&D and technology
performance in Canada have received considerable research attention. The
research on R&D and technology performance in Canadian industries also
suggests that managerial behaviour is an important factor in explaining the poor
Canadian cost-competitiveness in a variety of non-production areas as well as
the poor R&D and technology performance. This would suggest that research is
needed on the managerial aspects of corporate behaviour and performance. In

addition to insights on where or if Canadian management is under-performing -in
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these areas, this resear=h couls also provice valuadie information on the role of
managemen: in adapiing and changing srocuclisr processes and activities in

response to tradc liberalization.

One area which reguires a great dea of research is intra-firm trade. A
considerable share of bilateral rrade is concusted 5y the parents and subsidiaries
of muitinatiorial enterprises. The proces: of intra-firm trade is not well
understood 1n trade theory, anc most trade modeis treat this form of transaction
as identical 10 arms-length trade. Ye:, the impact of bilateral trade
liberalization on intra-firm trade ma) be & major factor in determining both the
microeconomic anc masroeconomic affects of bilateral trade lideraiization on
Canada's economic performance and development. At the same time, the policy
issues tha: are raise: by intra-firm trade extenc beyond the trade-policy sphere
t0 include issues in the arez of taxation, corporate pricing behaviour, and

induserial structure. Conseguently. researc” in this area is a priority.

In sum. the main conclusion emerging irom the paper is that bilatera) trade
liberalization could be expecie? to provide large, long-run economic benelits ¢
Canaga. It could also be expected tc lead to a8 more efficient and flexible
microeconomic structure whch in  turn  could impréve significantly the
performance of the Canadian magro-economy and its ability to create more and
better job opportunities. However, bilatera] trade liberalization would involve
significant structural changes in the economy. While these structura!
adjustments are a major source of the large potential long-term net economic

benefits, the adjusiment process could entail significant transitional costs.
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These adjusiment costs would include labour adjustment costs as WOrikers move
from one industry to another. There could also be various factors which woulc
affect the adjustment process, adjustment costs, and the ability and speed by
which the long-term ‘economic benefits are realized. Nevertheless, it would

appear thai the bilateral trade liberalization option would provide the conditions

. ang the environment for a healthier and sounder Canadian economy.
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