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Order of Reference

Extract from the Minutes of the Proceedings of the Senate, Thursday,
May 1st, 1980:

“With leave of the Senate,

The Honourable Senator van Roggen moved, seconded by the Hon-
ourable Senator Asselin, P.C.:

That the Standing Senate Committee on Foreign Affairs be author-
ized to continue its examination of and report upon Canadian relations
with the United States;

That the papers and evidence received and taken on the subject in
the Twenty-Ninth, Thirtieth and Thirty-first Parliaments be referred to
the Committee;

That the Committee be empowered to engage the services of such
counsel and technical, clerical and other personnel as may be required
for the purpose of the said examination and for the purpose of its exami-
nation and consideration of such legislation and other matters as may be
referred to it, at such rates of remuneration and reimbursement as the
Committee may determine, and to compensate witnesses by reimburse-
ment of travelling and living expenses, if required, in such amount as the
Committee may determine; and

That the Committee have power to sit during adjournments of the
Senate.

The question being put on the motion, it was—

Resolved in the affirmative.”

Robert Fortier

Clerk of the Senate



Foreword

This report concludes the three-volume study by the Standing Senate
Committee on Foreign Affaires on Canada-United States relations. Volume
I, presented in December 1975, dealt with the Institutional Framework for
the Relationship. Volume II, presented in June 1978, examined Canada’s
Trade Relations with the United States. The present report, Volume III, con-
tinues the study of the trade relationship, building on the conclusions of
Volume II.

During the past three years the Committee held some 40 hearings in both
Ottawa and Washington, D.C., and heard a range of witnesses, both
Canadian and American, including businessmen, labour leaders, academics
and provincial and federal officials and Ministers. The Committee wishes to
thank all of these witnesses, not only for the time taken by them to appear
before the Committee, but also for the time and effort involved in the prepa-
ration of the material required for their presentations. Their willing assist-
ance and expert testimony was indispensible in enabling the Committee to
arrive at informed opinions as contained in the report although, as is evident
from the report itself, each witness will not necessarily concur in all of the
conclusions or recommendations herein.

I am most grateful to all members of the Committee and I am especially
indebted to my Deputy-Chairman, Senator Martial Asselin, P.C., and to the
other members of the Steering Committee for their help and advice. I know
that all members of the Committee will wish to join with me in making spe-
cial reference to Senator Allister Grosart, P.C., the Deputy-Chairman of this
Committee from 1969 until his appointment as Speaker of the Senate in
1979. His perceptive questioning of witnesses, his unerring focus on the cen-
tral issues and his wise counsel have all contributed in an important degree to
the Committee’s study.

The work of the Committee would have been impossible without the staff
support provided by the Parliamentary Centre for Foreign Affairs and For-
eign Trade, its Director Mr. Peter Dobell and the Committee’s most able
staff assistant Mrs. Carol Seaborn, who had the unenviable task of dealing
with the Chairman on a day to day basis which she did with unfailing good
humour. Assistance was also provided from time to time by the Institute for
Research on Public Policy. Mr. Patrick Savoie, the Clerk of the Committee,

has been most diligent throughout the hearings and in the production and
translation of this report.



An index of the proceedings of the Committee on which this report is
based has been prepared by the Reference Branch, Library of Parliament. It
is available on request from the Clerk of the Committee.

George C. van Roggen

Chairman
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INTRODUCTION

Recommendations of the Committee’s Earlier Report

In 1978 the Senate Committee on Foreign Affairs published the results
of its first study of Canada’s trading relations with the United States. The
report’s principal recommendation urged that “governments in Canada, as
well as the business and labour communities. . . consider seriously the option
of bilateral free trade with the United States.”*

During these earlier hearings, evidence was taken from a broad cross-sec-
tion of Canadian industry. The Committee’s focus had been to examine the
strengths and weaknesses of Canada’s bilateral trade relations with the
United States as well as to assess the prospects for the 1980s and 1990s.
Among other aspects, it studied the structural problems of much of Canada’s
manufacturing industry, the effects of the tariff, the imbalance in end prod-
ucts trade, the importance of non-tariff barriers, the low level of research and
development (R&D), the high labour costs and low productivity rates rela-
tive to the United States prevailing at that time and the future prospects for
bilateral trade. The Committee’s principal determination was that much of
the Canadian manufacturing sector was in a very vulnerable position, shack-
led with high costs resulting from short production runs and other competi-

tive disadvantages mainly associated with a lack of access to a large tariff-
free market.

Disturbed by this finding in an area so critical to Canada’s economic
welfare, the Committee concluded in 1978 that of all the possible policy
responses, the one which showed the most promise was a bilateral free trade

* Canada-United States Relations, Volume II, Canada’s Trade Relations with the United States, June
1978.
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arrangement with the United States. Aware of the possible political and eco-
nomic difficulties involved in this conclusion, the Committee recommended
an intensive examination of the bilateral free trade idea. The Committee
also hoped to provoke a broader public discussion of the future of Canada’s
trade policy.

New interest in Canada and the United States

The Committee was gratified that its report may have led to some reflec-
tion, or at least some thinking out loud, at the senior levels of government.
Liberal External Affairs Minister Donald Jamieson remarked that no gov-
ernment would want to dismiss the option of free trade out of hand. Progres-
sive Conservative Finance Minister John Crosbie said free trade with the
United States was one of the options Canada should seriously consider over
the next few years. A former leader of the Opposition, the Hon. Robert Stan-
field, P.C., Q.C. added his voice in speeches during 1979, urging free trade
with the United States and stressing the advantages of such a policy in coun-
tering regional dissension in Canada. Unfortunately the issue of free trade
has not yet been officially addressed or debated by the government.

Nonetheless, the earlier report appears to have coincided with a modest
but growing public interest in the subject which resulted in the Committee’s
Chairman being invited to speak to a variety of groups and associations and
to participate in seminars both in Canada and the United States on the sub-
ject of bilateral free trade. In part, the report may have provoked discussion
and built on an interest latent since the Economic Council Report “Looking
Outward” of 1975. In any case it was evident that the report’s conclusion
evoked far less emotional and nationalist reaction than might have been
expected even a few years earlier.

In the United States, part of the impetus for the increasing attention to
the subject was provided by Section 1104 of the U.S. Trade Agreements Act
of 1979, legislation which provided the statutory basis for U.S. trade rela-
tions. Section 1104 required the President to “study the desirability of enter-
ing into trade agreements with countries in the northern portion of the west-
ern hemisphere to promote the economic growth of the United States and
such countries and the mutual expansion of market opportunities”. This
requirement is an addition to the existing provision (Section 612) of the
Trade Act of 1974 which permitted the President to “initiate negotiations for
a trade agreement with Canada to establish a free trade area covering the
United States and Canada”. In 1974 the Section 612 provision was not taken
seriously by the Administration since it was a last minute addition to the Bill
in Congress with very little discussion. In the 1979 enactment of the Trade
Agreements Act, the provisions of Section 612 were repeated, voted on and
endorsed by the House Ways and Means Committee. There would thus

2 Canada—United States Relations




appear to be an ongoing Congressional authority given to the President to
negotiate a free trade agreement with Canada.

The recent study, mandated by Section 1104 and undertaken by the
Office of the Special Trade Representative (STR), itself generated studies by
other U.S. agencies such as the study of the petrochemical industry under-
taken by the International Trade Commission for the STR. In Congress, the
Subcommittee on International Trade of the Senate Finance Committee held
hearings on North American trade during 1979 and 1980. A number of pri-
vate groups including the U.S. Chamber of Commerce, the U.S. United
Nations Association and the Canadian-American Committee undertook
studies in this area.

Further stimulus to the idea in the United States was sparked by the
‘North American accord’ statement of President (then Governor) Reagan in
the November 1979 announcement of his candidacy for the presidency. At
the time he said:

“a developing closeness among Canada, Mexico and the United States—a North
American accord—would permit achievement of that potential in each country

beyond that which . ..any of them... could accomplish in the absence of such
co-operation.”

Other prominent U.S. political figures including presidential aspirants Ken-
nedy, Connally and Brown simultaneously endorsed the ‘trilateralism’ con-
cept, frequently conceiving of it as a North American resource-based or
energy common market.

It was the continental energy thrust to the ‘accord’ proposal which
undoubtedly contributed to the negative reactions from both neighbours. In a
joint statement in May 1980, Prime Minister Trudeau and the Mexican Pres-
ident Mr. Lopez Portillo firmly distanced themselves from the trilateral con-
cept, stating that “such an approach would not serve the best interests of
their countries”, Mr. Trudeau adding that Canada’s interest “would be
advanced by the continuing strengthening of bilateral relations with Mexico
and the United States.”

Meanwhile cautious discussion of the idea of bilateral free trade was tak-
ing place in Canada. In 1979 a nation-wide poll conducted by a national
magazine found that two out of three Canadians favoured free trade with-the
United States. The strongest support came from the Maritimes and the West
‘but a majority of those polled in every region backed the idea. It was evident
that the subject was no longer taboo. In industry, the government-inspired
sector task force studies showed that seven out of twenty-three sectors,
including petrochemicals, urban transportation equipment, electronics and
cement spoke positively about bilateral free trade for their products. State-
ments supporting the idea were also increasingly heard from certain

Canadian producers as they recognized their longer term need for free access
to a larger market.
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Canada’s trade and payments position—an update

In its 1978 report, the Committee drew attention to the basic facts of
Canada’s international trade situation as well as a more detailed analysis of
the Canada-U.S. trade picture. It underlined then, and it does so again, that
because of the enormous concentration of Canadian trade with the United
States involving all sectors of the economy, the state of Canada-U.S. rela-
tions has a critical bearing on Canadian commercial and economic policy and
on its international trade prospects as well.

On the surface, Canada’s international trade situation actually looks
fairly good. Despite an international recession when exports usually fall
faster than imports, Canada has done well in world trade, finishing with a
large surplus of $5.2 billion in 1980 and a lower but still significant surplus of
$2.3 billion in 1981.

Looking more closely, one is faced with more sobering facts. The main
reason for Canada’s good overall trade performance in 1980 lay in the
exports of crude and fabricated materials, commodities such as forest prod-
ucts, grains, natural gas and mineral products. The value of forest products
exports alone was $12.8 billion and the value of wheat exports nearly doubled
in 1980 to a record $4.1 billion. Minerals and natural gas produced a $5 bil-
lion export surplus in these commodities. But in the end product, manufac-
turing sector which employs 2 million Canadians and pays $23 billion in
wages, the same old problems remain. For end products, the 1980 deficit in
Canada’s world-wide trade balance was over $17 billion. This situation
became even more worrying in 1981 when the value of imported end products
rose much faster than the value of Canada’s end product exports. The result
was a huge $20 billion deficit in Canada’s end product trade.

In respect to Canada-U.S. trade only, by 1981, the value of goods trading
across the border had reached $100 billion, considerably more than between
any two other countries in the world. In that year over 68 percent of Canada’s
total trade was with the United States (66 percent of its exports and 68 percent
of its imports). The enormous flows back and forth across the border were
almost in balance with a small surplus of $1.2 billion in favour of Canada.
Again, on looking closely, a strong surplus for Canada is evident in crude
materials and fabricated materials trade with the United States, adding up
to almost $16 billion more in exports than in imports. But despite the
advantage of depreciated dollar which assisted the competitiveness of
Canadian products in U.S. markets, Canada’s bilaterial deficit in end product
trade with United States has continued to rise, reaching over $15 billion in
1981. This widening imbalance occurred despite a lessening in Canada’s defi-
cit in bilateral automotive trade from $3 billion in 1979 to $2 billion in 1980
and to $1.8 billion in 1981.*

*Figures for 1981 are preliminary only.
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Table 1

Canada’s Merchandise Trade, 1978-81
(billions of Cdn. dollars)

Crude Fabricated End Total Merch’
Materials Materials Products Trade

Trade with

all countries:

1978 Exports 8.8 19.2 18.9 52.3
Imports 239 8.7 313 50.1
Balance 2.9 10.5 -12.3 2:2

1979 Exports 12.5 24.4 20.8 64.2
Imports b 12.1 3LH 62.7
Balance 4.6 12.3 -17.1 T

1980 Exports 14.8 29.3 2137 74.2
Imports 113 12.7 39.5 69.0
Balance 3.5 16.6 -17.8 5.2

1981* Exports 152 30.5 25.1 83.7
Imports 12.1 14.5 45.8 789
Balance L] 16.0 -20.7 4

Trade with

United States:

1978 Exports 5.5 13.8 15.8 36.7
Imports 24 6.1 249 354
Balance 3.1 7.9 -9.0 1.3

1979 Exports 7.6 17.0 16.9 43.4
Imports 237, 8.7 304 454
Balance 39 8.3 -13.5 -2.0

1980 Exports 9:1 18.8 16.7 46.8
Imports S 92 31.0 484
Balance 4.0 9.6 -14.3 -1.6

1981* Exports 9.2 21 20.1 55:5
Imports 45 103 358 54.3
Balance 4.7 11.2 -15.7 52

Sources: Imports by Countries, Jan.—Dec. 1980, Statistics Canada, p. 13, Exports by Countries, Jan.—
Dec. 1980, Statistics Canada, p. 19. Statistics Canada Daily, 3 February 1982. *The detailed
figures for 1981 are preliminary only; Statistics Canada, Catalogue 65-001, 1982.

Nor has the problem of Canada’s perennial current account deficit disap-
peared. Even with Canada’s recent surpluses in its world merchandise trade
account, its overall current account has remained in deficit, averaging over
$4 billion during the past five years, due to the very serious imbalance in
invisible or service trade items (travel, dividends, insurance, freight charges,
etc.)*. In 1980, this invisible deficit reached $9 billion, most of it with the
United States. As a result, Canada’s bilateral current account deficit with

*Preliminary figures for 1981 show a record high current account deficit of over $6 billion.
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that country has expanded from $3.5 billion in 1975 to over $8 billion in
1980, the recent deterioration caused mainly by a rapid rise in interest pay-
ments resulting from extensive corporate and governmental borrowing com-
bined with the depreciation of the Canadian dollar. Little improvement is
seen in the bilateral travel account, a component of the invisibles account.
Despite predictions for considerable gains, Canada’s bilateral travel account
deficit with the United States stood at $800 million in 1980.

Table 2

Canada’s Current Account Deficit with the United States
(Billions of Cdn. dollars)

1976 1977 1978 1979 1980

Current Receipts

Merchandise exports 25,7 31.0 37.1 44.6 48.5

Invisible earnings 4.2 4.6 5.3 59 6.6
Total current receipts 29.8! 3577 42.4 50.4 5541

Current Payments

Merchandise imports 2541 29:3 34.9 44 .4 47.7

Invisible payments 8.7 10.2 12.3 13.8 15.6
Total current payments 33.8 39.6! 47.2 58.2 63.3

Current Account Balance -4.0 -3.9 -4.7 -7.8 -8.2

'Figures may not add exactly due to rounding.

Sources: 1976 & 1977 figures—Canadian Balance of International Payments, 1977, Statistics Canada,
p. 53; 1978, 1979 & 1980 figures—Quarterly estimates of Canadian balance of international
payments, Fourth Quarter 1980, Statistics Canada, pp. 46-7.

As for investment, Canadians now invest more outside Canada than
foreigners invest in Canada, a remarkable change from the earlier 1970s. By
1978, Canadian direct investment in the United States accounted for more
than half the total and amounted to $9 billion by 1978, up from $6 billion in
1976. U.S. direct investment in Canada, valued at $31.9 billion in 1976, grew
relatively more slowly to $38.3 billion. More than half the outflow of
Canadian direct investment capital can be accounted for by the manufactur-
ing industry, such investments reflecting in part at least the desire, particu-
larly of smaller manufacturers, to have access to a larger market.

The international scene revisited

A renewed scrutiny of the current world trading environment is not a
reassuring exercise in terms of Canada’s trading prospects. True that the
Tokyo Round multilateral trade negotiations made progress in liberalizing

6 Canada—United States Relations




trade among member states of the GATT (the General Agreement on Tariffs
and Trade). Tariff reductions of an average range of 35 percent are likely to
result in increased export opportunities as long as non-tariff measures do not
intrude. But, in another respect, the trading opportunities have become more
constricted. The European Community (EC), originally consisting of six
member countries, has now expanded to 10 countries with prospects of grow-
ing to 12 shortly. When account is taken of the EC’s free trade agreements
with the remaining EFTA countries, this means that virtually all of Western
Europe is organized into a preferential free trade unit for industrial products.
As for Japan, its continued growth and success as a major trading power has
astounded and jolted the other industrialized trading countries. In effect,
these developments have meant a strengthening, relative to North America,
of the two most powerful trading units each with free access to large internal
markets. They are not encouraging for Canadian manufactured exports and
it may actually negate much of the liberalizing effect of the Tokyo Round
tariff reductions. Simultaneously, a New Protectionism appears to be emerg-
ing, with the governments of trading countries giving high priority to internal
economic demands. While vocally supporting trade liberalization, they fre-
quently undermine it in practice by implementing a host of non-tariff barri-
ers.

Competition from developing nations is also part of the problem for
Canada’s manufacturing sector as countries such as South Korea, Hong
Kong, Singapore, Brazil, Mexico and Taiwan step up their exports of manu-
factured items. With considerably lower labour costs, these newly industrial-
ized countries (NIC’s) can pour out standard technology items and transport
them into markets around the world at a fraction of the Canadian cost of
production. Against such products, the average Canadian tariff offers no
meaningful protection.

The exchange rate plays a major role in shaping Canadian trade pat-
terns. After 1976 and until the end of December 1980 the Canadian dollar
experienced a substantial depreciation relative to most other currencies.
Against the currencies of the major industrialized countries of Western
Europe and Japan, the Canadian dollar declined by 37 percent in this period,
a major factor in the improved sale of Canadian goods to Western Europe in
1979 and 1980 and in the slowing down of imports. Vis-a-vis the United
States dollar, Canadian currency declined 18 percent over this period, a
development which improved the competitive position for exports to the
United States. However, from mid-1980 to mid-1981 the Canadian dollar
strengthened against Western European currencies, rising 15 percent against
the British pound, 24 percent against the French franc, 23 percent against
the West German mark and 18 percent against the Swiss franc, changes
which have again made this market difficult for sales. Over the same time
period, the dollar has continued to decline against the U.S. dollar, depreciat-
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ing 6 percent, and has remained almost static with respect to the Japanese
yen. These exchange rate changes make the United States, more than ever,
the market into which Canada is best placed to export.

The Committee’s earlier study of Canada’s trade relations with the
United States had taken place against a background of ongoing multilateral
trade negotiations under the GATT. During Committee hearings it was evi-
dent that the GATT Tokyo Round negotiations generated a considerable
nervousness among industry witnesses as to how the outcome of negotiations
would affect them, conscious as they were of their competitive disadvantage.
Commenting in 1978 on the possible outcome of these negotiations, the Com-
mittee was somewhat doubtful that the negotiators could achieve their objec-
tives in tariff reductions or whether meaningful restrictions could be placed
on non-tariff measures.

As it turned out, from a multilateral point of view, the Tokyo Round
achievements in liberalizing international trade, specifically the gradual
implementation of a 35 percent reduction in average rates of duty, may be
substantial. From the point of view of Canadian industry, however, the over-
all impact of the GATT negotiations may not be so positive. Particular prob-
lems are emerging in respect to Canada-U.S. trade.

8 Canada—United States Relations




PART 1

A. The Situation Facing Canadian Industry

1. Results for Canada of the Multilateral Trade Negotiations

After six years of hard bargaining, the GATT Tokyo Round multilateral
trade negotiations (MTN) were completed in 1979. Few countries had more
at stake in the outcome than Canada. Few countries have a larger range of
exportable goods. Few countries have exports that constitute a higher per-
centage of gross domestic product (GDP) than does Canada, where it
amounts to about 26 percent. Under the 1979 GATT agreement, a frame-
work was set which will significantly affect Canada’s international trade
opportunities during the 1980s and well into the 1990s. Both the level of
tariff protection and the use of non-tariff measures are affected.

In terms of Canada-U.S. trade, the Committee was told by officials of
the Department of Industry, Trade and Commerce that when the Tokyo
Round tariff reductions are fully implemented by January 1987, 80 percent
of current Canadian industrial exports to the United States will actually
enter duty free and up to 95 percent will be subject to tariffs of 5 percent or
less. For U.S. exports to Canada, the comparable figures will be 65 percent

entering duty free and another 26 percent entering at rates of 5 percent or
less.

a) Tariffs

Under the Tokyo Round agreement, Canadian tariffs will be cut by close
to 40 percent. Canada’s major trading partners, the United States, the Euro-

The Situation Facing Canadian Industry 9



pean Community and Japan agreed to make comparable or somewhat
smaller reductions. U.S. tariffs on more than $4 billion worth of Canadian
non-agricultural exports will fall by an average of close to 40 percent; the
European Community will make tariff reductions averaging about 30 percent
affecting over $1 billion worth of Canadian industrial exports and Japan will
cut its tariffs by about 31 percent on $800 million worth of exported
Canadian industrial products. The reductions, to be staged in eight annual
steps, began on | January 1980 and will be completed on 1 January 1987.

Canada may have entered the negotiations at somewhat of a disadvan-
tage, partly because it was perceived by other major industrialized countries
as having had a ‘free ride’ in the Kennedy Round GATT talks in 1967, and
partly because Canadian tariffs were seen to be relatively high—in the 15
percent or higher range—even though many imports including sophisticated
machinery not made in Canada entered duty free. By the time the agreement
is fully implemented, the average rate of Canadian tariffs on industrial
imports will have been lowered from 15 to between 9 and 10 percent. While
this rate is high relative to the average 4 to 5 percent U.S. rate and the 6 per-
cent rate in both Japan and the European Community, the comparative
adjustment requirement, in tariff terms, will be greater. In effect, Canada’s
reductions represent a loss of about 5 percent in protection compared to 2 to
3 points by the other major trading countries. Looked at positively, the tariff
reductions will result in lower costs of inputs for Canadian industries as well
as lower costs for a broad range of consumer goods. Canada agreed to make
formula reductions in the range of 30 to 40 percent on most consumer items.
But Canada, like other major MTN participants, made no significant reduc-
tions in its tariff protection on textiles, clothing and footwear although some
protection on footwear has been removed during 1981. While lower U.S.
tariffs on dutiable forest products should stimulate exports across the border,
a number of other processed resource products did not fare so well. The
Canadian petrochemical industry made few gains and the U.S. tariff will
actually be higher on some petrochemical derivatives.

In sum, for Canada, there are losses as well as gains, minuses as well as
pluses from the Tokyo Round liberalization of tariffs. (For a more detailed
analysis of the results of the Tokyo Round, see Appendix A.)

b) Free trade in civil aircraft

A major international free trade agreement was concluded at the Tokyo
Round which has been hailed as a possible prototype for future agreements in
other sectors. The Agreement on Trade in Civil Aircraft entered into initially
by Canada, the United States, the EC, Japan and Sweden provided for the
mutual elimination as of 1 January, 1980 of all duties on civil aircraft and
the repair of such aircraft plus the removal of duties on between 85 to 90 per-
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cent of trade in components of civil aircraft including avionics and flight
simulators. As well as tariffs, the agreement restricts certain non-tariff meas-
ures including government procurement and national treatment. These non-
tariff concessions, based on the principle of ‘conditional’ most-favoured-
nation (MFN) treatment, are available to other GATT signatory countries
which agree to make similar concessions.

The civil aircraft free trade agreement will enhance Canada’s export
opportunities to a number of countries, including the United States, for high
technology aerospace products.

¢) Non-tariff barrier codes

The Tokyo Round marked the first time that GATT multilateral trade
negotiations endeavoured to deal with non-tariff measures in detail. In the
face of the increasing use of such devices, the task to bring them under better
control was formidable. Some progress was made and the codes of conduct on
non-tariff measures, although very limited, have established a pattern for
their regulation in the future. However, enforcement of the codes may prove
difficult on a multilateral basis. Such enforcement is in the hands of commit-
tees of GATT nations and sub-committees of technical experts and these
bodies will require time and experience before they can prove their effective-
ness.

More specifically, no agreement was reached in Geneva on new safe-
guard rules on emergency action against intolerable, but ‘fair’, import com-
petition, a distinct shortcoming from the Canadian point of view. The agree-
ment on government procurement, while technically well set out, has proved
a major disappointment to Canada because of its very limited coverage. The
agreement on valuation will establish uniform rules to be applied by all gov-
ernments in determining the value of imported goods for customs purposes,
based on the ‘transaction value’ of the goods. Implementation of this agree-
ment will be generally difficult for Canada which has operated under a radi-
cally different valuation system based on the price charged in the home mar-
ket of the exporter. (See Appendix A for more details of the problems for
Canada related to the GATT non-tariff codes).

2. U.S. non-tariff barriers affecting Canada-U.S. trade

In the context of Canada-U.S. trade, as distinct from multilateral trade,
the impact of non-tariff barriers is increasing both relatively and absolutely.
This reflects both the diminishing importance of tariffs and the growing
recourse to non-tariff barriers as a form of protection.

The Committee heard evidence that serious non-tariff problems with the
United States are likely to arise in the following areas: countervail, procure-
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ment and customs valuation; U.S. safeguard actions applied inadvertantly
against Canadian exports; and the complex trade regulatory system spelled
out in the 1979 Trade Agreements Act. In addition, DISC is a perennial non-
tariff irritant.

Countervail

In respect to countervail, Mr. Rodney Grey, the former head of the
Canadian delegation to the Tokyo Round, and Professor Fred Lazar of York
University and Director of the Canadian Institute for Economic Policy have
pointed out that the GATT agreement leaves a number of problems vis-a-vis
the United States. First, although the U.S. government must now establish
injury prior to imposing countervail duties, new U.S. procedure makes it
easier for U.S. companies to lodge complaints and for the authorities to find
‘injury’.

Secondly, as Mr. Grey emphasized a vigorously applied U.S. countervail
system could have an inequitably heavier impact on the effectiveness of
Canadian industrial development policies when contrasted to any parallel
countervail action Canada could take against the United States. This is
because such a relatively large percentage of Canadian production is
exported while in the United States the major portion of production is for the
internal market. Any subsidization of Canadian industry could be seen as
involving an encouragement of production for export purposes and would
accordingly run the risk of U.S. countervail. By contrast, subsidization of a
firm in the United States would be directed mainly toward encouraging pro-
duction for the U.S. domestic market and would only involve the risk of a
Canadian countervail for the very small percent of products which it might
export.

Third, in the GATT agreement many anomalies in what constitutes a
subsidy for countervail purposes remain. For instance a DREE subsidy,
although not inconsistent with the GATT code, appears to be subject to
countervail. But general tax incentives or the provision by states or provinces
of required infrastructure for industrial sites may not be vulnerable. Finally,
the United States, in a move directed at the European Community and not at
Canada, has changed its ‘offsetting’ rule by which the amount of the subsidy
to be countervailed could be reduced by the extra amount involved in locating
a plant in less than a prime location. According to Mr. Grey, this could make
U.S. countervail even more threatening than before the Tokyo Round. The
earlier U.S. procedure took into account that regional development grants
are legitimate policies. Mr. Grey expressed the opinion that if it were possible
to persuade the United States to change the ‘offsetting’ rule, it would be in
the common interest of both countries and a bilateral agreement could be
made without raising problems at the GATT.
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It will be necessary for the Canadian government to negotiate bilaterally
with the United States concerning countervail, specifically stressing the
uneven impact of application of countervail on the two countries, the need
for an agreement on what constitutes a permissible subsidy and the possibil-
ity of the United States using the ‘offsetting’ technique in respect to Canada.

Procurement

Procurement is the most pressing non-tariff barrier problem Canada cur-
rently has with the United States. By virtue of its geography, its economy, its
requirements for national survival, Canada has developed an excellence in
products such as telecommunications equipment, electricity generating and
transmitting equipment, urban mass transit equipment, aircraft and aircraft
parts and avionics, products which are almost always purchased by govern-
ments or their agencies. Without a domestic mass market base, the survival
of these Canadian industries depends on sales to foreign procurement mar-
kets, mainly those in the United States. Yet with the exception of civil air-
craft and aircraft parts, it was precisely these areas which the GATT pro-
curement agreement failed to open up. Mr. Rodney Grey warned the
Committee that the code’s coverage is so limited “it may just collapse if it is
not extended.”

Not only did the procurement code not succeed in opening up these mar-
kets but there was a marked increase, even while the GATT negotiations
were proceeding, in U.S. procurement protection mandated by Congress and
at the state level. The recent proliferation of state Buy American laws and
regulations has brought to 37 the total number of states with such restric-
tions. Congress passed the Surface Transportation Assistance Act in 1978
and has tied Buy American restrictions to other federal appropriations laws
such as the Public Works Employment Act or the Clean Water Act. Under
such legislation, state or local governments receiving federal funds for financ-
ing projects are required to apply Buy American restrictions to such projects.
In practice, this means that more than 50 percent of the content must be
American and that the final assembly take place in the United States. An
even more stringent proposal to raise the content requirement from 50 to 70
percent is currently being pushed in Congress and at the state level. In addi-
tion, some states have passed their own procurement laws and regulations
specifying a level of domestic preference which may range as high as 20 per-
cent.

Such U.S. legislative actions have hit certain Canadian producers hard,
particularly the Buy American provisions under the Surface Transportation
Assistance Act. For example, in the structural steel sector, steel bridge
exports to New York State alone fell from $20 million in 1978 to $1 million
in 1979. Mr. Raymond Royer of Bombardier Inc. told the Committee that
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the 1978 extension of the Buy American laws had hit his company just as it
had expanded its urban transit equipment operations and was beginning to
market in the United States. The company decided it had no alternative but
to establish facilities within the United States if it wanted to circumvent state
Buy American barriers to municipal markets. Mr. Ron McCallum of
Hawker Siddeley Canada warned that if the 50 percent requirement for basic
U.S. content were to be raised to 70 percent, it would lead to complete manu-
facture of his company’s urban transit cars in the United States.

It is urgent that the Canadian government should deal with this situa-
tion. In the urban transit sector alone, the U.S. market is estimated at a pos-
sible $5 billion within the next five years. Canadian producers are being
obliged to establish facilities in the United States to circumvent the procure-
ment restrictions.

Canada cannot afford to wait for further multilateral negotiations on
procurement. Mr. Grey made the point that Canada could have done much
better at the GATT negotiations if it had been negotiating bilaterally with
the United States rather than multilaterally. The Hon. Larry Grossman,
Ontario Minister of Industry and Tourism added that the U.S. Surface
Transportation Assistance Act had been put in place “basically to lock out
Japanese competition . . . because the Americans could not get access to the
growing Japanese market.”

The basis already exists for bilateral initiatives. The United States has
declared itself ready for reciprocity in the Trade Agreements Act of 1979,
and has made it clear that it would accord better access to its procurement
market to those who offered American producers better access to their mar-
kets. In this respect, Canada undoubtedly qualifies since at least 20 percent
of goods purchased by the Canadian federal government annually are from
foreign, mainly U.S., suppliers. This record is more favourable, in relative
terms, than even that of the United States which is considered more open in
its procurement purchasing than most other countries.

Mr. Grey suggested to the Committee that the government seek a bilat-
eral deal on procurement by which the United States would exempt Canada
from the provisions of the Buy American Act. (See Appendix A for details of
his proposal) However, the Committee notes that the Canadian government
has twice had discussions—in 1977 and 1980—with the U.S. Administration
on procurement under the Surface Transportation Assistance Act. It had no
success in obtaining a procurement arrangement for Canada. Canada cur-
rently lacks a good bargaining position and its position is being made weaker
by the fact that Canadian firms are establishing plants in the United States.
Moreover, it is doubtful that, even if Canada convinced the U.S. Administra-
tion to agree to a waiver for Canada from the restrictive legislation, the
Administration would find it easy or possible to persuade Congress to pass
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the necessary amendments to exempt, specifically and exclusively, only
Canadian exporters. Furthermore, solving the federally-controlled non-tariff
barriers would not be the only problem. Downstream from that, as business
witnesses pointed out, problems would emerge such as limitation on technical
specifications, preferences at a local level, labour objections, and all kinds of
lobbying.

Mr. Kirk Foley of the Urban Transportation Development Corporation
proposed to the Committee that Canada and the United States might enter
into a joint venture in urban transit products which would allow manufacture
of equipment in both countries and permit Canadian producers to circumvent
U.S. Buy American rules. He compared it to the Canadian participation in
the U.S. space program. The idea could have advantages for Canada but it is
not evident to the Committee why it should prove particularly attractive to
the United States.

The issue of U.S. procurement barriers is a pressing one for Canada and
will require negotiations and resolution on a bilateral rather than a multilat-
eral basis. What is needed is a procurement arrangement between Canada
and the United States which would put this country in a special category vis-
a-vis the United States.

Customs valuation

Potentially, Mr. Grey told the Committee, customs valuation could be
one of the most troublesome areas for Canada emerging from the Tokyo
Round. Canada and the United States were the only two major trading coun-
tries at the Geneva negotiations which were not previously using the GATT
system of valuation. Canada agreed to the GATT Customs Valuation Code
with great reluctance as it will require drastic adjustments in its present sys-
tem. The switch by the United States to the new system is likely to cause
Canada problems arising from the possibility of excessive use of U.S.
administrative procedures; from the use of artificially low transfer prices in
transactions between related companies; and from the issue of inland freight
charges. The fact that the GATT code failed to deal adequately with the
issue of the artificially low transfer prices for duty valuation purposes may
prove particularly troublesome to Canada and the United States in view of
the very large amount of trade between subsidiary and parent companies.
Finally, the revisions in previous U.S. ad valorem rates on specific products,
such as petrochemical derivatives, are likely to impede Canadian exports,
since the effect of the revisions will be to raise the effective tariff barrier on a
number of these items.

It is not easy to see how many of the custom valuation problems between
Canada and the United States can be settled unless the two parties bring to

The Situation Facing Canadian Industry 15



negotiations a determination that particular conditions in the North Ameri-
can trading context warrant special bilateral arrangements to resolve them.

DISC

Since 1971 the United States has used the export subsidization device
DISC, the Domestic Sales International Corporation, to stimulate exports
and retain direct investment in the United States. The system grants tax
incentives in the form of a deferral of taxes on income from exports to com-
panies operating in the United States. Not only does a DISC scheme give an
advantage to the U.S. company competing in the Canadian market, but it
has the additional impact of influencing the production decisions of U.S.
multinationals in favour of their plants located in the United States as
opposed to their Canadian subsidiaries.

The Tokyo Round agreement prohibited such export subsidy schemes as
the DISC, but a proviso was accepted that any signatory country was only
required to make a “reasonable effort” to overcome an obstacle such as Con-
gressional resistance. The Tokyo Round will not, therefore, result in the ter-
mination of DISC by the United States, particularly since the Reagan
Administration appears ready to challenge EC Commission officials on tax-
based subsidies of EC member countries.

The Committee sees the DISC as another area where Canada is inad-
vertantly affected by U.S. policies when it is not the target. While DISC is
not a major irritant, Canada should make an effort to come to an arrange-
ment with the United States on a bilateral basis respecting it.

Other U.S. non-tariff measures

Another problem to which Mr. Grey drew attention was the vulnerability
of Canadian exports to U.S. safeguard or emergency actions. Especially in
times of an economic downturn, businessmen are more likely to seek
increased protection from some sort of emergency import action. The dif-
ficulty is that, because of the non-discrimination rule of the GATT, Canada
is liable to be hit unjustifiably when the United States takes action against
unfair or intolerable imports from other trading partners. Examples of past
U.S. punitive action hitting Canada inadvertantly are U.S. safeguard meas-
ures against specialty steel and fasteners in 1974 and 1978.

Finally, Mr. Grey emphasized that there had been a fundamental change
of approach in the United States in recent years which was not at all reassur-
ing for future Canada-United States trade relations. Parallel to its agreement
to lower certain tariff rates in the 1980s, the United States has taken action
to protect its imports by refining its various legal mechanisms to deal with
import competition. A complex regulatory system has been developed over a
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number of years and has been given full expression in the 1979 Trade Agree-
ments Act. This new emphasis in the United States on what Mr. Grey has
called a system of contingent or stand-by protection, means that U.S. domes-
tic producers will be able to get protection when a case can be made for it.
Mr. Grey suggested in a recent article that despite diminishing tariffs result-
ing from the Tokyo Round, the United States has not effectively lowered its
barriers to imports as a result of the multilateral trade negotiations. He
emphasized that, for Canada, the important objective would be “getting
inside, rather than staying outside, the whole legalistic trade regulatory sys-
tem now installed in Washington, D.C.”

In sum, in its trade with the United States, Canada faces a strengthened
array of non-tariff barriers. The GATT multilateral negotiations have failed
to resolve these problems.

The Committee is convinced that the only way to deal with these prob-
lems—procurement, countervail, customs valuations, DISC, and safeguard
restrictions—is through bilateral negotiations with the United States. The
only way to get inside the new, potentially protectionist U.S. trade regula-
tory system is through a bilateral arrangement with the United States.

3. The implications of the Tokyo Round for Canadian industry

“Time is not on the side of this country’s manufacturing industry,” wrote
the Economic Council in 1975. The prospects have not been greatly improved
by the completion of the Tokyo Round negotiations, and in a number of
respects the outlook is less promising than before.

In sectors where the traditional tariff protection is diminishing, increased
import competition from efficient foreign producers will challenge the less-
protected Canadian manufacturers who are not structured to resist such com-
petition and whose position will be gradually eroded. At the same time, many
Canadian manufacturers will not be in a position to take advantage of the
increased export opportunities in the U.S. market, also less protected by
tariffs. In that market they will face stepped-up competition as stronger,
more efficiently structured Japanese or European competitors move in. At
the same time, relatively high U.S. duties will remain on a number of items
of importance to Canadian industry, most notably on petrochemicals where
Canadian producers stand ready to compete internationally.

In the trading world of the 1980s, tariffs are no longer the most impor-
tant influence on trade flows for most products. Much more worrying in the
Canada-U.S. context are the unresolved problems related to non-tariff
restrictions and particularly the U.S. non-tariff barriers spelled out above.
The economic distortions to trade which arise from such non-tariff restric-
tions may prove to be more costly than any remaining tariffs. They could
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result in higher prices, in misallocation of resources, in restricted choices, in
inferior products and in the location in the United States, instead of in
Canada, of important high technology producers.

The Tokyo Round has, in effect, left Canadian industry in the worst of
both possible worlds—with tariffs too low to be an effective protection and,
at the same time, still without free access to a huge assured market as
enjoyed by its competitors, the European Community, Japan and the United
States.

4. The outlook for Canadian industry

In the 10 year period to 1979, Canada’s share of world trade in manufac-
tured goods declined from 4.8 percent to 3.1 percent. Canada’s trading
performance world-wide and with the United States has, at best, marked
time since the Committee completed its last report in 1978. In spite of stren-
uous efforts by the government, to be briefly reviewed in the next section, and
the completion of the MTN, the deficit in end product trade continues to
grow. Canada appears to be in danger of being pushed out of world markets
in manufactured goods.

The problem remains, as the Committee pointed out in its earlier report,
that too many fragmented and inefficient firms are producing mainly for the
small Canadian market. It is important to observe that Canada is the only
major industrialized country without free access to a market of from 100 to
300 million people. The manufacturing sector is, with a number of notable
exceptions, producing standard technology products, using technology which
has been largely imported. A high proportion (over 50 percent) of the sector
is foreign-owned. R&D in Canada has been at seriously low levels. Produc-
tivity is rising relatively more slowly in Canada than in competing countries
and remains markedly lower than in the United States.

The remedies are generally accepted and not particularly controversial:
economies of scale are essential; the Canadian manufacturing sector must
rationalize; it must specialize in particular product lines instead of a broad
diversity of products; it must modernize its production processes and achieve
economies of scale and higher productivity rates through long, efficient pro-
duction runs; it must seek out the areas where Canada has natural advan-

tages.

Where opinions differ is on how to accomplish these changes.
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B. Actions So Far ... And Reactions

1. Government actions

Recognizing the basic weakness in much of the Canadian manufacturing
sector and its increased vulnerability in the wake of the Tokyo Round, the
government has been implementing in recent years certain policies designed
to stimulate and assist the necessary restructuring of this sector and to
increase Canadian competitiveness.

The government has sought to gain a larger market for Canadian prod-
ucts through a variety of policy modifications and programs. These include
an emphasis on increasing domestic import displacement through ‘Shop
Canadian’ programs and a monitoring process on purchases in megaprojects;
an emphasis on domestic sourcing under the National Energy Program
(NEP); a variety of industry development programs including the Defence
Industry Program (DIP) and the Enterprise Development Program (EDP);
and a policy of nurturing selected high technology sectors; a review of proce-
dures under the Foreign Investment Review Agency (FIRA) coupled with
what appears to the United States to be a stronger emphasis on the “signifi-
cant benefit to Canada” requirement; and a drive to co-ordinate not only fed-
eral procurement but certain provincial procurement as well as a way of pro-
moting the restructuring of Canadian industrial sectors.

In addition, in January 1981, a special industrial and labour adjustment
fund of $350 million was announced which, over the next three years will
help displaced workers and assist communities which are particularly hard
hit by industrial readjustment. Special measures have been announced for the
textile and footwear industry. (See Appendix B for a more detailed examina-
tion of the government’s industrial development program.)

It may be premature to assess the results of certain of these measures
since they have only recently been introduced. But it is clear that the strategy
of ‘picking winners’ in the high technology sector, for example, has had
mixed results. And the Commitee notes that many of the measures represent
extensions of policies already in place for a number of years, which have thus
far failed to bring about the intended broad restructuring of Canadian indus-
try.

2. U.S. reactions to Canadian industrial development policies

After carefully watching Ottawa’s recent economic policy directions,
Washington has cried “foul play!” During 1981 the U.S. Administration has
publicly called for changes in FIRA’s Canadian benefit requirements, in
Canada’s duty-remission plans to foster exports and in what are perceived to
be the trade distorting effects on the sourcing of goods, equipment and ser-
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vices under the NEP. Specific Congressional hearings devoted to Canada’s
‘discriminatory’ policies have raised calls for tough measures including a
moratorium on Canadian investment in U.S. companies, tougher financing
rules for Canadian companies and the exclusion of Canadian energy firms
from holding mineral leases on U.S. federal lands. The U.S. Administration
has set up a task force under the Office of the Trade Representative and the
Commerce Department, aimed at finding effective means of pressuring
Canada to change its policies.

In addition, the Administration has been strongly critical of proposed
changes in Canada’s import policy and it is watching closely the way Canada
will handle its eventual adherence to the customs valuation code as well as
the extent to which procurement preferences are being used by Ottawa to
encourage high technology industries.

There is no doubt that the United States may try to retaliate in a number
of damaging ways. Under the U.S. Trade Act of 1974, the President is
authorized specifically to retaliate against any country that “engages in dis-
criminatory . .. policies ... which burden or restrict United States’ com-
merce”’. Such measures might include import duties or restrictions directed
specifically against Canada, an expanded use of the ‘trigger price’ mech-
“anism for Canadian steel imports, or tougher conditions for Canadian banks
operating in the United States or a move against forestry exports, Canada’s
largest earner of foreign exchange.

Reviewing these developments, the Committee is alarmed that Canadian
industrial development policies are not only failing to achieve a restructuring
of industry in this country, but they are also causing Canada to become a
target for the U.S. Administration, for Congress and for an influential seg-
ment of the private business sector.

The Committee is concerned that the reactior-of both government and
industry in the United States to Canadian policies is not being adequately
considered by Ottawa. Given the high degree of interdependence existing
between the two countries, Canadian industrial development policies can
have negative consequences for U.S. industries. Affected U.S. firms may
demand that the U.S. Administration and Congress provide relief. Bilateral
trade confrontations seem bound to increase and Congress, in particular,
may retaliate in quite unrelated areas as it has done in the past. The
Canadian economy could end up in a very much worse situation than would
have occurred without some of these Canadian government’s industrial
development measures.

It is in light of these concerns that the Committee considers it more
urgent than ever to draw attention to an alternative policy course.
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PART 11

A. An Alternative Approach

As already stated in its earlier study, the Committee was concerned over
the competitive disadvantages of Canadian industry, particularly in the
manufacturing sector. In its 1978 report, it reviewed the industrial develop-
ment measures which the government had taken at that time and made a
number of its own recommendations for strengthening Canada’s competitive
capacity. The Committee concluded then that such measures by themselves
would not be enough to achieve the necessary restructuring of the manufac-
turing sector. Nor would they ensure the necessary access, particularly over
U.S. non-tariff measures, to the U.S. market. The main recommendation of
the 1978 report was to urge that the idea of a bilateral free trade arrange-
ment with the United States be seriously studied.

Regrettably, as far as the Committee is aware, the government has
attempted no analysis of bilateral free trade between Canada and the United
States and its policy thrust has continued to incline in the opposite direction.
Instead, the government has continued to strengthen existing programs
designed to stimulate industrial development including those to encourage
displacement of imports, those to spur high technology exports or those to

organize a co-ordinated Canadian procurement market or those to strengthen
FIRA.

The perception of the critical importance of a large market has been
borne out by representatives from various Canadian manufacturing indus-
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tries at the Committee’s recent meetings. Companies which have good access
to the U.S. market, such as is available for aerospace and related products
under the new GATT agreement for trade in this sector, are successfully
exporting to the United States. In certain other industrial sectors, some large
companies, including Canadian subsidiaries of multinationals, are already
rationalizing and are gaining access to U.S. markets for specialized products
through internal arrangements such as world product mandates. But many
Canadian companies, lacking this opportunity, are struggling with the
restructuring problem without the guaranteed market access. A growing
number of these Canadian companies rather than increasing investment in
Canada, are buying into U.S. markets through acquisitions in order to gain
assured access. (Canadian direct investment in the United States increased
by 43 percent in 1980 over 1979, mostly through U.S. affiliates of Canadian
companies). Still other Canadian companies, unfortunately, seem prepared to
rely on various government industrial policies to do their restructuring for
them or are seeking continued protection from tariffs or quotas or non-tariff
measures. '

The Committee remains convinced that what Canadian industry needs,
above all else, is dependable access to the U.S. market, and better still, a
preference in that market over both the advanced industrial countries of
Europe and Japan and the fast-growing NICs. Canadian industry needs to
know that the U.S. market will remain open to it, even if protectionist pres-
sures mount against imports from other countries. Undeniably, the govern-
ment’s industrial policies are useful in helping restructure Canadian industry,
but unless they can achieve reliable access to a larger market—and the
United States is obviously that market—they can only be palliative. The
long-term future of much of Canadian industry will remain at risk.

It is in this light that the Committee has turned to an alternative
approach—the negotiation of a bilateral free trade agreement with the
United States. The Committee believes that if Canada is to retain its current
standard of living and its present productive capacity into the 1990s, the
piecemeal approach to trade liberalization and the reliance on a series of
supportive measures must give way to the forthright adoption of this broad
policy initiative.

The Committee recognizes that the negotiation of such an arrangement
will be an enormously complex undertaking, not without its own risks. But
the risks of not moving forward are much greater.

1. Why not multilateral instead of bilateral free trade?

Arguments have been put before the Committee to the effect that free or
freer trade on a multilateral basis would be preferable to bilateral free trade
with the United States: the economic benefits to the Canadian consumer
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would be greater; there would be less danger of being dominated by the
United States; the multilateral approach to trade liberalization has been the
traditional Canadian route and should continue to be so. The Committee is
conscious that there would also be important benefits to Canadian consumers
from multilateral free trade. Indeed, the Committee recognizes that multilat-
eral free trade was the Economic Council’s first choice in its 1975 report,
“Looking Outward”, although the Council recognized that practical necessi-
ties would require more limited solutions in the short-term. The Committee
has noted that, for the past 35 years Canada has supported, with two excep-
tions, the multilateral non-discriminatory approach as being in its best inter-
est. The two important exceptions are the bilateral arrangements between
Canada and the United States related to defence production and automotive
products, although even in the latter case Canada accorded MFN treatment
to any firm which could meet the qualifications set down for bona fide
Canadian manufacturers. '

Nonetheless, the Committee asks how wise is it for Canada to wait for
multilateral trade negotiations (MTN) to achieve better access to the neces-
sary mass markets? How soon are such negotiations likely to be held? To
what extent is multilateral free trade achievable by this approach in the fore-
seeable future?

Aside from certain monitoring and dispute-settlement mechanisms for
the GATT non-tariff barrier codes and possibly for some extension of the
codes’ coverage, the likelihood is that another full-scale multilateral trade
negotiation will not take place before the mid-1990s. Indeed, some observers
consider the Tokyo Round may be the last such meeting. Even if there were
subsequent meetings, there are doubts that they are likely to serve Canada’s
interests. Reflecting on the Tokyo Round in a recent article, Mr. Rodney
Grey said that “the MTN showed how little we can expect from the EEC and
Japan in the way of accommodating our particular interests. We got from
them, and we will get from them in future negotiations, only what happens to
fall out of their negotiations with the U.S.A.” In short, the GATT multilat-
eral trade negotiations have now effectively become a ‘club of three,’ a tripar-
tite negotiation in which the voices of the United States, the European Com-
munity and Japan are the only ones that really count. Canada should not
blind itself to the realization that it can no longer continue to play a signifi-
cant role in such negotiations.

Even in the event that there are other MTNs, Professor Ronald Won-
nacott of the University of Western Ontario predicted that full trade liberali-
zation will not be achieved, only progressively smaller and smaller steps
toward it. This is not what Canadian industry needs, he said.

... we won't satisfy Canada’s important requirement that we achieve essentially
free access to foreign markets and, in particular, the U.S. market. That last step
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is the crucial one because if you are talking about rationalizing Canadian indus-

try, you are talking about increasing scale enormously. If you have a guarantee of

access to that U.S. market, then you can engage in the large scale investment this

implies, whereas if there are tariffs remaining—even though they be small—they
put such enormous investment at considerable risk (18:17).”*

In fact, a strong case can be made that small, gradual tariff cuts are not
only unhelpful to a country like Canada but will actually put it at a consider-
able disadvantage. Canadian manufactured goods tend to be high cost, for
reasons mentioned earlier. Small, graduated reductions in foreign trade bar-
riers do not give Canadian producers enough scope for the needed rationali-
zation and specialization to reduce costs and to become more competitive. On
the other hand, similar small cuts in the Canadian barriers will allow the for-
eign manufacturer—already more cost competitive due to economies of scale
possible from his own larger market base—to make sharp inroads into
Canada with his imports. It is questionable whether the GATT liberalization
approach, in the long run, will provide the incentive for Canadian producers
to undertake the reorganization necessary to compete internationally.

In any case the existing pattern of Canada’s exports to Community and
Japanese markets suggests there would be relatively little benefit to Canada’s
manufacturing sector even if better access were granted. Japan and the EC
take only from 3 to 10 percent of their imports from Canada in manufac-
tured goods as distinct from raw resources, while the United States takes 68
percent of its imports from Canada in manufactured goods as opposed to raw
materials.

Moreover, Canadians have witnessed, in recent years, an evident trend to
regionalism in international trading patterns. The European Community,
with its common market, has grown from six to nine, then to ten, and poss-
ibly soon to twelve members. Add to this the Community’s agreements for
free trade in industrial products with the six remaining EFTA countries and
North America is confronted by a vast sixteen-country free trade network
across Europe. This situation has not been reassuring for Canada or the
United States, more particularly because it seems to be accompanied by a
gradual chipping away of the MFN principle of non-discrimination.

Other arguments against bilateral free trade have emphasized the benefit
of the multilateral system to a smaller country by allowing it to have more
leverage against a larger country. Pointing to the power disparities between
Canada and the United States, the multilateralist proponents argue that not
only have extra benefits accrued to Canada because it is automatically
accorded the gains wrung from the United States by other trading entities

* Numbers refer to the Committee Proceedings. The first number indicates the issue number of the Pro-
ceedings and the second number indicates the page. Unless otherwise stated, all refer to the First Session
of the Thirty-Second Parliament, 1980-81.
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like the EC or Japan but also, in a dispute with the United States, it has been
helpful for Canada to have, around the negotiating table, stronger counter-
vailing forces with objectives similar to its own.

The Committee recognizes the benefits accorded to Canada from the
GATT multilateral system over the past 35 years. But it does not see why
continued support of the GATT liberalization process and a Canada-U.S.
free trade agreement should be considered mutually exclusive. In a bilateral
free trade area with the United States the ‘most-favoured-nation’ type of
gains which have been achieved through the GATT will continue to be
accorded to Canada. In fact, in future GATT panels, Canada could be the
beneficiary of a stronger North American point of view on many issues. At
the same time, Canada should remain realistic about how few new gains it
can achieve in this forum and how its specific interests are more likely to be
served in a Canada-U.S. arrangement.

As for bilateral disputes with the United States and the disparity-of-size
question, it is interesting to note that the free trade agreements between the
European Community and Austria, Finland, Iceland, Portugal, Sweden, Nor-
way and Switzerland were negotiated on an individual country basis. In each
case, the size disparity with the Community is greater than that existing
between Canada and the United States. For each bilateral agreement, a sepa-
rate joint committee was established and a dispute-settlement procedure was
spelled out. Any bilateral Canada-U.S. free trade agreement would of course
include such a dispute settlement body.

The establishment in mid-1981 of a trilateral trade consultation body
comprising the United States, the European Community and Japan threat-
ened to leave Canada ‘out in the cold’. Developments such as this make it all
the more important for Canada to seek a strong bilateral negotiating struc-
ture with the United States. Otherwise the United States may tend to forget
the interests of its major trading partner, Canada, in its preoccupation with
Europe and Japan.

Another argument which has been presented against a bilateral arrange-
ment and which is difficult to understand is that Canada would sacrifice its
existing third country markets. But Germany and other European countries
have not stopped trading with the rest of the world since they joined the

European Community. Quite the contrary, their trade with third countries
outside the Community has flourished.

The Committee has concluded, therefore, that multilateral free trade is
not an achievable goal in the next 20 years and that many key Canadian
interests are unlikely to be served by future GATT negotiations. Moreover,
the Committee asks why Canada should wait for gradual multilateral trade
liberalization to attain its assured mass markets when its main competitors
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already have theirs? For instance Japan has a free market of over 100 mil-
lion, the European Community and the former EFTA countries have one of
350 million and the United States one of 250 million. These are the three
markets with which Canada conducts between 80 and 90 percent of its trade.

A very important argument for taking positive action now, rather than
waiting for gradual GATT liberalization, relates to the fact that Canada is
actually “backing eyes shut” into closer economic integration with the
United States.* The fact is that the Tokyo Round tariff cuts will mean over
95 percent of Canadian exports to the United States and 85 percent of
imports from the United States will trade duty free or at duties of less than 5
percent by 1987. Whether Canada is aware of it or not, it is moving inexor-
ably into a more interdependent trading relationship with the United States.
In 1980, a joint Canadian-American study** found that each economy has
become increasingly dependent on the other for a broad range of goods. Since
the present tariff structure discriminates against imports of highly fabricated
goods, trade in intermediate products has been encouraged with a resulting
integration of production processes. Moreover, the trend by Canadian multi-
nationals to locate within U.S. borders, in order to escape tariff and non-
tariff barriers, is leading to increasing cross-border patterns of ownership,
product development and design. Professor Sidney Weintraub of the Univer-
sity of Texas made a similar point in testimony to the Committee. Even by
taking no steps at all, the two economies are integrating more and more, he
said, and he could not think of another pair of independent industrial coun-
tries which were already so thoroughly economically interdependent. The
point is that Canada, by maintaining bilateral trade barriers is actually
unwittingly intensifying the economic integration of the two countries.

At the same time, by not recognizing the increasing trading interdepend-
ence, by not taking positive action to formalize it, and by not negotiating ben-
efits, safeguards, adjustment arrangements and, most especially, a preferen-
tial access over non-tariff barriers, Canada confers on itself the
disadvantages of an unprotected market and foregoes the positive advantages
possible under a bilateral free trade arrangement. By not facing up to the
reality of the situation now, Canada will increasingly feel the costs without
any of the benefits of free trade.

Bilateral free trade offers two other important advantages over multilat-
eral free trade. First, Canadian industry would feel less competition from
third country imports because it could retain its tariffs against these competi-

* As pointed out by the Financial Post, 17 March 1979. “Psst-we’re backing, eyes shut, into closer trade
ties with the U.S.”

** Peter Morici, Canada-United States Trade and Economic Interdependence, C.D. Howe Research
Institute (Canada) and National Planning Association (U.S.A.) 1980
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tors. Secondly, Canada would receive preferential treatement in the U.S.
markets vis-a-vis third country imports because the United States could also
retain its tariffs and/or quotas against these countries. Moreover, a multilat-
eral free trade agreement would be much harder to negotiate than a bilateral
agreement. With only one partner, Professor Ronald Wonnacott pointed out,
a better set of transitional safeguards can be negotiated and the sequencing
of tariff cuts and the diminution of non-tariff measures can be phased in at a
rate more cognizant of Canadian requirements. The monitoring of such
reductions can be effectively carried out with one partner but could well
prove almost impossible with a host of far-flung trading countries.

2. Not a common market nor a customs union

It needs to be clearly understood what the Committee is recommending.
It is a free trade arrangement between Canada and the United States. It is
not a common market nor a customs union.

It has been evident from the Committee hearings, from press comments
and even from academic writing that too many Canadians in government, in
the media and in business fail to distinguish the important differences
between a free trade area and a common market or customs union.

To begin with, a free trade area would provide for the elimination, by
stages, of certain remaining tariffs. Secondly, and more importantly, a bilat-
eral free trade arrangement would provide Canada and the United States
with a mechanism for negotiating the elimination or reduction of non-tariff
barriers between the two countries. A bilateral free trade agreement would
have no bearing on the external tariff or non-tariff barriers which either
country might wish to employ against the outside world.

The proposal for a Canada-U.S. free trade agreement is aimed at
strengthening Canadian industry by helping it to rationalize in sectors where
it has been losing its traditional high tariff protection without gaining the
advantages of its competitors, namely the assurance of a larger market.

The Committee would like to underline what its proposal for a Canada-
U.S. free trade arrangement is NOT:

—1It is not a North American common market

—It is not a Canada-U.S. common market

—It is not a proposal for a pooling of energy resources

—It is not a proposal for political integration

—It is not a proposal for ‘continentalism’, if that word is used in the pejora-
tive sense rather than in the context of mutual cooperation

A common market or customs union—as distinct from a free trade
area—involves free movement of goods, labour and capital between member
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states which agree to be bound by a common external tariff against the rest
of the world and which agree to the harmonization of non-tariff barriers and
a host of other matters as between themselves and in their relations with the
outside world. In addition, the best known example of a common market, the
European Community, specifically contemplates a degree of political cooper-
ation (as evidenced by the recent direct elections to the European Commu-
nity parliament) even if not full political union. The hesitancy of some
nations to join the European Community, as was the case with Great Britain,
is related to the fact that in so doing they would indeed be gradually relin-
quishing a considerable degree of national sovereignty. None of the free trade
agreements entered into between Finland, Sweden, Norway, Austria, Switz-
erland and Portugal with the European Community have these characteris-
tics. Nor would such an agreement between Canada and the United States.

A free trade agreement would have no bearing on Canadian mineral or
other resources which Canada could export or not as it chose. Such resources
are generally not subject to tariffs in any case, except when they are
upgraded. Free trade would encourage and enhance the possibility of such
upgrading by giving the upgraded resources free access to the U.S. market.
Oil, natural gas and electricity are not dutiable and would continue to be sub-
ject to exactly the same regulatory authorities and permits in both countries
as they are today. If Canada and the U.S. followed the European examples,
agriculture and even fisheries would not be included in such an agreement
even as far as tariffs are concerned (and such an exclusion is permitted under
the GATT). Canadian quotas on textiles and shoes against third countries
would not be affected. On the contrary, the Canadian textile and shoe indus-
tries could continue to have the same protection as they have now vis-a-vis
the rest of the world and yet have free access to the U.S. market.

Bilateral free trade would not mean free movement of labour between
the two countries. As far as movement of capital between Canada and the
United States is concerned, there is already such a degree of free capital
movements that this is not likely to be a significant issue. However, even
within the European Community, there have been certain restrictions on the
movement of capital. Policies which could be seen to influence the movement
of direct investment flows such as Canada’s FIRA would undoubtedly
require examination during negotiations, and Canada would likely press for
retention of the FIRA screening process during the transition period. (See
page 85).

Free trade does not mean political integration between the two coun-
tries.* It is worth recalling again the examples in Europe of a free trade

* The important question of the political implications of bilateral free trade is dealt with more fully in Part
VI
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arrangement—the EFTA—and of a common market—the European Com-
munity. When the six-member European Community was first formed, the
other European countries, namely the United Kingdom, Sweden, Norway,
Denmark, Iceland, Portugal and Switzerland and subsequently Austria and
Finland formed in 1957 a free trade area (EFTA) which involved free trade
in industrial goods but none of the other characteristics of a common market
or customs union. When the United Kingdom and some of the other mem-
bers of EFTA later joined the European Community in 1972, EFTA was
effectively terminated whereupon all of the remaining smaller countries of
Western Europe, including Switzerland (6 million population), Portugal (9
million), Sweden (7 million), Austria (7 million), Finland (4.5 million) and
Norway (3.7 million) all decided to negotiate industrial free trade agree-
ments with the European Community (225 million). In each case, individual
free trade agreements with the EC were signed. In every instance this
involved a disproportion of population substantially greater than Canada’s
population relationship to the United States.

As the Committee pointed out in its earlier report, Finland’s case was
particularly interesting. During its association with EFTA, Finland had
monitored its exports of industrial goods and found that they were expanding
more rapidly with the rather sluggish United Kingdom economy within
EFTA’s free trade arrangement, than with Germany whose economy was
booming. Germany had traditionally been Finland’s closest trading partner,
but Finland did not have free access to its market. It was this experience that

persuaded Finland to enter into the free trade agreement with the Commu-
nity.

The experience of the Republic of Ireland (Eire) which has had free
trade with Great Britain for many years is equally persuasive. In 1966, a free
trade area, patterned after the EFTA agreement, was established between
the United Kingdom and Ireland. The United Kingdom ended all protective
duties on imports from Ireland immediately and the Irish Republic under-
took to eliminate protective duties on most U.K. imports in 10 equal instal-
ments over a period of nine years. A large proportion of trade in both direc-
tions had been already trading freely. The Irish government emphasized that
the agreement was “a trade agreement and nothing more” with no political
implications. Minimal institutional links were set up and little or no policy
harmonization resulted, although a degree of policy harmonization already
existed. While this agreement did not run its full course, as both countries
entered the European Community in 1972, a significant increase took place
in Anglo-Irish trade and the volume of Irish industrial exports to all countries
expanded in the 1965-70 period.

The case of the Australia and New Zealand free trade area is also
instructive. Prior to the arrangement, New Zealand had a very large trade
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deficit with Australia; each country was its own best market for manufac-
tured products but New Zealand was concerned by the greater strength and
sophistication of the Australian industry. In 1966 a bilateral trade agreement
created a limited free trade area for 13 million people. The agreement cov-
ered only about 50 percent of the actual trade, much of which was already
trading freely and it included numerous resource products. In the first seven
years of the agreement, trade between the two countries increased by 78 per-
cent and the balance of trade in favour of Australia declined from over 4 to 1
to 2 to 1. Formal institutional arrangements were slight. The agreement
appears to have been advantageous for the smaller partner.

All three examples resulted in expanded trade for the smaller partners.
None of the foregoing free trade arrangements resulted in any discernible
political integration. (See Part VI).

B. A Bilateral Agreement and the GATT

Having reached the conclusion that the appropriate policy for the gov-
ernment of Canada is to seek a bilateral free trade agreement with the
United States, the Committee addressed the important question of how this
should be done. Given both countries’ long-standing commitment to the ideal
of non-discrimination in international trade relations, it seems very desirable
that a free trade arrangement should keep within the legality of the Articles
of the GATT. Any other course would be likely to invite retaliation from
third countries, an outcome which the United States, as well as Canada,
would seek to avoid. Moreover, it is unlikely that either country would wish
to see an ‘unravelling’ of all the solid achievements of GATT in liberalizing
trade, an undoubted risk if the major trading nation, the United States, were
a party to an arrangment which openly flouted the GATT Contract.

The Committee explored various policy options permissible under GATT
rules in the concluding of a bilateral trade arrangement. The basic principle
of the GATT treaty governing a trade agreement is one of non-discrimina-
tion, that is, each of the signatory countries must extend to all others, on a
non-discriminatory basis, any concessions it may negotiate on both tariff and
non-tariff barriers to trade. Article XXIV of the GATT treaty, however, per-
mits signatories to negotiate customs unions and preferential free trade
agreements as long as certain conditions are met. Alternatively in cases
where these conditions are not met, limited preferential arrangements may be
granted if approved by a two-thirds vote of the GATT signatories under a
waiver procedure set out in Article XXV. The United States, but not
Canada, obtained such a waiver for its bilateral preferential Auto Agreement
in 1965.
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1. A pragmatic approach

Rather than a broad free trade agreement, Mr. Rodney Grey suggested a
pragmatic approach. In areas where GATT had left “unfinished business”,
such as procurement, petrochemicals, countervail, etc. Mr. Grey proposed
that Canada and the United States should try to conclude separate issue-by-
issue bilateral arrangements for freer trade. The resulting benefits of better
access would be offered simultaneously to those countries which were pre-
pared themselves to offer better access, a process known as a conditional
most-favoured-nation (MFN) approach. In the case of petrochemicals, how-
ever, he told the Committee it might even be necessary to conclude a prefer-
ential bilateral agreement, ‘“abandoning the strict rule of non-
discrimination.” In this fashion, said Mr. Grey “we might evolve piece-by-
piece, policy area-by-policy area, a special trading regime or arrangement.”

The Hon. Larry Grossman, Minister of Industry and Tourism of the
Government of Ontario advocated the same approach. Making clear his
opposition to general free trade with the United States and acknowledging
that Mr. Grey was an adviser to the provincial government, he explained that
what Ontario wanted was “in certain sectors, when it would benefit our
economy, structured, carefully negotiated bilateral free access to the Ameri-
can market.”

Initially this approach seemed attractive for two reasons: first, the objec-
tives were simple and limited and appeared accordingly to be more likely of
speedy resolution; and secondly, negotiations might be limited to selected
areas where, as Mr. Grossman suggested, the benefits to the Canadian
economy would be undisputed. This would have avoided the need, painful to
the politician and difficult for the negotiator, of taking risks and making
concessions.

It is the Committee’s understanding, however, that this approach would
require a series of waivers under Article XXV or risk retaliation. GATT
experience shows that third countries, even if offered a conditional MFN sit-
uation whereby they could opt into a sectoral agreement if they reciprocated
with equal access into their own markets, might challenge a bilateral agree-
ment not concluded according to the Article XXIV provisions. They would
be almost certain to do so if a preferential bilateral sectoral arrangement
were concluded outside the GATT context. In the case of petrochemicals in
particular, major petrochemical-producing countries in the European Com-
munity would likely be particularly resistant.

Quite apart from these theoretical difficulties, the Committee has failed
to detect any American interest in this pragmatic approach. An inquiry by
the U.S. Chemical Manufacturers Association of its members’ attitudes
toward a bilateral agreement in petrochemicals showed almost complete dis-
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interest; the Committee was told there was less than a 10 percent response,
and this in spite of the declared interest of at least one large multinational.
The Canadian government has already twice initiated ad hoc bilateral
negotiations on procurement in the urban transit industry—in 1977 and
1980—with a distinct lack of success. Although the U.S. Administration
undertook in July 1979 to consider carefully Canada’s request for a waiver
from the Buy American provisions of the Surface Transportation Assistance
Act, there has been no further response. If, under the ad hoc procedure, this
one problem area has proved so difficult to negotiate with so little result, the
Committee asks how long would it take Canada to achieve a resolution to the
whole range of bilateral issues by such an approach?

All of the witnesses whom the Committee met in Washington advised
against the pragmatic approach. Although the Canadian interest in each spe-
cial arrangement was very clear, the Americans questioned where the recip-
rocal benefit lay for the United States; even if a mutual interest could be
identified, they warned that Canada’s limited bargaining position would be
frittered away; they pointed to resistance in Congress to special deals with
Canada based on dissatisfaction with the safeguard clauses of the Automo-
tive Agreement. They urged avoidance of the quagmire of sectoral bargain-
ing, which every special interest would try to exploit and which the Congres-
sional system encouraged. If Canada wanted a special arrangement with the
United States, the unanimous advice of the American witnesses was to go
the route of a broad free trade agreement. Such an approach, they said, had
the potential of attracting genuine support in the Administration and in Con-
gress.

2. Declaration of a free trade area under Article XXIV

In authoritative testimony prepared at the Committee’s request, Profes-
sor John Quinn, a legal specialist from the University of Western Ontario,
indicated that in establishing a free trade agreement, two possibilities present
themselves within the scope of Article XXIV of the GATT: either a declara-
tory approach or the conclusion of an interim agreement. Article XXIV
requires that all restrictions or barriers to trade be eliminated on “‘substan-
tially all” the trade of goods between the countries concluding a preferential
agreement. Past experience of Article XXIV has indicated that the freeing of
trade in 80 per cent of traded commodities between the two countries will be
deemed sufficient to satisfy the “substantially all trade” threshold. In respect
to the declaratory procedure, Canada and the United States might -issue a
bilateral declaration that a free trade area as defined in Article XXIV should
be now deemed to exist between the two countries. From there, the two coun-
tries could proceed to liberalize trade further for particular products or sec-
tors.
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The Committee has found that, on the basis of the actual bilateral trade
statistics and their projection to 1987 when the agreed-to GATT tariff cuts
will be in place, Canada-U.S. trade could satisfy or be very close to satisfying
the “substantially all trade” requirement laid down by the GATT for the
establishment of a free trade area. With the large amount of resource-based
products trading freely as well as the large free flow of products under the
Automotive Agreement, almost 70 per cent of bilateral trade is at present
free of tariffs. As noted earlier, by 1987, 80 percent of Canada’s industrial
exports to the United States will actually enter duty-free and a further 15
percent will face tariffs of 5 percent or less. On the other side, 65 percent of
Canadian imports from the United States will be free of duty and a further
26 percent will move across tariffs of less than 5 percent. Furthermore, the
GATT has previously acquiesced in free trade arrangements with less than
this threshold of goods trading freely.*

The Committee has concluded that by 1987 a de facto free trade area
between Canada and the United States could be deemed to exist in respect to
tariffs. Under GATT rules, therefore, Canada and the United States could
theoretically declare in 1987 that a bilateral free trade area already existed
and then proceed on a product by product or sectoral basis to liberalize trade
without recourse to further GATT exemptions.

Such a finding might lead the casual observer to ask, if a de facto free
trade area will exist in any case by 1987, why does Canada need to pursue
the matter further. The answer is that the 80 percent of bilateral trade which
will be duty-free by 1987 will be composed mainly of resources and resource-
based goods plus the substantial duty-free trade under the auto pact, the
defence production sharing arrangement and the civil aircraft agreement.
Where Canada’s problem lies is in the remaining protected 15 or 20 percent,
all involving its manufacturing sector which must be rationalized and placed
in a world competitive mode if Canada is to redress its $20 billion trade defi-
cit in end products.

However, there is, in any case, a serious deficiency in the declaratory
approach. The main drawback is that it ignores the degree of protection
accorded by non-tariff measures. As the Committee has already pointed out,
these are becoming more important obstacles to trade than tariffs. They have
been recognized as such at the last multilateral trade negotiations. The
degree of non-tariff protection is particularly difficult to measure in respect
to countervail, customs valuation and anti-dumping procedures. Accordingly,
other GATT countries could argue that a bilateral arrangement arrived at

‘.Agric‘ultulral trade would be excluded in a Canada-U.S. arrangement as it has been excluded from con-
sideration in most other free trade arrangements including EFTA. Although this might be cause for com-
plaints by GATT partners, it is doubtful a serious challenge could be mounted on this ground.
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through the declaratory approach, which failed to take account of non-tariff
barriers, would not fully meet GATT criteria in the present multilateral
trade context. The result could be complaints and retaliatory measures
against Canada and the United States. Moreover, while the GATT has
acquiesced in the declaratory approach for certain other countries which had
a lower existing level of duty-free trade, it is extremely doubtful that it would
do so when a free trade declaration involved a major world trading entity like
the United States. As Professor Weintraub told the Committee, the ‘declara-
tion’ mechanism could be adversely perceived by other GATT members as
being “a bit too cute.” The United States would not wish to give the impres-
sion it was weakening the GATT. And from Canada’s point of view the use
of the declaratory approach would give no assurance of resolving Canada’s
main problem with the United States, that is, non-tariff barriers.

3. An interim agreement under Article XXIV

The second possibility within the GATT Article XXIV framework,
Professor Quinn pointed out, would be for Canada and the United States to
conclude an “interim agreement leading to the formation of . .. a free trade
area”. If this route were chosen, a plan and schedule for the achievement of
such a free trade area within a reasonable length of time must be provided to
the GATT signatories, as well as sufficient information to allow them to
make recommendations. This ‘interim agreement’ procedure is the one which
has been used for all regional arrangements placed so far before the GATT.
In no case have other GATT signatories made formal recommendations.
However, informal consultations may have led to modifications of proposed
arrangements. Nor has “within a reasonable length of time” been defined. It
would appear from precedent that under this option the two countries would
be free to set a timetable of their own as well as a fairly loosely-worded
schedule as to when and how the successive stages of further liberalization
would take place.* Indeed, what would be involved would be little more tariff
adjustment than will be in effect in any case by 1987 but with the essential
additional advantage for Canada of a mechanism for negotiating the mutual
reduction of non-tariff barriers.

After consideration of the three approaches, two with the objective of a
bilateral free trade agreement as provided for under Article XXIV and the
third a pragmatic sector-by-sector, issue-by-issue negotiating procedure, aim-
ing only at freer trade, the Committee recommends as the best approach that
Canada and the United States choose the ‘interim agreement’ mechanism to
achieve a bilateral free trade arrangement. This umbrella-type approach is
superior to the declaratory approach, in that non-tariff barriers would be

* There may be a possibility that under an interim agreement, liberalization could be scheduled on a sec-
toral basis rather than an across-the-board reduction of tariffs over a certain time period. (See page 35).
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taken into account and would be included in the plan and schedule. It is also
superior to the pragmatic approach which, while attractive to Canada, is
open to objections by GATT members and offers insufficient benefits to the
United States to be attainable.

The main advantage of the ‘interim agreement’ procedure is the opportu-
nity it offers, before initial negotiations have been completed, to ascertain the
degree of commitment on the part of the United States to reduce, on a bilat-
eral basis, some of its non-tariff barriers which are causing problems for
Canada. At the same time, the preliminary negotiations would reveal the
objectives of the United States with regard to Canadian non-tariff barriers.
In effect, under this approach each side could test the other’s position before
ratifying a treaty or otherwise committing itself to an agreement. In the area
of non-tariff measures involving unknown elements, such a procedure would
offer an important advantage.

4. Across-the-board or one issue and one sector at a time?

Under the umbrella of an ‘interim agreement’ to move to a bilateral free
trade agreement with the United States, it might appear on the surface more
advantageous from a Canadian perspective to proceed slowly to free trade,
that is freeing one sector, (eg., the petrochemical sector) or one issue, (eg.,
procurement) at a time. Seemingly the cautious approach might permit
Canada to focus on the areas of major impediments to its exports and to
adjust gradually to the dislocations which would occur. It would reduce
political opposition in Canada and avoid economic risk. The Committee has
heard advocates of such a course and the petrochemical industry was
advanced as an area where one might begin. However, there are no successful
precedents for free trade areas which proceeded sector-by-sector under the
GATT. Moreover, even if it were established that the two countries could,
under the umbrella of an interim agreement, negotiate one issue or sector at
a time to further liberalize trade, rather than present a broad plan of liberal-
izing trade across the board, the Committee was warned by a number of wit-
nesses, including knowledgeable Americans, that such an approach would be
inadvisable and unworkable. To begin with, the complications in negotiating
a balance of costs and advantages for each country in each sector would be so

great as to thwart the reaching of an agreement at all. Professor Weintraub
of the University of Texas stated:

*“It is much harder to reach any kind of free trade arrangement if you do it sector-
by-sector. The issue is thereby complicated rather than simplified. .. We started
out in GATT by negotiating item-by-item, which became so cumbersome that we
had to shift to across the board negotiations, with exceptions. The European
Community. . . reduced duties across-the-board, rather than negotiate item-by-
item. The Latin American Free Trade Association chose a different path. It chose

item-by-item negotiations and failed, and the organization no longer
exists.”(17:11)
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The second reason to avoid the sectoral approach, he told the Committee,
was that in any one sector, one country or the other would have the advan-
tage. It would be difficult to find other industries like the automotive indus-
try where there are mutual advantages for the two countries and even the
auto pact arrangement has been the subject of constant bilateral arguments.
Within single industrial sectors it would be almost impossible to ensure that,
under free trade, the two countries would gain equal benefit from employ-
ment, investment or production no matter what temporary safeguards were
obtained. Moreover, quid pro quos would be difficult to find. Even the petro-
chemical industry which had initially advocated a sectoral free trade agree-
ment in petrochemicals has acknowledged the difficulty of negotiating an
acceptable trade-off within the industry which would be attractive to U.S.
producers. In testimony, Mr. Jack Dewar, president of Union Carbide
Canada, told the Committee

“No matter how hard I try, I cannot think of another situation in the area of

petrochemicals and their feedstocks which would be considered equitable to the

U.S. yet advantageous to Canada...I do not want to leave the impression that

?9“-31 ;1)!1id pro quo must be within the petrochemical industry or allied to it.”
A free trade arrangement made in one sector would have an impact on
another sector not covered. It could be exceedingly difficult to separate out
inputs and components used in both sectors. Finally, there would be a prob-
lem deciding which industries should benefit, and in what order, from sec-
toral bilateral free trade arrangements.

The Committee concludes, therefore, that under an interim agreement,
the only approach likely to succeed would be one which addressed the whole
spectrum of trade and set out the planned reductions staged over a transition
period. However, as various witnesses have pointed out, this broad approach
does not mean that longer transition periods could not be negotiated for par-
ticularly sensitive items. Nor need everything be included. The most feasible
approach, suggested by several witnesses, would be to include everything
except those items which were specifically excluded, rather than excluding
everything unless specifically negotiated. As noted earlier, agriculture would
not be included in the agreement. This exception accorded with the views of
American witnesses and is consistent with the example of EFTA.

5. A preferential or an ‘open-ended’ agreement?

Having thus determined that the most appropriate mechanism for bilat-
eral free trade would the ‘interim agreement’ method, setting forth a plan or
schedule for an across-the-board freeing of trade, the Committee looked into
whether the bilateral free trade agreement should be on a preferential basis,
as would be the normal procedure under the protection of Article XXIV, or
whether it should be open on a conditional MFN basis to those countries
which would care to opt in on a reciprocal basis.

36 Canada—United States Relations




A number of witnesses have urged that a Canada-U.S. free trade agree-
ment should be ‘open-ended’ to multilateral extension, possibly on the basis
of the conditional MFN type of clause adopted in the Trade in Civil Aircraft
Agreement at the Tokyo Round. Under this agreement, free access is mutu-
ally accorded between the signatories, but the full benefits may be further
extended to any other GATT member which wishes to open its markets for
these products on a reciprocal basis.

In view of the February 1981 trade policy statement by the U.S. Special
Trade Representative which emphasized the Reagan Administration’s adher-
ence to an “open and fair” trading system within the GATT framework, and
its desire to explore possible new areas for “additional liberalization”, the
Administration, initially at least, may be predisposed to the option of an
open-ended arrangement.

It is also recognized that the United States will undoubtedly wish to keep
open the possibility of moving toward closer economic co-operation with its
southern neighbour, Mexico. Various proposals for a North American trilat-
eral arrangement between Canada, Mexico and the United States have been
made. But Mexico is still at an entirely different stage of development than
Canada and the United States. These differences are recognized by the U.S.
Administration. In transmitting the report on North American Trade Agree-
ments to Congress in August 1981, President Reagan stated that “improving
trade relations with Mexico and Canada separately rather than on a regional
basis seems appropriate at the present time”. Mexico’s industry is highly pro-
tected and the country is not yet a member of the GATT. Mexican wage
rates are considerably lower than either country’s and, consequently, the spe-
cial concerns of U.S. labour vis-d-vis Mexican labour would be quite differ-
ent than their concerns vis-d-vis Canada. There is in Mexico a comparative
lack of industrial infrastructure and of industries that could supply inputs for
further manufacturing. The market for many advanced consumer goods is
limited. Noting these differences, Professor Weintraub has suggested that
with Mexico’s current state of development, it would be impossible at present
to think of a balanced trilateral free trade arrangement. From the U.S. point
of view, two concurrent sets of bilateral arrangements, i.e., a Canada-United
States and Mexico-United States arrangement, would be more appropriate
than a three-way agreement, he concluded.

The Committee agrees that the time is not yet ripe to forge a truly North
American free trade area including Mexico. Instead, the Canada-United
States bilateral free trade agreement should be drawn up but specifically
couched in regional North American terms. It could include a conditional
MFN proviso to the effect that whenever Mexico was ready to offer compa-
rable access conditions it could become part of the North American Free
Trade Area. While other GATT signatories such as member countries of the
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European Community may not like the arrangement, there would be little
cause for them to take retaliatory actions since they themselves are members

of regional groupings, both the European Common Market and the free trade
arrangements with former EFTA countries.

In summary, the ‘decision tree’ that follows attempts to present graph-
ically the Committee’s arguments for the best approach, the asterisks indicat-
ing the preferred route to follow.

The ‘Best Approach’ under GATT to a Canada-U.S. Trade Agreement

A Bilateral Canada - U.S.
Free Trade Agreement

Across-the-board* =  open on a regional

conditional MFN basis
to Mexico in the future

Bilateral Interim

> Agrcemem'

Sector-by-sector

> Declaratory

CANADA - US.
TRADE LIBERALIZATION

Ad hoc agreements
f————> where possible

* The asterisks indicate the Committee’s preferred approach.
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C. U.S. Reaction to a Bilateral Free Trade Proposal

Reasons for U.S. interest

What interest would an economic giant of 230 million people, with an
annual merchandise trade volume amounting to $470 billion and a GNP of
$3,000 billion have in entering into a free trade agreement with a country of
24 million, an annual trade of $148 billion and a GNP of $290 billion? Dur-
ing its hearing the Committee asked this question of many witnesses includ-
ing a number of knowledgeable Americans. Some interesting pqints emerged.

First, the concept of closer regional relations has been advocated in
recent years by prominent U.S. political figures. In particular, President
Reagan (then Governor), in the official announcement of his candidacy for
president in November, 1979 urged “a developing closeness among Canada,
Mexico and the United States—a North American accord.” In addition, as
mentioned earlier, the U.S. Administration was instructed by Congress in the
1979 U.S. Trade Agreements Act to study the desirability of entering into
trade agrements with Canada and Mexico. (Such a study is a rare occurrence
since the Executive is seldom mandated by Congress to produce a sensitive
policy-oriented report. Officials admitted to the Committee in Washington
that the fact that the report would be a public document limited the scope of
the recommendations.)

In August, 1981 President Reagan transmitted the results of the
Administration study to Congress. “The American people and our North
American neighbours will benefit from reciprocal trade liberalization” wrote
the President in his covering letter. The report itself spoke of “the clear eco-
nomic arguments which can be made in favour of greater regional integra-
tion.” It stated that U.S. industries might have “fewer reservations about
trade liberalization with Canada due to a more comparable level of economic
development” than with Mexico which could be seen as threatening jobs and
markets with cheaper goods. One could assume, therefore, that given the
Reagan Administration’s known advocacy of freer trade, the President’s
original proposal in 1979 for a North American ‘accord,” as well as the
Administration report, any proposal for bilateral free trade by Canada would
likely be given a fair hearing in Washington.

There is an important argument for bilateral free trade which the Com-
mittee considers would be persuasive to Washington and should be equally
persuasive to Ottawa. Mr. Lawrence Krause of the Brookings Institute, sug-
gested that the appropriate approach to Washington for Canada would be to
present a projection of what would be likely to happen if the two countries
maintain the status quo, without taking positive action to move to free trade.
In today’s very close interdependent relationship, more and more domestic
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policies impinge negatively and often inadvertently on the neighbouring
country. Increasing confrontations in trade are likely to arise. To forestall
this growing irritation, Mr. Krause suggested the following Canadian
approach to Washington.
*“...The argument is that you should not believe that the status quo can be main-
tained; it will get worse; our difficulties bilaterally will get worse. So let us think
of a scenario which says: Rather than reacting to these negatives that are clearly
down the road, let us head them off by taking a positive road. That is the way we

are going to offset the negatives. That will be the strongest argument, because it
is always the inertia of liking the status quo that is hardest to overcome.”(7:12)

This argument raises the telling point of the increasing inevitability of
bilateral clashes, a point which has become evident to the Committee as it
reviewed the two countries’ industrial policies. It also reflects a recognition,
spelled out in the President’s letter to Congress transmitting the Trade Rep-
resentative’s report, that some recent efforts by Canada and Mexico to
reduce their dependence on U.S. trade “have conflicted with principles of lib-
eral trade and with U.S. trade laws”. Moreover, Mr. Rodney Grey observed
that trade disputes between the two countries will tend to erupt more easily
without the stabilizing factor of ongoing multilateral trade negotiations to
provide a forum for dialogue.

“The fact that we were negotiating, that there was ongoing discussion, that there
was a working apparatus to deal in a context of problem-solving with the new
problems as they arose, was a major element in the management of trade rela-
tions for most of the 1970’s. Looking ahead, one factor to take into account is that

there is no general negotiation taking place, and that influence on events is no
longer there . ..” (4:6)

On the basis of such concerns, a convincing case can be made to Ameri-
can authorities that the ‘status quo’ will get worse and that positive action is
needed to promote effective and harmonious bilateral trade relations and to
avert an unwholesome drift into discord.

Another consideration, not irrelevant to the likely U.S. reaction is its own
international economic position. The United States has been in the forefront
of the international trade liberalization process for the past three decades.
But the 1970s witnessed a decline in its leadership relative to a strenghtening
position of the European Community and Japan. The United States is itself
becoming concerned by its current position in world trade. In his testimony
before the Joint Economic Committee of Congress early in 1981, the Special
Trade Representative, Mr. William Brock underlined the decline of the for-
mer “‘economic superpower.” From 1960, when the United States accounted
for 45 percent of the market economies’ output, its share has fallen to 29 per-
cent by 1980. Its share of world exports has declined. Its productivity has
declined, both “in absolute terms and relative to other major industrialized
countries.” Since 1976, productivity growth in the business sector has
remained flat, while hourly wages increased by 28 percent—an unfavourable
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performance when compared to that of Japan, Germany or France, he said.
There has been a rapid internationalization of the U.S. economy, with total
trade as a share of GNP rising from 7.43 percent in 1950 to 12.3 in 1970,
and 16.4 percent in the first half of 1980.

Moreover, despite the present Administration’s stated commitment to
preserving or strengthening an open multilateral trading system, there are
signs that the U.S. psyche may be becoming bruised. Persistant U.S.
attempts to persuade the Community to diminish its agricultural protection-
ism, or to persuade Japan to reduce its barriers to access in its internal mar-
ket, have not met with any significant success. There are some indications
that the United States may turn increasingly to protect itself by applying vig-
orously the legal and regulatory mechanisms which it now has legal recourse
to. If the United States were to put up a protective dike vis-a-vis the major
trading entities, it might be inclined to welcome a strengthened regional, i.e.
North American, base.

While the size of the Canadian market could not be seen as a major
drawing card to the U.S. negotiators for improving international trading
competitiveness, it could not be considered negligible. There would be sub-
stantial economic gains for certain regions and certain sectors in the United
States from a bilateral free trade area. U.S. manufacturers, including U.S.
firms operating in Canada, could benefit from a larger market and improved
efficiency. The President’s letter to Congress emphasized this point, stating
that further rationalization of companies across the border “might permit
greater economies of scale and enhance North American industries’ ability to
meet competition from the rest of the world”.

Mr. Grey summed up the U.S. economic interest in further trade liberali-
zation with Canada when he was asked why the United States might wel-
come initiatives from Canada:

“The motive for the United States being willing to negotiate away some of the
problems is the motive to which we have often appealed in the United States; that
is their interest in Canada having a strong economy. . . they understand that they
are not going to better themselves by weakening us since we are their principal

customer. Senior American policymakers do adjust their policy in the light of that
requirement.” (4:14)

Indeed, the Committee has heard U.S. officials emphasize the U.S. con-
cern that their major trading partner, Canada, should have a strong
economy. Moreover, although it has been established that a smaller country
gains most economically in a free trade arrangement with a larger country,

studies have shown that there are also economic benefits for the larger coun-
try, in this case, the United States.

Some observers are of the opinion that the long U.S. devotion to the
GATT would work in favour of a multilateral approach to further trade lib-
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eralization rather than a bilateral or regional approach. For 35 years, they
argue, the United States has played a leading role in the development of non-
discriminatory trade policies and it would therefore be unwilling to arouse
opposition from important trading partners which could lead to the under-
mining of GATT or the ‘unravelling’ of the liberalizing gains it had achieved.
Further, the present U.S. Administration in a February 1981 speech by Mr.
William Brock, the U.S. Trade Representative, has voiced its intention to
“preserve and strengthen the open and fair system” constructed by GATT.

Responding to such arguments, Mr. Julius Katz, a Committee witness
and until recently a senior State Department official, agreed that initially
there might be a negative reaction by GATT third countries to a Canada-
U.S. agreement. But he did not consider this was a sufficient reason not to
proceed. While the gains of GATT had been impressive over the years, he
said, unfortunately, in recent years, one form of protection has been fre-
quently replaced by a new impediment. Therefore, “some in Canada and
some in the United States seek a new approach to trade liberalization”. Nor
did he think a bilateral free trade arrangement would be contrary to the
interests of the rest of the world. He was convinced that the trade creation
effects of such an arrangement would overcome the trade distortion effects,
and that the effects on the North American economy would, in the long term,
benefit the larger world community. Even if Mexico came in, the trade crea-
tion effects would swamp the trade distortion effects, he added.

In arguing for a bilateral approach, a U.S. witness cautioned that it
would be important for the United States not to give the impression that it
wished to weaken the GATT and for this reason it would want to use the
interim agreement formula sanctioned by GATT. Indeed, the Trade Repre-
sentative’s report explicitly discussed the requirements an agreement must
fulfill in order to fall within the legality of GATT Article XXIV. Even if
Japan or the Europeans expressed concern in the GATT about discrimina-
tion, Professor Weintraub said their complaints would “ring hollow given
their own discrimination”. In this case, the response of the United States
should be that the trade diversion would be insignificant since the two econo-
mies already are substantially integrated and formalizing this fact would bc
unlikely to cause damage.

As long as the procedure followed was generally permissible under the
Articles of the GATT, the Committee considers that the traditional commit-
ment of the United States to a multilateral trade liberalization process should
not constitute a barrier for the United States to enter a bilateral arrange-
ment.

Nonetheless, in view of the Reagan Administration’s policy to seek fur-
ther multilateral trade liberalization and to work for an “open and fair” trad-
ing system, it may not wish to enter a preferential trade arrangement with
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Canada alone. The Committee is convinced for reasons set out on page 37,
that the United States will be more likely to accept a bilateral agreement
with Canada if it is set in regional terms with provision for eventual partici-
pation by Mexico if that country should in the future wish to do so. At
present, however, there would be problems with a trilateral trade liberaliza-
tion arrangement. As the U.S. Trade Representative’s report pointed out,
while tariff barriers between the United States and Canada are moderate to
low and will become even more so as the two countries continue to phase in
the MTN, tariff barriers in Mexico remain relatively high. Nor would Mex-
ico find such an arrangement very attractive, the report continued, partly
because of the low rates of U.S. duty, and partly because it is extremely sen-
sitive to competition in products where it has high barriers.

Would the United States be likely to prefer a sectoral approach or an
across-the-board approach to trade liberalization? American witnesses con-
sidered it was unlikely that a series of sectoral approaches to bilateral trade
liberalization would be easy for the Administration to defend politically. It
would seem to smack too much of a series of special deals with Canada.
There has been intermittent criticism of the auto pact in the United States,
leading to the conclusion in some quarters that it has been more trouble than
it is worth. While it is true that the 1981 Trade Representative’s report said
that the most promising sectoral arrangements would be with Canada rather
than Mexico because of the extensive network of business arrangements, at
the same time it pointed out the political difficulty in finding a balance of
advantages in a series of sectoral agreements with Canada. “The industry
being sacrificed by one country in return for benefits obtained elsewhere
would try to block the agreement,” stated the report. It also foresaw difficul-
ties in a sectoral approach with respect to production safeguards and GATT
waivers. Summing up the various private sector opinions on North American
trade liberalization, the report concluded “these rather broad-based concerns

point to the necessarily comprehensive nature of a possible North American
Trade Agreement.”

The United States would undoubtedly be reluctant to enter into a free
trade agreement with Canada to which the provincial governments were not
bound. Yet while the U.S. Constitution enables the federal government to
enforce trade rules on state and municipal jurisdictions, the Canadian federal
government is limited to a co-ordinating or exhorting role in respect to pro-
vincial non-tariff barriers. This has been the case not only in respect to
Canada’s international commitments under GATT but between one province
and another. Before a Canada-U.S. free trade arrangement could be nego-
tiated, the Canadian federal government would need to have obtained some
sort of negotiating mandate from the provinces in respect to non-tariff barri-
ers affecting access of U.S. products.
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Of course, only if Canada showed itself seriously committed to the idea
of bilateral free trade, would Washington want to look seriously at such a
proposal. This point, raised by an American witness, Mr. Krause, probably
reflects American unwillingness to repeat the experience of 1947-48, when
officials of the two countries, with Cabinet approval, had worked strenuously
on a plan for bilateral free trade, only to have the rug pulled out from under
them by a sudden reversal of the Canadian Prime Minister’s approval. It
should be noted that, historically, the United States has supported the idea of
free trade with its neighbour to the north.

Coverage of the agreement

As stated earlier, testimony from American witnesses, including those
heard in Washington, persuaded the Committee that the United States would
be far more receptive to a broad across-the-board agreement, rather than a
sectoral approach, in view of the difficulties in finding quid pro quos and the
difficulties of negotiation. Within this broad agreement the United States
would, like Canada, undoubtedly wish to exclude some items, protect certain
others, or phase them in gradually—all possible procedures under GATT
rules. Most U.S. witnesses agreed that agriculture should be excluded, a
precedent already established by EFTA, although Professor Krause thought
that even U.S. farmers would support closer economic integration with
Canada if it resulted in a co-ordinated marketing strategy for agricultural
products in world markets.

It was generally agreed that each side could continue its own energy
regulations, including controls on exports, but one U.S. witness foresaw dif-
ficulties if Canada wished to continue a two-price system, selling energy in its
domestic market at a subsidized price and to the United States at a high
world price. A subsidized price would constitute a non-tariff barrier to a
partner country and would probably be inconsistent with a free trade area.

One other area of coverage in a free trade area was mentioned by numer-
ous U.S. witnesses as being an important inclusion from Washington’s view-
point—that is, trade in services. It has been scarcely considered in Canada.
The U.S. Administration has recently put considerable emphasis on trade in
services (such as banking, insurance, transportation and communications)
which it considers is among the most dynamic sectors of the economy and
potentially one of the major sources of increased productivity in the coming
decade. Mr. Brock has stated that exports of services now amount to one-
third of total U.S. exports of goods and services and the U.S. Administration
is currently pushing in the OECD and the GATT to formulate rules and
procedures for liberalizing trade in services, similar to those developed for
trade in goods. In Washington, American witnesses told the Committee that
bilateral arrangements in trade in services could be entered into without con-
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travening any GATT principles. According to several American witnesses,
the United States might also consider it important to include investment
flows in a bilateral arrangement. During the discussions the Committee held
in Washington, there was specific mention of FIRA and the NEP with
respect to the freedom of investment flows.

The U.S. legislative schedule

A bilateral free trade arrangement with Canada would inevitably require
a vote of approval by two-thirds of the U.S. Senate. It would have to undergo
close critical examination by both Houses of Congress. Professor Fred Berg-
sten, formerly Assistant Secretary of the U.S. Treasury Department,
explained to the Committee that there were severe constraints on a president
as to when he could deal with such a proposal. He would not be able to
devote the enormous amount of time and effort necessary to get a bilateral
free trade treaty through Congress until other major domestic restructuring
was in place. Any trade bill was a major undertaking and would arouse all
kinds of protectionist elements. In Professor Bergsten’s view, the appropriate
legislative ‘window’ to push a Canada-U.S. trade deal through would be
unlikely to open until the third year of the presidency.

Professor Bergsten added a second consideration with regard to the tim-
ing of a Canadian overture. Observing in April 1981 that the U.S. dollar was
overvalued vis-a-vis the major European currencies, he expressed the opinion
that protectionist forces in the United States were usually strongest at times
of exchange rate overvaluation. This led him to conclude that the U.S. manu-
facturing sector might be more responsive to a Canadian free trade proposal
at a time when the U.S. dollar was not overvalued in foreign exchange mar-
kets.

Reactions of the U.S. private sector

a) Business

Mr. Julius Katz, a U.S. businessman and formerly senior economic
adviser in the State Department, considered that a Canada-U.S. free trade
agreement would be “generally welcomed” in the United States. Initially
U.S. viewpoints on this subject were rather naive, but there are now more
reasoned views that the advantages of closer trade ties would be substantial,

he said. They take different forms depending on particular economic inter-
ests.

This opinion appears to reflect the results of a number of recent studies
made by private U.S. associations examining the North American economic
and business relationship. These studies include those by the U.S. Chamber
of Commerce, the Economic Policy Council of the UNA-U.S.A., the
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Canadian-American Committee, the Conference Board and the U.S. Chemi-
cal Manufacturers Association. In addition, an extensive survey of U.S.
industry sponsored by the Council on Foreign Relations and the International
Management and Development Institute in 1980 sought the views of U.S.
businessmen on the appropriate directions for U.S. foreign policy, including
trade policy.

In general, the results are in favour of freer trade. None of these studies
presses whole-heartedly for bilateral free trade with Canada, but in many
cases U.S. business executives appear to see advantages in pursuing closer
bilateral ties. As well, there are some sectors which would be opposed or
would be indifferent. There was some anticipation of competitive and adjust-
ment problems. Most groups considered the idea of a three-country, Mexico-
Canada-United States, free trade area as “premature” with the conclusion
that the U.S. government would need to continue to deal with its neighbours
separately on a bilateral basis at this time.

On the whole, the idea of an arrangement with Mexico raised far more
apprehensive reactions in the private sector than an arrangement with
Canada, mainly because of concern over cheap labour. In general, U.S.
executives showed a preference for a free trade approach rather than a Euro-
pean Community common market-type arrangement which allows the free
flow of capital and labour across the borders.

It is obvious that the idea of a bilateral trade arrangement does not
arouse the same kind of interested debate in U.S. business circles as it does in
Canada. On the one hand the economic benefits to the American producer
are generally projected as being less than for the Canadian producer. On the
other hand, the threat of dislocation is also less, so there is little need for con-
cern. U.S. companies trading abroad, because they are larger, tend to have a
wider vision than comparable Canadian companies.

Even in areas where there could be distinct mutual benefit, such as in the
petrochemical sector, not much interest has been shown by the U.S. compa-
nies, a distinct contrast to the keen interest shown by the Canadian petro-
chemical industry in gaining access to the U.S. market. (See page 55). How-
ever, Dow Chemical, a major U.S. producer has spoken out in favour of
bilateral free trade and both Dow and Union Carbide, another U.S. petro-
chemical company have organized agreements with Canadian companies to
increase the importation and marketing of Canadian petrochemicals in the
United States.

But most U.S. companies in other sectors seem not to have focussed on
the question. In fact bilateral free trade is an issue many American business
leaders have not thought closely about. As a result very little impetus for it is
likely to come from the U.S. private sector, making somewhat more difficult
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the marshalling of necessary Congressional support by the Administration if
it decided to embark on this route.

b) Labour

The reaction of U.S. labour groups is likely to be more hesistant. As Mr.
Krause pointed out:

“U.S. organized labour might raise some objections, even though Canadian wages
are not much below those in the United States and would be expected to rise to
U.S. levels fairly soon. Nevertheless, U.S. unions might recognize that with
enhanced investment opportunities in Canada, a great deal of capital would be
attracted northward and not be invested in the United States. Thus with less capi-
tal at home, productivity and real wages would rise less.” (7:9)

The AFL-CIO labour leaders to whom the Committee spoke in Wash-
ington had not seriously considered the idea of a Canada-U.S. free trade
arrangement. Their initial reaction reflected concern that a liberal free trade
pact could be used as a precedent for further liberalization with Mexico, a
result feared because of the wide wage-rate differentials between Mexico and
the United States. There was some speculation that, under a bilateral free
trade agreement, the unions in both countries would press for wage. parity
with the United States, denominated in national currencies. The U.S. labour
leaders however considered that the fraternal links between many unions in
Canada and the United States would smooth out difficulties.

Reaction of individual States

The reaction of the States to the idea of a closer North American trading
arrangement would appear to be positive according to a survey conducted by
the National Governors’ Association on behalf of the Trade Representative’s
Office for its report. There was a realization by the States, said the report,
that a more formalized trade relationship with both Canada and Mexico
would facilitate the States’ efforts in developing trade relationships and
mechanisms.

Initiative from Canada

The initiative for a free trade agreement would have to come from
Canada. This was the viewpoint unanimously expressed by all the U.S wit-
nesses to whom the Committee spoke. The main reason was that if the
United States were to suggest such an arrangement first, the response from
Canadian nationalists could be so negative as to strangle such a proposal in
its infancy. Mr. Lawrence Krause said:

“At the outset, it should be clear that a serious initiative can and should only
come from Canada and not from the United States. .. So, Canada must display
considerable interest in promoting such a scheme to permit the United States the
leeway it needs for giving it serious consideration. To reverse this process would
likely kill the idea, regardless of its merit.” (7:8)

U.S. Reaction to a Bilateral Free Trade Proposal 47



The Trade Representative’s report on the subject of North American trade
liberalization revealed a similar sensitivity.
“U.S. should not appear to be unilaterally stressing trade agreements since U.S.
intentions might very well be misconstrued as an instrument of aggressive energy
- sourcing policy.” (p: 83)
From the international point of view as well, it was pointed out that other
GATT partners might be more inclined to interpret an initiative from the
Washington side as a more threatening consolidation of North American
economic power than if the proposal came initially from Canada.

Conclusion

It is evident that bilateral free trade would not come as a totally new idea
to the Administration which itself appears to have been toying with the con-
cept of some sort of broader trading arrangement with Canada. Despite ‘the
abrasive bilateral relations aroused during 1981 by certain Canadian policies
as well as by Congress’ failure to ratify the East Coast fisheries treaty, it
might even be cautiously concluded that there already exists a receptive audi-
ence in certain Administration circles for a free trade initiative from Canada.

The argument that a bilateral free trade arrangement would avoid what
appears to be the likelihood of increasingly abrasive bilateral trade confron-
tations with Canada could be an argument which would appeal to the U.S.
Administration. Moreover, in a less eminent international economic position
than previously, the United States might entertain the idea of an economic
strengthening on a regional basis, particularly in the face of repeated frustra-
tion in certain of its multilateral trade liberalization moves.

A large segment of the U.S. business sector has been peppered with
recent questionnaires and studies concerning their reaction to such a pro-
posal, so they too are unlikely to be caught completely unaware. Undoubt-
edly there would be difficulties. Such an arrangement would create problems
for particular U.S. industries and there would be difficulties in reconciling
the U.S. preference for letting market forces prevail with the Canadian pref-
erence for safeguards to ensure employment and production levels. Nonethe-
less a considerable number of U.S. policy-makers could be expected to share
the viewpoint of Mr. Julius Katz, who told the Committee that “a political
and legal commitment by Canada and the United States to achieve the
broadest possible free trade by a certain date, with appropriate adjustments
to adversely affected interests would. .. represent an act of political vision
and courage.”

In balance, the evidence left the Committee satisfied that a Canadian
initiative for a bilateral free trade agreement with the United States would
be favourably considered by Washington.
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PART III

A. The Economic Impact of Free Trade

1. General impact

What will the benefits be for Canada from free trade with the United
States and what will the costs be? Contrary to what might be expected, it is
the smaller country which is likely to benefit more in a move to bilateral free
trade, not the larger one, according to economists on both sides of the

border.* At the same time, it is recognized that the short-term adjustments
will be more difficult for the smaller country.

Canada would face two types of economic impact from free trade with
the United States. First is the impact stemming directly from the mutual
removal of tariffs and non-tariff barriers. This would involve lower-priced
goods for consumers, some gains and some costs in diversion of trade from
other countries to the United States, as well as the removal of the often costly
distorting effect of non-tariff barriers. When the lower consumer prices, the
trade diversion and creation effects and the relief from non-tariff restrictions

are added up, it has been estimated that the net effect is positive, albeit fairly
small.

* The main reason why this usually happens, the Professors Wonnacott pointed out in a recent article, is
that “trade allows a country to achieve gains by exchanging goods at international price ratios that differ
from domestic price ratios it would otherwise have in isolation. And the larger the country, the more its
domestic price will influence world price (i.e., price between partners); in other words, the less it will have
to gain from free trade”. Wonnacott, Paul and Wonnacott, R.J., “Free Trade Between the United States
and Canada: Fifteen Years Later.” March 1980. pp. 37-8.
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Second, and in the long run more important for the future viability of the
Canadian secondary manufacturing sector, are the gains achievable under
bilateral free trade stemming from alterations in production processes. In
particular, problems associated with the ‘miniature replica’ industrial struc-
ture built up behind protective tariffs—small plants, short production runs,
managerial inefficiency and a lack of product innovation—would be reduced.
With a large new market accessible to it, much of the Canadian manufactur-
ing sector would be compelled to restructure, rationalize and specialize,
thereby upgrading its efficiency to international standards to the benefit of
workers and entrepreneurs alike. The opportunities seized by European com-
panies within the European Community are an illustration of what is possi-
ble. Various estimates have been made of the gains to Canada from potential
increases in productivity, and they are generally expected to be significant—
up to eight percent of GNP, according to Professor Ronald Wonnacott.

It is important to note that the dislocating effect of bilateral free trade
would be confined mainly to Canada’s secondary manufacturing sector. For
the primary and resource-related processing industries, trade is already
largely free of tariffs, aside from the important exception of the Canadian
petrochemical industry. In most cases, these industries are already rational-
ized; they are export-oriented and they have proven themselves efficient and
internationally competitive. Free trade would cause few disruptions in this
sector. At the same time they could enjoy additional benefits, such as
increases in productivity from cheaper manufactured inputs that are still sub-
ject to tariffs. Increases in upgrading of Canada’s resources could be
expected as U.S. tariffs and quotas against processed primary products were
eliminated. However the extent of this further processing would depend on
Canadian competitiveness, additional transportation costs and the need for
market proximity. Resource-related industries could also benefit from the
ability of Canada to get behind the U.S. administrative wall to help deal with
non-tariff obstacles to their exports. Witnesses told the Committee that the
guarantee of a large internal market would reduce the risk of the huge invest-
ments needed in Canada’s capital-intensive resource industries and an invest-
ment boom was predicted in this sector in a Canada-U.S. free trade area. In
a bilateral free trade situation, it was suggested, output would increase in the
following resource-based industries: mining, smelting, ferrous and non-fer-
rous metals, lumber, pulp and paper, non-metallic minerals, petrochemicals,
fertilizers and some chemicals and primary and secondary energy industries.

The situation differs in the secondary manufacturing sector, however.
Here the process of adjustment would generally work as follows. With the
removal of tariff and non-tariff barriers to both northward and southward
trade, Canadian manufacturers would be faced with not only the opportunity
of greater market access to the United States, but also the threat of increased
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competition from larger, typically more specialized, U.S. firms. This combi-
nation of market forces would compel Canadian firms to increase their out-
put of each product, while narrowing the range of products produced. In
order to continue operating profitably, many Canadian firms in order to sur-
vive would be forced to specialize in their most efficiently-produced products.
Production costs would then decline as machinery changeovers became less
frequent and employees’ experience in individual tasks accumulated faster.

The significant point to note is that increased efficiency derives from
product specialization, not plant size. Dr. David Dodge, the director of
research, Institute for Research on Public Policy, pointed to a phenomenon
which would be of benefit to Canada in moving to free trade.

“. .. the necessity for scale is somewhat less important to some industries today
than it was even as recently as ten years ago. . . Indeed, it is possible today to pro-

duce the same products in somewhat smaller plants than those used five years ago
because of electronic controls and sophisticated servo-mechanisms.”(1:10)

One of the persistent questions asked about a move by Canada to bilat-
eral free trade with the United States is what would happen to investment
decisions. Would business investment tend to take place in the United States
rather than Canada; would Canadian producers not tend to locate production
facilities in the larger market? The Hon. Larry Grossman, Minister of Indus-
try and Tourism of Ontario expressed his concern in this respect to the Com-
mittee. Certainly, the spectre of Canadian companies packing up and setting
off for the sunny southwest does little to enhance the political acceptability of
free trade. The moves of some Canadian companies, particularly several very
large developers determined to profit from new opportunities associated with
the gradual move of the centre of U.S. population and industry to the south
and west have dramatized a new Canadian problem which is developing
whether or not Canada moves to bilateral free trade.

Corporate investment decisions involve a great number of diverse vari-
ables in addition to the specific concerns of climate and regional growth rates
of population and economic activity. In practice, the fundamental investment
criterion is simply efficiency, which includes in varying proportions, depend-
ing upon the industry in question, all of the following factors: availability and
cost of labour, raw materials, financing and transportation services; effective
rates of taxation applicable to the particular project in all its stages; educa-
tion, vocational and recreation facilities; and energy supply, as distinguished
from and in addition to other raw materials’ availability. Overall efficiency is
more important than any narrower concerns, and this is likely to prevail all
the more strongly in the absence of official—artificial—barriers to trade.
The effect on investment of the removal of tariff and non-tariff barriers

would involve flows in both directions across the border, witnesses pointed
out.
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While Professor Weintraub considered that further analysis needed to be
made on the question of whether investment would gravitate to certain areas
of the United States or Canada, he stressed that other free trade arrange-
ments between developed countries had not led to such a polarization of
investment. Further, he pointed out, Canada has a skilled labour force able to
man sophisticated industries, good transportation facilities and its main
industrial capacity is close to large populations and markets in the northern
United States.

The Committee considers that there is no reason to expect the aggregate
net flow of investments to turn southward as a result of a bilateral free trade
arrangement.

The pull of the United States is there whether free trade exists or not. In
1980, Canadian companies undertook larger investments in the U.S. market
than in any previous year in history. A number of successful and innovative
Canadian manufacturing companies such as Bombardier, Northern Telecom
and ATCO, told the Committee that they had found it necessary to establish
manufacturing divisions south of the border. Like many companies they have
found the Buy American legislation, the U.S. federal ‘set asides’ for small
businesses, and the restrictions on speciality metals to be insurmountable
obstacles. Far from tariffs and non-tariff barriers stopping Canadian firms
from moving south, they constitute a major reason for doing so. The status
quo offers no protection. f

The Commitee considers that a bilateral free trade arrangement to pro-
tect Canadian exporters from these U.S. obstacles to exporting should slow
the current move by Canadian manufacturing multinationals to locate facili-
ties in the United States by eliminating a major reason for doing so.

Quite apart from the ‘polarization of investment’ question, there is no
doubt that some companies would not be able to become sufficiently efficient
and would contract or disappear. Adjustment assistance would be required to
ease the painful economic and social dislocations thus caused. In respect to
the extent of this dislocation effect, however, the result of a membership sur-
vey by the Canadian Manufacturers Association (CMA) was of considerable
interest and quite encouraging. In preparation for testimony before the Com-
mittee, the CMA asked its large membership what impact Canada-U.S. free
trade would have on their companies. The results are remarkable, bearing in
mind that almost 80 percent of the CMA’s membership is located in Quebec
and Ontario and that by far the greatest number of respondents (81 percent)
were smaller companies in secondary manufacturing with sales of under $50
million, most employing less than 100 people.

In response to the CMA questionnaire, one-third of the member compa-
nies replied that they considered they would expand in a bilateral free trade
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agreement, one-third said they would register no change, and one-third said
they would have to contract. Further analysis of the survey revealed that
companies which do not export perceived themselves to be more vulnerable to
contraction while companies with a large export orientation felt more capable
of surviving. The size of the company did not appear to make a noticeable
difference; both small and large companies indicated they would do well or
not do well.

In the light of the survey results, the Committee and a number of subse-
quent witnesses were puzzled at the conclusion drawn by the CMA, namely
that bilateral free trade was premature. With a one-third, one-third, one-
third tally, it hardly seems justifiable to assume that the neutral one-third
which said it would neither decline nor expand should be associated with the
declining group. It could just as easily (but equally inappropriately) be
counted with the positive expansionist group. The survey was, in effect, a
draw. But, as several witnesses have since emphasized, the response to a simi-
lar questionnaire only a decade earlier would almost certainly have produced
an overwhelmingly negative response. The change surely indicates a move-

ment towards a more confident and competitive position vis-a-vis U.S. indus-
try.

Moreover, if the 10 percent of the larger responding companies which
have sales over $50 million had been appropriately weighted as to volume of
sales (justifiable in economic terms), the Committee considers the survey
results might have been overwhelmingly favourable to free trade. In addition,
a growing positive attitude to free trade in the small business sector was
noted by the Committee as early as 1977 when the Canadian Federation of
Independent Business submitted a questionnaire to its huge membership as to
how small businesses would react to free trade with the United States. From
over 10,000 replies it had received, the Federation reported to the Committee
at the time that just under one-half supported the free trade idea. Even in
1977 this result seemed unexpectedly confident. ¢

Indeed the Committee was impressed by the optimism and confidence
displayed by Canadian businessmen responding to a policy change of this
magnitude. As Mr. Laurent Thibault executive vice-president of the CMA
pointed out, jumping into the very large North American market for a typi-
cally small Canadian manufacturer represents a one thousand percent deci-
sion, whereas for a typical U.S. company adding the small Canadian market
is only a 10 percent decision. It seems evident from the stremgth of the posi-
tive replies to both questionnaires that there has been a growing appreciation
by Canadian business of the realities of the international competitive outlook
and of the path which Canadian business should follow.

While the Committee heard from some manufacturers, for instance fur-
niture producers, who urged continued protection of the Canadian market, it

The Economic Impact of Free Trade 53



heard many who were positive in their reaction to bilateral free trade with
the United States. Mr. C.D. Reekie, president and chief executive officer of
CAE Industries Ltd., was sympathetic that some Canadian manufacturing
industries would be in difficulties if all bilateral trade barriers were elimi-
nated. But he said, “the pill will have to be swallowed eventually and better
sooner than later.” For his own company, his attitude was tough and uncom-
promising.

“There are CAE divisions which export into the United States now despite tariffs,

and which sell in the domestic Canadian markets which are protected by substan-

tial tariffs . . . There is no doubt that bilateral free trade with the United States

would open up additional markets in the United States to these companies, and

provide additional competition for their products in Canada from American sup-

pliers who cannot now overcome the tariff advantages we enjoy. Generally speak-

ing, we have to contend with a five to seven percent tariff into the United States,

while they must overcome a barrier of 15 to 17.5 percent . . . I firmly believe that

these CAE companies, too, should be prepared to compete for the total business

available in North America. If they cannot exist without tariff protection and all

other factors are equal, they will likely not prosper.” (15:13)

Similarly, the heads of Westinghouse Canada, Spar, de Havilland,
McDonnell-Douglas, Litton Systems and Canadian Marconi welcomed the
idea. Admittedly a number of the witnesses who were in support were already
benefitting from free or almost free access in the U.S. market. Their message
was “Come on in, the water’s fine.” Mr. John Simons, vice president of
Canadian Marconi, put it this way: '

“The experience of Canadian Marconi Company in its trade with the United
States shows, I believe, the substantial opportunities which are available in freer
trade between Canada and the United States ... Canadians are all too prone to
want to retreat behind protectionist walls. All this has done is to perpetuate non-
competitive industries, to foster a stagnant secondary manufacturing sector, and
to cause the Canadian consumer to pay more for most goods and services. Only
by re-orientating Canadian thinking to an international viewpoint and negotiating
opportunities for freer trade with our trading partners will we develop industries
which will have the comparative advantage necessary to succeed on a world scale

and redress our current horrendous imbalance in trade of manufactured goods.”
(12:41)

In the Committee’s opinion there has been a remarkable growth in self-
confidence in the Canadian business milieu in respect to the question of
bilateral free trade which has not yet permeated the political scene.

2. Which industries will expand? contract?

The Committee did not make a thorough examination of the benefits and
costs of a bilateral free trade arrangement in all Canadian industrial sectors.
On the basis of the evidence it received, the Committee is in a position only
to point to certain highlights and to comment on selected industries.
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a) The petrochémical industry

The Canadian petrochemical industry, a subject on which the Committee
received considerable testimony, has the potential to play a key economic role
in Canada’s future. Seizing advantage of an assured feedstock extracted from
natural gas, the petrochemical industry in recent years has spent or has plans
to spend $6 billion establishing world-scale plants. In the early 1970s, prior to
this enormous expansion, the average size of Canadian facilities was only
one-third to one-fifth that of American, European or Japanese competitors—
small scale plants built to serve the Canadian market almost entirely. The
result was high prices for the Canadian industrial consumers downstream.
The future looked bleak; there was little chance to export and there was an
inadequate return on investment. In the words of Mr. Clifford Mort, Chair-
man of Dow Chemical, Canada, the companies had the alternative either to
“build world-scale, world-competitive facilities, or see their existing busi-
nesses die”’. The companies took the major risk involved and invested heavily
in new facilities designed to serve both the Canadian market and export mar-
kets.

Unfortunately the Tokyo Round did little to open up the market, particu-
larly the U.S. export market, for derivative petrochemicals. In fact, accord-
ing to Mr. B. G. S. Withers, vice-president of Petrosar and Mr. Clifford
Mort, the U.S. barriers were increased rather than decreased. By 1987,
under the Tokyo Round agreement, the average effective Canadian tariff on
petrochemicals will be at 9.5 percent and the comparable U.S. tariff at 10.1
percent while the tariffs on certain important derivatives will be much
higher.

Meanwhile the Canadian industry has geared up for the export market
and by the mid-1980s it will be heavily export-oriented. What is critically
important now, the Hon. Hugh Planche, Minister of Economic Development
of the province of Alberta, told the Committee, is guaranteed free access to
the U.S. petrochemical markets. Already in 1980, Canada had for the first
time a small trade surplus in petrochemicals—a turnabout from the $500
million deficit of 1977—as a result of a combination of a favourable
exchange rate, high market demand and very competitive oil and gas prices
in Canada. Currently the industry has a capacity 25 to 35 percent higher
than Canadian market requirements.

Moreover, the industry itself is broadly united in its need for bilateral
free trade in petrochemicals. Mr. R. L. Pierce, president, Alberta Gas Ethey-
lene, told the Committee that, while the industry had put out “an uncertain
signal” at the time of the GATT negotiations which effectively eliminated
any chance of securing concessions in this sector, it is now no longer divided
on the issue. Rather, it is convinced of its “unique opportunity.” The Hon.
Hugh Planche later stressed the considerable urgency for the Canadian
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industry to use its present “window in time” to establish economies of scale
at each level of upgrading before competitive Middle East installations come
onstream.

The prime importance to the whole economy of an expanded petrochemi-
cal industry was emphasized to the Committee. In a written submission, Mr.
T. E. Newall, chairman, DuPont Canada, stated that in the United States,
studies have indicated that the U.S. petrochemical industry has an important
spillover stimulus on business sales, capital investment and employment. In
Canada, where oil and gas supplies are more significant, in relative terms, to
the economy, the impact of an expanding petrochemical industry could be
even more positive than in the United States. Mr. Withers estimated that
bilateral free trade might result in double the upgrading done in Canada.
Indeed, recently, Union Carbide, a U.S. company, concluded a major agree-
ment with a Canadian company, Enesco, to purchase polyethylene resin to be
produced in a large new plant in Alberta.

In elaborating on the job creation potential of upgrading petrochemicals,
Mr. Mort said that if ethane, the basic feedstock of natural gas is given the
value of 1, upgraded to ethylene it is 4, upgraded further to the first stage
derivative it is 28, for polystyrenes it becomes 46 and by the time these prod-
ucts are moved to the fabricating industries, such as plastic moulders, there
are 1,000 jobs created for every one job extracting ethane. If bilateral free
trade resulted in this industry moving even half way up this upgrading scale,
consider the huge numbers of new jobs which would be created in Canada.
On the subject of further upgrading Mr. Pierce added that Canadian down-
stream producers in the processing and fabricating industries have been
inhibited for years in their development because they have had to pay a pre-
mium price on locally produced petrochemicals. Mr. Newall said that his
firm has been a world pioneer in the production of linear low-density resins
and its polyethylene resin business would benefit in @ major way from bilat-
eral free trade in petrochemicals. He added that “if limited to the domestic
market, we would have to sell to end-use applications where our specialty
resins have no particular added value. In the huge North American market,
on the other hand, the scale would be such that we could retain and develop
our specialities to the fullest extent possible.”

While Mr. Ian Rush, president of Polysar Limited, indicated in a written
submission that his firm was favourable to the bilateral freeing of tariffs for
primary petrochemicals and derivatives, he raised the additional important
point that for a truly free market in petrochemicals, some arrangement would
be required regarding non-tariff measures.

Canadian producers have been careful to point out that increased
Canadian petrochemical exports would not undermine the U.S. industry, that
it would be the late 1980s before Canada could achieve a 10 percent penetra-
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tion of the U.S. market and that since that market would be growing during
that period, the 10 percent would represent only about one to two years’
growth in the market. The U.S. Administration for its part is sensitive to
another problem, that is, the fact that the Canadian feedstock price is lower
than the feedstock price available to U.S. producers, although currently the
U.S. Gulf Coast states producers also have a controlled lower-than-world-
market price. Most Canadian producers contend that a feedstock price at 85
to 90 percent of the U.S. price is necessary because of higher capital costs,
higher distribution costs and higher construction and maintenance costs due
to location and climate. However, the Hon. Hugh Planche said that studies
made by the province of Alberta on petrochemicals had not been predicated
on a discount price. He thought security of supply would induce long-term
investment.

The benefits to the petrochemical industry of free access to U.S. markets
are clear and the industry itself is prepared. The advantages to the entire
Canadian economy seem equally clear. But experience to date and testimony
before the Committee in Washington indicated that there is no likelihood of
making a free trade arrangement in this sector alone because the benefits
would accrue largely to Canada. As emphasized by Mr. Jack Dewar of
Union Carbide in his testimony as quoted on page 36 there is simply no easy
quid pro quo to be found within this single industry.

For this reason the Committee stresses that only a broad approach to
free trade, with a sharing of benefits and costs across many industries, holds
the prospect of success. Only this course would give the petrochemical indus-
try the boost it needs.

b) Secondary manufacturing industries

As stated earlier, under bilateral free trade the major negative effect
would be felt by the secondary manufacturing industries, not by the primary
and resource-related processing industries which should expand significantly.
Within the manufacturing sector, the impact would vary widely.

A divergence of views was presented to the Committee by economists as
to what would happen in the secondary manufacturing sector in a bilateral
free trade situation. Opinions ranged from predicting an increase in
Canadian secondary manufacturing output to anticipating a small decline
overall in secondary manufacturing activity, more than balanced by a large
increase in resource-related activity, including further processing. Witnesses
were hesitant to speculate on the prospects for specific industries. Dr. David
Dodge, a proponent of the more cautious approach, considered that output
would be likely to fall in the following industries: food processing, beverages,
tobacco, textiles and clothing, furniture, some metal fabricating, household
appliances, hardware and tools, motor vehicles and parts, paints and
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household soaps and toilet preparations. But he expected that output would
increase in most of the resource-based industries and in some machinery
industries, in the electrical and communications equipment industries, the
glass industry and in a large number of service industries. Dr. Dodge said the
importance of the so-called service industries should not be overlooked as
business services represented a very high skill, high employment industry and
one in which Canada has developed capability. In assessing the probable
expansion of primary industries and the decline of certain secondary manu-
facturing industries, Dr. Dodge commented:

“... The skill requirement and the technology involved in a host of the primary

industries in terms of primary upgrading is very much superior to

some . . . assembly-type operations. I would feel happy if we could find some [pri-

mary] industries to move in and some of the service industries to move in to

replace the relatively low productivity industries, such as textiles which we have.”
(1:20).

According to testimony from the Canadian secondary manufacturing
sector itself, the consequences for specific industries would be mainly deter-
mined by two important factors: the economies of scale available and the
relative transportation costs. Witnesses pointed out that when transportation
costs are low—when a product travels inexpensively—and the economies of
scale in production are high, production becomes centralized in the most
advantageous location in relation to the total market. This could mean that
certain production activity might move to the United States. On the other
hand, products that are manufactured in shorter runs where economies of
scale are low and where transportation costs are high might not be affected
when trade is free. In between these two situations are a range of variations.
Clearly, production of huge custom-made generators or turbines or other
machinery with neither economies of scale nor low transportation costs would
not tend to relocate; nor would metal fabrication which tends to be locally
oriented and manufactured in small volumes for specific orders. Cement, not-
withstanding its good levels of productivity and economies of scale, would not
centralize production because transportation costs are relatively high.

In the CMA survey, the industries which were ranked the most confident
of new possibilities in a free trade environment were the primary metal indus-
try, the electrical industry, the non-metal mineral industry, the transporta-
tion equipment industry and the textile industry. They, and other industries
which were satisfied they could expand, gave a variety of reasons which were
summed up as follows:

“They relish their access to a larger market. They felt they would get better utili-
zation of their facilities and, therefore, be more cost competitive; they felt they
might get lower raw material prices and that would help them; they felt they
could easily establish at least some kind of a little position in a huge market; they

felt they might get lower machinery prices, which would lower their costs; they
felt they might be able to bring in goods more cheaply to round out their product
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lines; they felt they had a good geographical position; some of them felt they had
better technology; and some felt they had specialized custom-made equipment
and would be able to do well.” (14:55)

The CMA also identified the industries having the largest number of
companies which were doubtful about bilateral free trade. The reasons given
to the CMA by these firms, including subsidiary firms, which feared contrac-
tion in an open trading system were:

“They generally said that the bigger, more specialized, lower-cost, high-tech-
nology plants in the U.S. would simply do them in. They also argued that they
had, generally, higher running costs in terms of wages and materials in Canada.
That is the predominant reason. The second most important category of reasons,
quite apart from the competition issue, was that they just simply said they would
be unable to make a transition because they were not capable of making an
autonomous decision in Canada, that they would have financial limitations, plant

facilities would not be on par, and that they had licensing limitations on
exports.”(14:53)

Surprisingly, under the CMA ranking system the paper industry
appeared to be the most vulnerable, followed by textiles and chemicals. How-
ever, as Mr. Thibault of the CMA explained, the reason why the paper indus-
try headed the list of doubtful industries was because the survey reflected
mainly the viewpoint of numerous small paper companies, including fine
paper companies, with annual sales of less than $50 million. The major inte-
grated paper companies which are already fully internationalized with large
sales and employment would not be affected in the same way. Indeed, in the
Committee’s view, these large paper companies would welcome bilateral free
trade. The same is obviously true of the large petrochemical companies in
contrast to small chemical firms which made up the bulk of the respondents
in that industry. If the replies of the respondent paper or chemical firms had
been weighted by volume of sales and number of employees rather than
merely by the number of companies responding, a procedure which automati-
cally gave extra weighting to the views of the numerous small companies, a
more realistic assessment of the industry reaction might have been obtained.

The CMA testified that other industries in which a significant percent-
age of companies responded that they would contract under a bilateral free
trade regime included the textile industry, the transportation equipment
industry and the electrical industry. It is clear from a comparison of the over-
lap of these three industries with those industries ranked by the CMA as the
most confident they could expand, that a distorted impression of industry
reactions results from the equal weighting accorded each firm regardless of
size, sales or employment levels. In each industrial sector which feared con-
traction, it is evident there was a significant number of large, confident, more
efficient firms which considered they could expand under bilateral free trade.

In fact, as Mr. Thibault told the Committee, a significant amount of
rationalization of manufacturing is already underway in Canadian and for-
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eign-controlled companies as these producers recognize it is no longer profit-
able to make a large number of products with short production runs.

The furniture industry is a mixed situation. In testimony before the Com-
mittee a majority of the furniture companies’ representatives were fearful of
bilateral free trade or of any lowering of Canadian tariffs on furniture
beyond the 15 percent level scheduled for 1987. (By contrast, U.S. furniture
tariffs will drop to between 2 %2 and 7 ' percent by 1987.) Mr. K. M. Camp-
bell, expressing the point of view of the Canadian Council of Furniture
Manufacturers, emphasized the higher labour costs, higher material costs,
lower productivity levels and higher freight rates in Canada than in the
United States. Mr. Bernard Papineau, president of H.P.L. Cie, pointed to the
special constraints affecting Quebec furniture manufacturers, such as the
smallness of the companies involved, the small-sized plants with their broad
diversity of product lines, the lack of economies of scale and the high depen-
dency of small communities on the furniture industry. Mr. Joe Malko of Fur-
niture West Inc. of Winnipeg said that in the case of the furniture industry of
Western Canada, the small, family-owned furniture manufacturing facilities
were already very sensitive to competition from the U.S. furniture industry.
For most Canadian producers, the strongest competition was cited as coming
from the U.S. South, particularly North Carolina, where the lower wages of
non-unionized workers give the U.S. manufacturers a competitive advantage.

However, in the CMA survey, almost as many furniture companies
expected to expand as to contract in a bilateral free trade setting. Dr. James
McNiven, then executive vice-president of the Atlantic Provinces Economic
Council, did not think that the specialized furniture industry in the Mari-
times would be particularly affected one way or another by bilateral free
trade. Moreover, because of its vulnerability to damage in transport, living-
room furniture is considered to have a considerable degree of protection. In
addition, transportation costs which are relatively heavy for most furniture
items could be expected to protect the Canadian market somewhat from dis-
tant southern U.S. products, while allowing Canadian producers in Ontario
and Quebec a degree of advantage to nearby populated markets in the north-
eastern United States. Some Canadian furniture producers, including office
furniture producers, have already moved aggressively into the U.S. market,
successfully competing over the U.S. tariff by specializing and rationalizing.
It is difficult to understand why, in the face of gradually lowering tariffs and
increasingly competitive imports, more rationalization and specialization is
not taking place in this Canadian industry.

To sum up, bilateral free trade will undoubtedly mean some painful
adjustments in the secondary manufacturing sector. But even at present,
standard technology manufacturing companies, not of world scale or not tied
to resource development, are finding it increasingly rough going. Many are
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already being squeezed and the future outlook is not promising. Bilateral free
trade would allow Canada to concentrate more on things that it does well,
including resource-based industries and certain secondary manufacturing
industries where Canada has a natural advantage, to build on these areas and
substitute these for goods which it produces less efficiently behind protective
tariffs. The outcome could be an industrial establishment equipped to face
the challenges of the 1990s. Canada would be better off in the end and cer-
tainly very much better off than if it continues its current policies.

c) Foreign-controlled companies

In respect to U.S.-controlled companies, concern has been expressed that
in a bilateral free trade arrangement, there could be significant repatriation
of production to the United States, or even the outright closure of branch
plants, leaving the Canadian market to be supplied from across the border.
Having originally located in Canada to get access to the Canadian market
behind the protective tariffs, subsidiary firms, it is argued, might consider
they had no reason for staying once tariffs had been dismantled or reduced so
much as to no longer constitute a barrier to imports from the parent company
in the United States. This concern was mentioned in the Committee’s 1978
report.

In its survey, the CMA found that foreign-controlled subsidiaries were
slightly more vulnerable to contraction under bilateral free trade than
Canadian-controlled companies (35 percent as compared to 27 percent). A
company’s reaction to free trade appeared to be more closely related to
whether it exported than whether it was foreign-controlled; that is, the larger
the export orientation, the more a company felt able to survive in a free trade
setting.

It can be assumed that for many of these subsidiary companies, if they
could not expand into export markets, survival would not be possible. Even
under current conditions some subsidiaries are contracting and repatriating
production to the United States, not as a result of bilateral free trade, but
due to the lessening importance of the tariff and their own uncompetitive
industrial organization. The Hon. Larry Grossman of Ontario, a province
where half the secondary manufacturing industry is foreign-controlled, rec-
ognized this development when he told the Committee that the fact that
tariffs were no longer important in many sectors, calls into question “the via-

bility of branch plant operations... originally set up to jump the tariff
walls”.

A number of branch plant subsidiaries have already faced the fact of
their outmoded structure. Their experience is instructive. Westinghouse
Canada told the Committee that a private survey it made in 1978 of 50 U.S.
subsidiaries in Canada, in the electrical and electronic industry, had revealed
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that over half were increasingly concentrating on the export market. The
necessary reorganization is obviously easier for a large multi-product com-
pany like Canadian General Electric (CGE) than smaller subsidiaries. Mr.
L.R. Douglas, vice-president of CGE, told the Committee that his company
had become a “product specialist” in 26 different products within the Gen-
eral Electric organization, including such major products as hydro-electric
generators, jet engines, hydraulic turbines and paper-making machinery. In a
bilateral free trade setting, CGE would restructure further, Mr. Douglas
said. Some products now made in Canada would be supplied from the United
States and the manufacture of other products would expand with tariff-free
access to the U.S. market.

In 1977, Westinghouse, Canada, rationalized its Canadian production of
lamp products on a North American basis. Faced with declining profits, the
product lines made in Canada were narrowed down but the products still pro-
duced in Canada were now sold in the U.S. market as well as in Canada, and
U.S. products were imported to Canada replacing the styles and types no
longer made here. The result of this specialization, said Mr. F.H. Tyaack,
president of Westinghouse, Canada, was increased efficiency, lowered unit
costs and better total factory capacity in both countries. Although the duty
on lamps coming into Canada is double what it is going into the United
States, the company was determined to “‘blast through™ the tariff to make its
rationalization strategy work. This North American rationalization averted
any thought of closing down the Canadian lamp products operations, Mr.
Tyaack said.

It appears evident from such examples that a bilateral free trade envi-
ronment could make reorganization easier and more attractive for subsidiar-
ies of multinational companies.

In the late 1970s, Westinghouse went further and prepared a long-range
plan for its Canadian subsidiary based on the assumption that no form of
tariff protection existed whatsoever, no non-tariff barrier protection was
available and the U.S. and Canadian dollars were at par. It was, said Mr.
Tyaack, a “worst-case” scenario. The plan, which placed principal emphasis
on world product mandates and other rationalization schemes, envisaged the
export of half of Canadian production by 1990. With this strategy, the com-
pany had implicitly answered the question, “How would Westinghouse react
to a free trade agreement with the United States?”

However, Mr. M.J. McDonough, the senior vice-president of the parent
Westinghouse company, who testified along with Mr. Tyaack, also gave the
Committee the explicit reasons why his company would not pull its produc-
tion operations out of Canada in a free trade situation: its considerable
investment and large trained work force, the company’s long-term strategy
for mutually satisfying business arrangements, the fact that Canadian
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exports can be sold in markets to which exports from the U.S. company can-
not, and the company’s successful decision to restructure on the assumption
that free trade already existed. As a result of rationalization, Westinghouse,
Canada, has become highly efficient and actually more profitable than the
company’s U.S. operations.

Product mandating by subsidiary companies is increasingly regarded as
an important instrument for countering the risk of multinationals repatriat-
ing production facilities. Under a global or North American product man-
date, a subsidiary is given total responsibility within the corporate family for
developing, marketing and exporting a specific range of products.

The Committee heard excellent evidence from four very successful sub-
sidiaries which had sought and obtained product mandates from their parent:
Pratt & Whitney, one of the first subsidiaries to use this formula, now has
annual sales approaching half a billion dollars, mainly from its small turbine
engine; Garrett Manufacturing has its temperature-control systems on 70
percent of the world commercial and military aircraft; Litton Systems
Canada has its inertial navigation system in the aircraft of 70 airlines and
has recently won a very large contract for a navigation system on the U.S.
Cruise missile; Westinghouse Canada has the company mandate for indus-
trial turbines, certain electronic products and airport lighting.

Repatriation of such successful subsidiaries by the parent appears very
unlikely. In these cases, although every company is different, the evidence
heard by the Committee revealed a very great degree of independence by the
subsidiary in handling its own mandated product. There were frequently sig-
nificant benefits accruing from the parent in the form of transfers of tech-
nology and marketing expertise.

For example, Mr. Ronald R. Keating, president, Litton Systems Canada
told the Committee that through product mandating his firm had established
a comparative advantage in a wide range of high technology products and
would benefit from a free trade arrangement—Dbilateral or multilateral.

“Because of the advantages we have built up, we do not believe that a free trade
situation would lead the parent organization to consolidate, in the U.S., produc-
tion of our important lines.” (15:25)
Mr. W.C. Tate, vice-president and general manager of Garrett Manufactur-
ing had an interesting additional comment.
“The establishment of a highly technically oriented engineering group and facili-

ties for production makes it far more difficult to move than it would for a branch

_planl operation which is not doing its own design or development or manufactur-
ing in Canada.” (15:16)

One of the effects of product mandates would be an increase in the R&D
done in Canada by foreign-owned firms. Mr. Tyaack explained the different
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attitude towards R&D of a branch plant and of a subsidiary with full respon-
sibility of product lines.

*“...one of our problems in doing R&D when we were a branch plant was, all
right, we did the R&D; where are we going to dump it now that we have it?
Because the market was too restrictive. There wasn’t the entrepreneurial drive to
do that much that was new for this market . .. It wasn’t so much a question of a
subsidiary manager having problems with the parent as it was an opportunity
problem. Once you get into that hot competition in your world charter areas, then
you have a worthwhile place to dump your R&D. We do not necessarily recom-
mend that you crank up and do a lot of R&D and then let that somehow push its
way into markets of strength. That is a long trip, and you may guess wrong at the
R &D level because you do not know what the applications are.” (16:20-21)

Aware of the potential of product mandating for strengthening and
transforming branch plants, the Hon. Larry Grossman told the Committee
he has established a joint government-industry committee to help push multi-
national parents into granting product mandates to Canadian subsidiaries.
This group has already established a list of about 100 subsidiary companies
with full or partial product mandates. Mandated products include: computer
systems, muffler parts, antenna systems, carpets and rugs, pharmaceuticals,
auto radiators, mining equipment, furnaces and auto brake products. Mr.
Grossman mentioned that he was considering using provincial procurement
preference and perhaps incentives to encourage product mandates in Ontario.

The Committee welcomes the current emphasis on product mandating
insofar as it reflects increased awareness of the need for manufacturers to
rationalize production in order to improve efficiency. But the Committee is
concerned that the assignment of product mandates is being regarded in gov-
ernment quarters as a panacea, to be secured through offering sticks or car-
rots to Canadian subsidiaries of multinational companies. Not only is this
potentially costly, but the approach implies that the achievement occurs in a
static environment, like winning a race which ends. But the trading world is
dynamic and the assignment within a group of companies of product man-
dates is a rational response to a market situation. Many of the successful
instances of product mandating—Pratt & Whitney, Garrett Manufacturing,
and Litton Systems—have occurred in the aircraft industry, where free trade
already effectively exists. Or like Westinghouse, some companies have
decided to act as though free trade exists, even though difficulties with tariffs
and non-tariff barriers are present, as Mr. Tyaack explained.

“While we have decided to proceed with our plans, which are based on a total
absence of protection, the fact is that tariffs and non-tariff barriers do exist. If
anything, in terms of whether one perceives it from Canada looking at the U.S. or
from the U.S. looking back at Canada, the latter seem to be increasing. Many of
those can be a hindrance to us. Concerning tariffs, for example, as we increase
north-south trade between parent and subsidiary, even if the trade is balanced we
have to pay an increasing amount of tolls at the border, which diverts moneys we

would rather have for investment. For those products that get involved in govern-
ment procurements, we can actually be blocked from rationalization schemes due
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to non-tariff barriers having to do with content or what have you ... We see a
tendency to proliferate these kinds of subtle barriers which do block such schemes
as we have.” (16:16).

The conclusion seems inescapable. Product mandating assignments and
rationalization schemes within transnational firms are easier in a free trade
setting, where tariffs would be eliminated and the application of non-tariff
barriers mutually agreed to and enforced. However, a number of the success
stories in world product mandating have resulted from federal financial
assistance provided through PAIT (the Program for the Advancement of
Industrial Technology) or DIP grants. It would be important to ensure that,
under the terms of a bilateral free trade arrangement, subsidiary firms with
potential would not be deprived of this type of assistance initially from the
Canadian government, particularly since counterpart U.S. firms are also
recipients of a variety of assistance in developing new products.

Repatriation and contraction of subsidiaries is an ongoing possibility,
both at the present time and potentially under a free trade regime. But to the
extent that North American rationalization and product mandating are vig-
orously pursued by subsidiaries, the likelihood of repatriation is lessened. As
executives told the Committee, a parent company is much less likely to repa-
triate a technically-oriented engineering group with an efficient facility pro-
ducing a successful product than to close down a branch plant operation
manufacturing a similar product for a small adjacent market. Moving to
freer trade in North America would create a dynamic new environment in
which the potentially strong producers could and would grow and some of the
weak would fall by the wayside. Subsidiaries would not wait to be assigned
product mandates but, like Canadian Marconi, develop their own products in
Canada regardless of the location of their ownership.

While the large foreign ownership component of the Canadian secondary
manufacturing industry has been looked on by many nationalists as a disad-
vantage in the struggle to promote industrial development in Canada, in
terms of restructuring it could actually be an advantage. Indeed, as Mr.
Tyaack pointed out, rationalization schemes and product mandates are easier
when the subsidiary is wholly-owned or almost wholly-owned, by the parent.

“Suppose . . . we were only 50 percent owned. In that case, if I propose to the par-
ent that we produce something in an alternate plant site in Canada for sale in the
North American or world market, rather than make the same product in the
United States in an alternate plant site there, I could be at a disadvantage,
because to make the product in the U.S. would avail Westinghouse of 100 percent
of the fruits of such labour but to make the same product in Canada would only
bring back 50 percent of the fruits to Westinghouse. We would be sharing with
other owners something that historically we had developed ourselves. That could
put the Canadian option at a two to one disadvantage. I bring that up only
because 1 do not think that issue should be looked at as totally irrelevant to the
issue of rationalizations and world product mandates between subsidiaries and
parents.” (16:17)
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The Committee concludes that in a free trade environment, foreign own-
ership could be an asset, giving Canadian manufacturing facilities easier and
more secure access to the large and competitive U.S. market. In this situation
product mandating would become a rational intra-company response. Provid-
ing the Canadian economy remains generally competitive, massive repatria-
tion and de-industrialization are not dangers.

d) High technology industries

Overlapping to a degree both the discussion of secondary manufacturing
industries and foreign-controlled companies is the high technology sector, but
its importance is such as to warrant separate consideration.

High technology industries offer the best future prospects for the
Canadian economy. Mr. David Mundy, former senior trade official and past
president of the Air Industries Association of Canada, drew the Committee’s
attention to a government study which has shown that high research intensive
industries in Canada have out-performed, by a wide margin, those of low
research intensity—higher employment by 50 percent; higher output by 23
percent; improved productivity by 29 percent; lower growth in prices by 57
percent. The viability and growth of this sector is critically important. What
are the chances that this dynamic sector would move into the United States
in a free trade situation? To what extent would it tend to gravitate toward
clusters of ‘high tech’ industries south of the border?

To compete internationally in advanced technology is costly and it
involves big risks. Innovative technology is enormously expensive to acquire,
whether it is imported or developed in-house. Competitors in other countries
are usually supported by massive government funding or other types of assist-
ance. The most advanced technology and production methods are prerequi-
sites. Concerned by the need for more innovative products, the Canadian gov-
ernment has been pumping out financial assistance through various programs
to assist key high technology firms to do R&D in Canada.

Yet, by and large, the sectors which have produced the most fruitful
results to date have been those which can sell their products in other markets,
particularly the United States. The aerospace and avionics sector is the prime
example. While government assistance in innovating has been important, the
essential component in their success has been market access. Mr. John
Simons of Canadian Marconi told the Committee:

“In those market segments where free or nearly free trade exists, Canadian Mar-

coni has been able to compete, grow and prosper. In those areas where free trade
does not exist, Canadian Marconi has made no significant sales.” (12:41)

The same approach was stated by the president of Pratt & Whitney, Mr.
E. L. Smith when he asserted that “there is no possibility at all of surviving
based on the Canadian market alone”. The Defence Production Sharing
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Arrangement (DPSA) and the GATT Trade in Civil Aircraft Agreement
have permitted the success of many of Canada’s foremost aerospace firms.
Companies such as Canadian Marconi have flourished in Canada, selling
more than twice as many avionics products in the United States as in
Canada. A multi-product company like CAE can sell flight simulators and
magnetic detection equipment under the DPSA or the civil aircraft agree-
ment. It can also, under the auto pact, export duty free its advanced tech-
nology parts to the United States. In each case the key to the success of
innovative products has been free access to the U.S. market.

The Hon. Patrick McGeer, Minister of Universities, Science and Com-
munications for the province of British Columbia, told the Committee that he
has had direct experience with international high technology firms which
decided not to establish a facility in Canada because they did not have the
whole North American market base in which to operate freely; that is, no
guaranteed free access to the U.S. market from Canada. Mr. McGeer also
cited the case of a thriving Canadian pharmaceutical firm which had built its
plant in the United States because of U.S. tariff barriers in order to exploit
its Canadian discovery. The U.S. part of the Canadian company soon became
dominant and sold out to a U.S. firm. Had it not been for the U.S. tariff, the
company would have remained in Canada. In addition, some of Canada’s
successful high technology companies, such as Northern Telecom, have
established manufacturing divisions south of the border in order to get
assured market access around non-tariff barriers such as Buy American
legislation, small business ‘set asides’, restrictions on the import of specialty
metals, etc.

Far from fearing the massive relocation south of the border of Canadian
high technology manufacturers, the Committee is convinced that such firms
would do more R&D in Canada and would be more likely to flourish in a free
trade setting which eliminated the tariffs, limited the application of non-
tariff barriers and removed the inducement which now exists to locate manu-
facturing facilities in the United States.

B. Regional Economic Impact

1. Political perspectives

The tariff has been a source of regional friction in Canada for 100 years.
For most of that time, free trade with the United States has been strongly
supported by Canadians in the West and the Atlantic provinces and just as
strongly resisted by Canadians in the central provinces. The rationale has
been that with free trade, people in the extremities would benefit from
cheaper imported consumer goods and find a readier market for their own

Regional Economic Impact 67



products—which in the case of resources, could be upgraded prior to
export—while people in Quebec and Ontario were concerned to establish a
protected market for their manufacturing industries.

This historical pattern was, to a certain extent, borne out by the view-
points of the regional representatives who testified before the Committee. For
example, the Hon. Patrick McGeer of British Columbia told the Committee
that Canada has been pursuing a foreign trade strategy that has caused the
country to forego significant economic opportunities. He said Canada’s
“manufacturing strategy is particularly disadvantageous to the wings of the
country—by that I mean the West and the Maritimes.” He continued:

“The defensive strategy is one that accepts or encourages reciprocal tariffs as a
means of isolating Canada from foreign competition. . . in the name of national-
ism. The other side of that coin is the one that traditionally has been so hard for
westerners to accept, namely the denial of opportunity to Canadian manufactur-
ers, because of the reciprocal tariffs, to penetrate the much more lucrative mar-
kets which exist in the United States, traditionally, and now in Japan and the
European Economic Community.” (20:7)

And he argued further:

“How then do we offset the foreign deficit that we have in manufactured goods?
We offset it because of our surplus in the area of unprocessed natural resources.
These come in disproportionate measure from the West. So here you have the
source of historic western alienation. Westerners are obliged to buy their manu-
factured goods from eastern Canada, where the prices are above world market
prices, because the branch plants cannot operate here as efficiently as they can in
other parts of the world. So westerners buy Canadian manufactured goods at high
prices. At the same time, they sell their resources, always unprocessed, often non-
renewable, at world market prices.” (20:7)

All in all, an excellent expression of the classic Western position on tariffs
and the protectionism of the central provinces.

Alberta’s position was similar. Alberta was seeking “‘general trade liber-
alization with the United States,” said the Hon. Hugh Planche. He con-
tinued:

“We are a relatively strong and rapidly expanding economy. In order to achieve
world scale economies we must pursue the most lucrative volume markets avail-

able to us. This requires that Alberta have free access to the large U.S. markets
for its products. Therein is the basis for our objective of free trade.” (21:11)

Moreover, while Mr. Planche did not explicitly endorse a broadly-based
bilateral free trade agreement, his attitude was positive.

“We are unable to see anything that would be troublesome in terms of opening

free trade with the U.S. .. .Almost all sectors of our industry—in fact without

exception—would benefit from economies of scale and market access.” (21:12-

13)

The Hon. Robert Stanfield, a former premier of Nova Scotia, reaffirmed

the opinion that bilateral free trade would be of benefit to the Atlantic
region, and as he stated “the evidence suggests that we are having difficulty
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competing because of the size and scale our competitors are able to operate
on owing to the size of the markets they have access to”.

A more muted viewpoint was expressed by the Hon. Roland Thornhill,
Minister of Development in Nova Scotia who, while acknowledging the his-
toric Atlantic viewpoint that the Canadian tariff nullified the advantages of
geographic proximity of the Maritimes to major U.S. centres of population,
went on to say that “factors including international trading patterns and cost
competitiveness, reduced tariffs, fluctuating exchange rates and technology
are making the advantages of the Nova-Scotia-New England economic link
much less clear-cut and constant both for the consumer and the exporter”.
Further, he considered the benefits to the consumer could not be considered
“in isolation from the domestic industrial base from which the consumer
derives his livelihood and purchasing power”. He expressed concern for the
small to medium-sized provincial industries “which have declared themselves
vulnerable to import penetration in the event that import barriers were
lifted.” He mentioned particularly companies specializing in paperboard, lin-
erboard and moulded pulp products, as well as the textile and clothing sec-
tors.

Dr. James McNiven, at the time of his testimony executive vice-president
of the Atlantic Provinces Economic Council, said that many of the smaller
businesses in the region have been created and maintained by “a combination
of tariff factors, distance-related costs and a cheap dollar.” These might dis-
appear with free trade, he warned, and small engineering firms and consumer
product manufacturers could be adversely affected. Further, he was con-
cerned as to how free trade might affect the region’s non-tariff measures to
protect local industries. Dr. McNiven went on to say, however, that his over-
all assessment of the impact of bilateral free trade in economic terms was
“the potential benefits to be gained ... appear to be larger than the risk of
what might be lost.” He recognized that certain large manufacturers in the
region could be helped by free trade and he doubted that the area’s furniture
producers would be negatively affected. Some moderate expansion could be
expected in the resource sector, largely fish and forest products, with some
increased upgrading. In this respect, Mr. Hal Connor, former chairman of
National Sea Products of Halifax, testified in 1980 that bilateral free trade
would be likely to lead to expansion of the market for prepared fish products.

The central Canadian position toward freeing of trade as expressed by
the Hon. Larry Grossman, Minister of Industry and Tourism of Ontario was
extremely cautious. Mr. Grossman attached importance to Canada remain-
ing competitive and an attractive location for investment; he readily agreed
that “non-tariff barriers are the fundamental issue”; he admitted that “the
practical, realistic absence of tariffs . . . is calling into question the viability
of branch plant operations’” and that “the challenge then is to restructure
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those plants™; he indicated that his “preferred route” was for cross-border
rationalization in specific sectors and he urged Canadians to come to grips
realistically with the fact that in certain sectors or industries, the idea of try-
ing to build “world class industries based only on the Canadian market will
not succeed and in those sectors we must seek other alternatives.”

Mr. Grossman was opposed to an ‘across-the-board’ approach to bilateral
free trade with the United States favouring instead the “attempt to reach
bilateral agreements on the use of procurement practices in particular sec-
tors. Urban transit equipment would be a good place to start.” However he
appeared to overlook the fact that two efforts since 1977 to interest the
United States in such arrangements have provided no results.

The Committee noted that Mr. Grossman’s rejection of bilateral free
trade was based on a perception that this would involve “drop(ping) all rules
and have(ing) a total unrestricted, unfettered, unstructured free trading area
with the United States.” No wonder Mr. Grossman is opposed to bilateral
free trade. And while this is not the place to question Mr. Grossman’s under-
standing of what free trade would involve, the Committee must restate that a
major reason for its support of free trade is precisely because this approach
offers the most promising avenue for negotiating mutual exemption from
each other’s non-tariff barriers which Mr. Grossman says are a principal con-
cern. Nor would the agreement be ‘unstructured’ or ‘unfettered’.

In sum, the Committee observed that although there has been some shift
in position, traditional attitudes of provincial spokesmen have not changed all
that much. And regional tensions relating to them still exist.

The Hon. Robert Stanfield, apart from his testimony as quoted above,
had a broader approach. As one highly qualified to assess the problem both
from a regional and a national perspective, he looked at the issue from all
sides—the regional disparities, the competitive disadvantage of the Atlantic
region and the West, the undersized Canadian market, the lack of economies
of scale, the need for access to the U.S. market and the shortcomings of
GATT solutions in this situation. He told the Committee that a reciprocal
tariff-free arrangement with the United States “‘could not only open up new
opportunities for Canadian manufacturing but could significantly reduce
regional tensions in Canada”. In view of the serious difficulties facing the
Canadian manufacturing industry, he considered that access to the larger
market “seems to offer the only hope of reducing one basic cause of economic
disparity in the Atlantic region, and perhaps, one grievance . . . in the west—
the definite disadvantage in competing in Central Canada in the Canadian
market”. In a larger trading area, he said “the western provinces and the
Atlantic provinces might well be in a much better competitive position, and
be at less competitive disadvantages compared to central Canada . ..”
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essed products (such as non-ferrous metals, newsprint, pulp and paper,
veneers, chemicals, etc.). Strong Quebec-based resource companies could be
expected to welcome the idea of bilateral free trade and expanded opportuni-
ties for further processing of resource exports would be likely to occur. Cer-
tain end product industries such as the transportation equipment industry
would clearly benefit from easier access to the U.S. market. Some large
rationalized Quebec textile producers would have possibilities of expanding
into a duty-free U.S. market while being still protected from low-cost third
country competition.

Professor Wonnacott has estimated that the gains from bilateral free
trade could be larger for Quebec than for any other Canadian region except
Ontario. Moreover, in a bilateral free trade arrangement, certain Quebec
industries such as clothing, food and beverages, tobacco, leather and fix-
tures—industries which are currently well protected by tariffs—might not
require as widespread restructuring or rationalization as would many
Ontario-based manufacturing industries involving more advanced tech-
nology. Many of these Quebec industries would be much harder hit if
Canada decided to go to multilateral free trade. The reason for this distinc-
tion is that many of Ontario’s industries would need to compete unprotected
against aggressive high technology U.S. products whereas many Quebec
industries would find that U.S. competitors in their product lines, which are
similarly protected from cheap off-shore imports by U.S. tariffs, do not
represent a threat. Quebec producers of these items would therefore have an
opportunity to increase sales in the nearby larger U.S. market, while remain-
ing protected from third country competition there, as well as in the domestic
Canadian market. In a North American free trade arrangement it is argued,
Quebec’s clothing, food and beverage industries would have the potential to
expand. On the other hand, it should be kept in mind that Quebec has an
unusually high dependency on the markets of other regions of Canada, espe-
cially in Ontario, for the sale of many of its manufactured goods. If the
Canadian tariff were reduced, Quebec could suffer from competition in
Canadian markets from nearby U.S. producers. The competitiveness of Que-
bec manufactured goods would, in the end, depend on the level of its unit
labour costs which, in turn, would depend on higher productivity levels and
comparative wage rates. In any case, in view of Quebec’s enormous depend-
ence on the North American market, a Canada-U.S. free trade arrangement
would clearly be in Quebec’s best interest.

Residents in both Ontario and Quebec, like those in other provinces,
would enjoy the gain in real income due to lower prices associated with the
removal of the Canadian tariff. They would also benefit, according to Profes-
sor Wonnacott, from the elimination of the U.S. tariff—both because of the
recapture of the duty revenue on current exports of their local industries and
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because of the new exports produced by more efficient, rationalized and spe-
cialized industries.

Overall, the evidence points to economic gains for all regions in Canada
from bilateral free trade, with the biggest dislocation affecting and, at the
same time, the biggest gains accruing to the two central provinces. The
rationalization of the manufacturing sector in the two central provinces
under bilateral free trade would reduce that sector’s drain on Canada’s bal-
ance of payments, a development which would be of benefit to the whole
country.
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PART IV

Areas of Special Concern

1. Competitiveness

A major trading nation like Canada cannot fail to be concerned about its
international competitiveness. Canada’s record is, in fact, spotty: strong in
freely traded resource products, in processing and in a few manufacturing
sectors, but relatively weak in most areas of secondary manufacturing. In its
1978 report, the Committee expressed its concern both over the persistent
low level of competitiveness in Canadian manufacturing (with notable excep-
tions) and the rapidly growing deficit in trade in end products.

This contrast between high productivity in the resource and processing
sectors and low productivity in many areas of manufacturing is to some
degree self-reinforcing. During periods of strong demand for natural
resources, such as occurred during the 1970s, Canada faces a form of the
‘British disease.” Mr. Fred Bergsten, a former Assistant Secretary of the U.S.
Treasury, pointed to a Canadian policy dilemma similar to, though less
severe than, that which Britain and Mexico now face as a result of their oil
and gas revenues. For Canada, the strong resource sector has given an
upward momentum to the exchange rate, resulting in a non-competitive price
structure for the manufacturing sector, which in turn generates pressure for
additional protection. Rather fortuitously in 1981, significant outward capi-
tal flows, due in large part to increased Canadian investment abroad, exerted
an opposite pressure, leading to a decline in the Canadian exchange rate
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which was further exacerbated by the purchases of energy companies under
the Canadianization program. This lower dollar, to some degree, shielded the
manufacturing sector.

By most of the traditional criteria for measuring Canada’s relative com-
petitiveness vis-a-vis the United States, i.e. comparative wage ratio, produc-
tivity rates, unit labour costs, work stoppages etc., the situation has remained
static or has even deteriorated somewhat since the slight improvement mani-
fested in 1978. (For a more detailed look at Canada’s competitiveness see
Appendix C.) Dr. James Frank of the Conference Board in Canada warned
the Committee that the decline since 1975 in the number of Canadian indus-
tries at or above parity with comparable U.S. industries was not a reversal of
a long-run trend leading to wage parity across the board. The apparent
improvement merely reflected the continuing devaluation of the Canadian
dollar over these years.

Statistics in 1979 and 1980 indicate that, after the one-year reversal in
1978, wage settlements in Canada are rising at a slightly higher rate than
they are in the United States. Canada’s record in work stoppages is also
inferior; in only two years since 1970 have industrial disputes in Canada not
led to more days lost per thousand employees than has occurred in the United
States. Although there has been a modest narrowing of the gap in rates of
productivity over the past decade, the improvement has been insufficient to
compensate for the increases in comparative wage rates. As a result, unit
labour costs are once again increasing faster in Canada than they are in the
United States.

The relative decline in Canadian competitiveness during the last decade
has been compensated for and, to some degree, masked by the devaluation of
the Canadian dollar. On an exchange rate adjusted basis, Canadian wage
rates now stand at approximately 95 percent of those in the United States.
But had the devaluation of the Canadian dollar not occurred, Canadian
wages would be at considerably higher levels than those of the United States.

The Committee believes a decision to move to bilateral free trade could
provide the shock necessary to increase competitiveness. As this report has
shown, a growing number of witnesses from the private sector have recog-
nized that bilateral free trade could offer manufacturing industries oppor-
tunities to specialize and achieve economies of scale, which could be trans-
lated into higher rates of productivity. Canada has a trained and effective
work force capable of doing better if given the opportunity. According to tes-
timony given by Mr. J. D. Frank, of the Conference Board in Canada, the
only sectors where the levels of Canadian productivity have been able to
equal or surpass those in the United States are precisely those which have
free or almost free access to the U.S. market, namely wood products, metal
products, motor vehicles and parts. (See table 5, Appendix C, page 139).
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While the resource sectors have certain natural advantages, the Committee is
persuaded that a key factor determining the level of productivity in many
areas of manufacturing appears to be the size of the market.

Witnesses who claim to accept the need to move to free trade are never-
theless divided on how best to proceed. Some argue that the competitiveness
of Canadian industry must first be improved before it faces free trade; other-
wise they fear it would lose ground to stronger American competition. Their
emphasis on the time needed by industry to adjust leaves the impression that
they would not be ready for free trade until Canada’s competitiveness has
been re-established. Others, perhaps more genuinely persuaded of the ben-
efits to be gained, maintain that only the shock of a commitment to move to
bilateral free trade and a firm timetable can force on industry as a whole the
restructuring necessary to achieve higher productivity.

The Committee considers the debate to be in some degree spurious. If the
government were to set the goal of achieving free trade with the United
States, and the U.S. Administration were to respond with a show of interest,
companies would immediately begin to calculate the impact and adjust to the
potential new market situation. As the CMA pointed out to the Committee,
most businesses would try to adapt as quickly as possible to a free trade envi-
ronment if they thought it was coming. However, moving toward bilateral
free trade would not be an instantaneous or abrupt change-over, since it
would take time to negotiate a free trade arrangement and any agreement
would provide a reasonable transition period to permit firms to adjust. (See
page 90).

The Committee recognizes the need for Canadian industry to become
more competitive and is persuaded that this objective is more likely to be
achieved if a clear decision is taken to seek free trade with the United
States.

2. The technology race

Free access to the larger North American market would open up broad
avenues of opportunity for Canadian technological and innovative capabili-
ties. It could do much to stimulate increased research and development in
Canada. But it would also present major challenges. United States companies
are extremely competitive in high technology fields, usually world leaders. If
Canada is to ‘place’ in the world technology race, government and industry
must improve their performance in the risky and expensive business of
expanding Canadian innovative capacity and implementing it commercially.

In relative terms, the United States spends much more on R&D than
does Canada, 2.5 percent of GNP as compared to about 1 percent. The lower
Canadian level is both in government support and private sector spending.

Areas of Special Concern 77



The problem of Canada’s dismally low level of R&D spending has gradually
been recognized by the government over the past decade. But despite incen-
tives in the form of tax write-offs, investment tax credits and a variety of
grants programs, the government has been unable to turn the situation
around. At best, Canada could be said to have arrested the dramatic decline
of R&D spending of the early 1970s and to be holding its own. Hardly good
enough.

In January 1981 the government reiterated its aim of raising Canada’s
R&D expenditures to the equivalent of 1.5 percent of GNP by 1985.* To
meet this new objective, federal spending will have to rise from $973 million
in 1979 to $2.52 billion by 1985, while industry’s spending will need to rise
even faster, from $875 million to $3.78 billion. According to OECD statis-
tics, R&D spending by Canadian industry is significantly below that of
industry in Canada’s major competitors. Reflecting this fact in its program,
the government intends to increase its R&D expenditures by 17 percent per
annum over five years, but has said it expects industry’s spending to rise by
27 percent.

During the hearings, the Committee probed business witnesses as to the
relative usefulness of the two principal approaches to stimulating R&D in
Canada—tax incentives and grants programs. As in the earlier hearings,
there was general support for tax incentives from large and established com-
panies such as Canadian General Electric and Alcan, two of the largest
R &D spenders in Canada. But it was also evident that tax incentives failed to
help small, medium-sized or new companies which, lacking profits, do not
qualify for tax benefits. Moreover, there was criticism of the incremental
aspect of the R&D incentive.**

Mr. C.D. Reekie of CAE Industries Ltd. explained:

“...it is not at all clear that unless you keep on spending more than you have
spent you will get any advantage. You have to continue on with increments each
year in R&D spending or you do not get the benefit. So then, at some point, you
are just not going to keep on spending.” (15:44)

As for the grant programs, high technology firms in defence-related
fields bestowed high praise on the government’s Defence Industry Produc-
tivity (DIP) program. The support was essential, it was reiterated, to com-
pete internationally in advanced aerospace products. Mr. E.L. Smith, presi-
dent of Pratt and Whitney, attributed his firm’s success “very directly to the
financial support we have received from the federal pro