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FOREWORD

When the members of the Rowell-Sirois Commission began their collec-
tive task in 1937, very little was known about the evolution of the Canadian
economy. What was known, moreover, had not been extensively analyzed
by the slender cadre of social scientists of the day.

When we set out upon our task nearly 50 years later, we enjoyed a
substantial advantage over our predecessors; we had a wealth of infor-
mation. We inherited the work of scholars at universities across Canada
and we had the benefit of the work of experts from private research insti-
tutes and publicly sponsored organizations such as the Ontario Economic
Council and the Economic Council of Canada. Although there were still
important gaps, our problem was not a shortage of information; it was
to interrelate and integrate — to synthesize — the results of much of the
information we already had.

The mandate of this Commission is unusually broad. It encompasses
many of the fundamental policy issues expected to confront the people
of Canada and their governments for the next several decades. The nature
of the mandate also identified, in advance, the subject matter for much
of the research and suggested the scope of enquiry and the need for
vigorous efforts to interrelate and integrate the research disciplines. The
resulting research program, therefore, is particularly noteworthy in three
respects: along with original research studies, it includes survey papers
which synthesize work already done in specialized fields; it avoids duplica-
tion of work which, in the judgment of the Canadian research community,
has already been well done; and, considered as a whole, it is the most
thorough examination of the Canadian economic, political and legal
systems ever undertaken by an independent agency.

The Commission’s Research Program was carried out under the joint
direction of three prominent and highly respected Canadian scholars:
Dr. Ivan Bernier (Law and Constitutional Issues), Dr. Alan Cairns (Politics
and Institutions of Government) and Dr. David C. Smith (Economics).
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Dr. Ivan Bernier is Dean of the Faculty of Law at Laval University.
Dr. Alan Cairns is former Head of the Department of Political Science
at the University of British Columbia and, prior to joining the Commis-
sion, was William Lyon Mackenzie King Visiting Professor of Canadian
Studies at Harvard University. Dr. David C. Smith, former Head of the
Department of Economics at Queen’s University in Kingston, is now Prin-
cipal of that University. When Dr. Smith assumed his new responsibilities
at Queen’s in September, 1984, he was succeeded by Dr. Kenneth Norrie
of the University of Alberta and John Sargent of the federal Department
of Finance, who together acted as co-directors of Research for the con-
cluding phase of the Economics research program.

I am confident that the efforts of the Research Directors, research coor-
dinators and authors whose work appears in this and other volumes, have
provided the community of Canadian scholars and policy makers with
a series of publications that will continue to be of value for many years
to come. And I hope that the value of the research program to Canadian
scholarship will be enhanced by the fact that Commission research is being
made available to interested readers in both English and French.

I extend my personal thanks, and that of my fellow Commissioners,
to the Research Directors and those immediately associated with them in
the Commission’s research program. I also want to thank the members
of the many research advisory groups whose counsel contributed so sub-
stantially to this undertaking.

DONALD S. MACDONALD
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INTRODUCTION

At its most general level, the Royal Commission’s research program has
examined how the Canadian political economy can better adapt to change.
As a basis of enquiry, this question reflects our belief that the future will
always take us partly by surprise. Our political, legal and economic insti-
tutions should therefore be flexible enough to accommodate surprises and
yet solid enough to ensure that they help us meet our future goals. This
theme of an adaptive political economy led us to explore the interdependen-
cies between political, legal and economic systems and drew our research
efforts in an interdisciplinary direction.

The sheer magnitude of the research output (over 280 separate studies
in 72 volumes) as well as its disciplinary and ideological diversity have,
however, made complete integration impossible and, we have concluded,
undesirable. The research output as a whole brings varying perspectives
and methodologies to the study of common problems and we therefore
urge readers to look beyond their particular field of interest and to explore
topics across disciplines.

The three research areas, Law and Constitutional Issues, under Ivan
Bernier, Politics and Institutions of Government under Alan Cairns, and
Economics under David C. Smith (co-directed with Kenneth Norrie and
John Sargent for the concluding phase of the research program) — were
further divided into 19 sections headed by research coordinators.

The area Law and Constitutional Issues has been organized into five
major sections headed by the research coordinators identified below.

» Law, Society and the Economy — Ivan Bernier and Andrée Lajoie

* The International Legal Environment — John J. Quinn

e The Canadian Economic Union — Mark Krasnick

e Harmonization of Laws in Canada — Ronald C.C. Cuming

e Institutional and Constitutional Arrangements — Clare F. Beckton and
A. Wayne MacKay



Since law in its numerous manifestations is the most fundamental means
of implementing state policy, it was necessary to investigate how and when
law could be mobilized most effectively to address the problems raised
by the Commission’s mandate. Adopting a broad perspective, researchers
examined Canada’s legal system from the standpoint of how law evolves
as a result of social, economic and political changes and how, in turn,
law brings about changes in our social, economic and political conduct.

Within Politics and Institutions of Government, research has been
organized into seven major sections.

e Canada and the International Political Economy — Denis Stairs and
Gilbert Winham

o State and Society in the Modern Era — Keith Banting

« Constitutionalism, Citizenship and Society — Alan Cairns and Cynthia
Williams

 The Politics of Canadian Federalism — Richard Simeon

o Representative Institutions — Peter Aucoin

o The Politics of Economic Policy — G. Bruce Doern

o Industrial Policy — André Blais

This area examines a number of developments which have led Canadians
to question their ability to govern themselves wisely and effectively. Many
of these developments are not unique to Canada and a number of com-
parative studies canvass and assess how others have coped with similar
problems. Within the context of the Canadian heritage of parliamentary
government, federalism, a mixed economy, and a bilingual and multi-
cultural society, the research also explores ways of rearranging the relation-
ships of power and influence among institutions to restore and enhance
the fundamental democratic principles of representativeness, responsive-
ness and accountability.
Economics research was organized into seven major sections.

e Macroeconomics — John Sargent

o Federalism and the Economic Union — Kenneth Norrie

o Industrial Structure — Donald G. McFetridge

o International Trade — John Whalley

o Income Distribution and Economic Security — Frangois Vaillancourt
o Labour Markets and Labour Relations — Craig Riddell

o Economic Ideas and Social Issues — David Laidler

Economics research examines the allocation of Canada’s human and other
resources, how institutions and policies affect this allocation, and the
distribution of the gains from their use. It also considers the nature of
economic development, the forces that shape our regional and industrial
structure, and our economic interdependence with other countries. The
thrust of the research in economics is to increase our comprehension of
what determines our economic potential and how instruments of economic
policy may move us closer to our future goals.
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One section from each of the three research areas — The Canadian
Economic Union, The Politics of Canadian Federalism, and Federalism
and the Economic Union — have been blended into one unified research
effort. Consequently, the volumes on Federalism and the Economic Union
as well as the volume on The North are the results of an interdisciplinary
research effort.

We owe a special debt to the research coordinators. Not only did they
organize, assemble and analyze the many research studies and combine
their major findings in overviews, but they also made substantial contribu-
tions to the Final Report. We wish to thank them for their performance,
often under heavy pressure.

Unfortunately, space does not permit us to thank all members of the
Commission staff individually. However, we are particularly grateful to
the Chairman, The Hon. Donald S. Macdonald, the Commission’s Exec-
utive Director, Gerald Godsoe, and the Director of Policy, Alan Nymark,
all of whom were closely involved with the Research Program and played
key roles in the contribution of Research to the Final Report. We wish
to express our appreciation to the Commission’s Administrative Advisor,
Harry Stewart, for his guidance and advice, and to the Director of Publish-
ing, Ed Matheson, who managed the research publication process. A
special thanks to Jamie Benidickson, Policy Coordinator and Special Assis-
tant to the Chairman, who played a valuable liaison role between Research
and the Chairman and Commissioners. We are also grateful to our office
administrator, Donna Stebbing, and to our secretarial staff, Monique
Carpentier, Barbara Cowtan, Tina DeLuca, Francoise Guilbault and
Marilyn Sheldon.

Finally, a well deserved thank you to our closest assistants, Jacques J.M.
Shore, Law and Constitutional Issues; Cynthia Williams and her successor
Karen Jackson, Politics and Institutions of Government; and 1. Lilla
Connidis, Economics. We appreciate not only their individual contribu-
tion to each research area, but also their cooperative contribution to the
research program and the Commission.

IVAN BERNIER
ALAN CAIRNS
DAvID C. SMITH
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Domestic Policies and the International
Economic Environment: An Introduction

RODERICK HILL AND JOHN WHALLEY

This volume of research papers of the Research Advisory Group on Trade
Policy (Economics) contains summaries of two research symposia held
by the group, seven papers presented at the symposia, and three other
studies commissioned separately.

The three non-symposium studies presented here examine the relation-
ship of domestic policies to the external environment. They cover three
policy areas: foreign business investment in Canada, studied by Edward
Safarian; Canadian immigration policy, studied by William Marr and
Michael Percy; and export insurance and finance, studied by André
Raynauld. The three studies all reflect the need for policies to be designed
to take account of the ways in which Canada’s external environment influ-
ences the domestic economy. This may be taken as a central theme of this
collection of studies.

Canadian Policies Toward
Foreign Investment in Canada

The relatively high level of foreign direct investment by multinational enter-
prises (MNEs) in Canada has an important effect on the domestic economy.
In his paper on government policies toward foreign investment, Edward
Safarian notes that the level of foreign investment in Canada has been
changing significantly over the last two decades. Both foreign control and
foreign ownership of Canadian industry have declined and Canadian direct
investments abroad as a percentage of direct investments by foreigners
in Canada have risen from 25 percent in 1974 to 54 percent in 1983. Canada
therefore has an interest in the activities of MNEs both as a home and as
a host country.

Hill & Whalley 1



Edward Safarian reviews both theoretical developments and empirical
evidence concerning the benefits and costs of foreign direct investment
to developed host countries such as Canada. He concludes that
macroeconomic benefits are both possible and likely, especially through
a gain in tax revenue. Microeconomic issues are also examined. The effects
of MNEs on competition, productivity, exports, imports and the genera-
tion and diffusion of innovations are reviewed. Safarian suggests that many
of the unfavourable conclusions often reached about the impacts of MNEs
seem unwarranted.

Sovereignty issues such as extraterritoriality or the intervention of MNEs
in domestic political activity are also discussed. Safarian finds that it is
not possible to draw general conclusions; instead, these questions must
be considered case by case.

While Safarian concludes that net benefits to Canada are likely to result
from foreign investment, their size depends on the policies followed. He
therefore examines the efficacy of policies directed toward MNEs by suc-
cessive Canadian governments. Experience with the Foreign Investment
Review Agency and the National Energy Program is summarized, and
issues involving ownership policies and review mechanisms are analyzed.

Safarian argues that Canada’s policy stance needs rethinking. In place
of policies aimed specifically at foreign-owned firms, he believes more
general policies aimed at improving the market and cost environment of
all firms are more beneficial. Such an approach would be consistent with
the results of studies showing that the poor performance of firms is due
largely to underlying environmental factors. It would also be consistent
with Canada’s changing investment position.

Canadian Immigration Policy

Immigration policies have influenced the nature of modern Canadian
society and the rate of economic growth in Canada. The paper by William
Marr and Michael Percy reviews the effects of immigration policy on
Canada’s growth performance, and particularly on growth rates of income
per capita of Canadian residents.

The general stance of Canadian immigration policy has been expan-
sionary for most of the country’s history. This has reflected the prevail-
ing view over many decades that immigration has positive effects. In recent
years, however, this view has changed, and immigration policy has become
more restrictive.

Marr and Percy survey the literature on the question of whether immi-
gration improves the well-being of Canadian residents, and they conclude
that there are no simple answers. It has been claimed, for example, that
economies of scale may be better exploited by having a larger population.
But as Marr and Percy point out, these benefits may be more simply and
effectively captured through increased trade liberalization. Marr and Percy
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also examine the effects of immigration rates on labour force participa-
tion rates, educational expenditures, the age structure of the population,
and other variables.

The authors conclude that any realistic change in the rate of immigra-
tion is likely to have a small impact on Canada. They note, for example,
that the consequences of varying the rate of immigration on per capita
incomes may not be particularly great. The authors point out that this
conclusion does not imply that immigration policy is unimportant.
Humanitarian and social considerations have been and will continue to
be significant determinants of the stance of Canadian policy.

Canadian Programs for Export Insurance
and Finance

The key role in the financing of Canadian trade is played by commercial
banks. Ninety percent of this trade relies on short-term financing, an area
dominated by commercial bank activity. Government agencies such as the
Canadian Wheat Board and Crown corporations extend credit to pur-
chasers of Canadian exports, especially those in developing countries. The
Export Development Corporation (EDC), established in 1969 by the federal
government to replace the earlier Export Credit Insurance Corporation,
is also a notable participant in export finance.

The insurance and loan programs of the EDC are the focus of the paper
by André Raynauld. The insurance activities of the EDC are modest com-
pared with those of other countries. This is attributed to the high level
of trade with the United States as well as to the high level of intra-firm
trade.

The EDC also provides subsidized credit to certain foreign purchasers.
Raynauld estimates this subsidy, on average, at about 5 percent of the
value of loans, based on 1982 data. He then estimates the economic cost
of these loans at between $318 million and $443 million, the actual value
of the estimate depending on the assumptions used. The overall cost of
EDC activity is estimated at $500 million for 1982. Raynauld examines the
rationale for such export subsidies and finds them somewhat unconvinc-
ing. A number of suggestions are made for changes in the role played by
the EDC.

Internal Policies and the
External Environment

Adjustments take place in labour, capital and financial markets in response
to a wide variety of shocks. These shocks may be of domestic or external
origin and may originate from changes in policies or a variety of other
causes. As the focus of the research program was on Canada’s linkages
to its external environment, attention was directed toward adjustment to
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changes in both domestic and foreign trade policy and those from other
external sources.

The first research symposium dealt with the adjustment of workers and
firms to changes in trade policies and external shocks, and issues surround-
ing the design of adjustment policies. Four of the papers presented at that
symposium are included in the present volume, along with a staff paper
summarizing the proceedings. A symposium paper by John Baldwin and
Paul Gorecki on the nature and causes of the industrial adjustment expe-
rienced by the Canadian manufacturing sector in the 1970s is included
in Canada - United States Free Trade, Volume 11 of the Commission’s
research series.

A staff paper by Roderick Hill reviews the issues raised at the sym-
posium. The various sources of pressures for structural adjustment are
explained, and the experience with adjustment policies in both Canada
and the United States is summarized. The rationale for and the design
of adjustment policies toward both workers and firms are also outlined.

The trade adjustment assistance experience in the United States is
assessed in a paper by David Richardson. He argues that the U.S. pro-
gram is not as ineffective in facilitating adjustment as is often claimed.
The arguments for directing adjustment policies toward workers or firms
are evaluated. Richardson finds the case for providing adjustment
assistance to workers more compelling.

Matthew Robertson and Alex Grey provide estimates of the impact of
trade changes on employment in Canada. Their intent is to give some indi-
cation of the magnitude of the adjustments with which trade-related worker
adjustment programs have to cope. They provide an overview of the pro-
grams that have been used in Canada and evaluate their effectiveness. As
structural and cyclical factors are difficult to separate in layoff situations,
experience in Canada seems to indicate that adjustment assistance pro-
grams have proved difficult to target.

Adjustment policies in Canada have also been directed toward firms.
One aspect of this is intervention by governments to bail out failing firms.
Michael Trebilcock investigates the circumstances under which govern-
ment intervention to save a firm could be justified. He then analyzes the
alternative bailout instruments among which governments must choose
if a course of intervention is invoked. A number of suggestions are made
concerning ways to reduce the numbers of firms becoming candidates for
bailouts.

Finally, a paper by the Department of Regional Industrial Expansion
(DRIE) reviews DRIE adjustment programs. These programs, directed
primarily toward firms, come in universal, sector-specific, community and
regional forms.

A second symposium focussed on the adjustment of foreign exchange
and financial markets to various shocks, including both changes in fiscal
policy and changes in trade policies. The implications of adjustments in
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foreign exchange markets for trade flows and pressures for changes in
trade policy were discussed. A symposium summary and three symposium
papers are included in this volume. A paper by David Burgess on the
response of foreign direct investment flows to a bilateral trade liberaliza-
tion, which was presented at this symposium, appears in Canada - United
States Free Trade.

The nature of exchange rate misalignments and their effects on trade
flows are explored in a paper presented by John Williamson. The paper
analyzes the options open to policy makers in dealing with misalignments.
Williamson concludes that there is little that Canada can do on its own;
instead, other countries would have to cooperate by changing their
behaviour.

David Richardson’s paper explains the ways that exchange rate
movements can create increased pressures for protection as a result of their
effects on employment, profits and resource allocation. While temporary
protection may seem attractive, there is a danger that it could become per-
manent — an outcome that would result in added resource misallocation
costs. Like Williamson, Richardson sees asset market policies as the best
approach for dealing with exchange rate misalignments.

Trade liberalization, such as the creation of a free trade area with the
United States, would also require adjustments in the foreign exchange
market. David Longworth examines the nature of the long-run and short-
run movements in exchange rates that might occur. While one cannot say
a priori which way the exchange rate would move, there is no reason to
expect any instability in the long run. Longworth discusses the exchange
rate policy considerations that would face the Bank of Canada in the event
of such a trade policy change.
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Government Control of Foreign
Business Investment

A.E. SAFARIAN

Introduction

Governments in Canada and elsewhere have responded in many different
ways to the challenges posed by inward foreign direct investment (FDI)
and foreign-owned multinational enterprises (MNEs).! More recently,
some concerns have arisen about the effects of domestically controlled
MNEs. This paper examines the effects of MNEs and of the various types
of policy instruments used to control them. After considering the inter-
national literature on these issues, particularly for the more developed
countries, it assesses Canada’s policy position.

Internalization theory suggests that there are important advantages from
the firm’s viewpoint in developing and transferring techniques through
the organizational form of the MNE rather than through markets or con-
tract. This strategy is particularly useful in the case of newer or more com-
plex techniques.

From the viewpoint of a developed host country such as Canada, both
theory and evidence suggest that the most likely consequences for national
welfare of such investment are macroeconomic benefits, the size depend-
ing on the policies followed by the host country, in particular in terms
of taxation and competition. Sovereignty issues, although not clear-cut,
may be an offset to such gains in some circumstances. General conclu-
sions on the microeconomic impact of MNEs are more difficult to sustain
on present evidence. In particular, there is no strong evidence for a view
widely held in Canada that foreign control in itself leads to ‘‘truncated’’
subsidiaries with negative welfare effects.

Two types of policy instruments are analyzed in detail. Ownership
policies close a sector partly or wholly, and may involve purchase of exist-
ing foreign-owned assets. Domestic ownership and control are achieved,
economic rents accrue to domestic owners, and there is probably more
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policy leverage over the firms involved. The costs of such an approach
can be substantial, depending on how it is financed, the response of
domestic entrepreneurship, and the risks of retaliation. The importance
of good policy design is underlined by contrasting the experience of
Australian natural resources policy with the much riskier approach adopted
in Canada’s National Energy Program. Some of the objectives of such
an approach, it may be noted, can be achieved by tax and subsidy policies.

Review of the performance of MNEs in Canada is based on the con-
cept of truncation noted above. Experience in Canada and abroad sug-
gests that it is extremely difficult to assure net benefit by such detailed
review procedures. Moreover, other countries are likely to protest that
this is being done at their expense. Canada’s procedures have been sharply
modified as a result of these and other problems, but the law remains
intact.

An alternative approach to such discretionary policies aimed at foreign-
owned firms would be to concentrate more on the general policies aimed
at all firms which meet the specifications of the law. This could be applied
to such policies as those on competition, trade, taxation and expenditures
on research. The objective would be to better the performance of all firms
by improving their market and cost environment. Such an approach would
be more consistent with Canada’s changed position as a significant home
country for MNEs and a relatively less attractive host country. It would
also allow Canada to pursue MNE issues in a more convincing way in
various bilateral and international settings and organizations.

Strategies of Multinational Enterprises

In devising appropriate policies for any particular country, it is of some
importance to understand, among other factors, the strategies of the MNEs
with respect to their decision to invest abroad rather than at home, the
foreign locations in which they make their investment, and the organiza-
tional form in which techniques are transferred. Without such understand-
ing, it is difficult to comment on the feasibility and/or trade-offs involved
in any particular policy decision, since the reactions of different types of
firms cannot be predicted. The theory of FDI and of MNE operation is not
in a fully defined form, but some points are worth noting.

The Evidence from Recent Trends

There are a number of statistical problems in measuring stocks and flows
of direct investment capital, notably the extent to which retained earn-
ings are included in the latter. Certain points stand out, nevertheless.
Both inward and outward flows and stocks are highly concentrated.
About 95 percent of recorded outward flows of FDI in the 1970s were from
member countries of the Organization for Economic Cooperation and
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Development (OECD). While MNEs from developing countries have
increased in size, many are still relatively small. Tables 2-1 and 2-2 show
stock and flow data for 13 of the major developed market economies.
Seven of these countries accounted for 92 percent of the total outward
flows shown in the late 1970s — the United States, West Germany, Japan,
the Netherlands, Britain, France, and Canada, in descending order. Data
on the stock of direct investment abroad confirm this concentration, adding
Switzerland to this group. The U.S. share of total outward flows for the
13 countries shown has fallen sharply from 61 percent in the early 1960s
to 29 percent in the late 1970s and 22 percent in the early 1980s, while
shares for West Germany, the Netherlands, Japan, and Canada have risen
considerably.

At the same time, the OECD countries as a whole have accounted for
about three-quarters of the recorded global inward flows of capital. The
top seven recipients among these had 88 percent of the flows for such
developed market economies during the late 1970s. The distribution of
the stock of inward direct investment was wider, however, reflecting earlier
patterns of flows and retained earnings. There are quite dramatic changes
in the distribution of such inward flows between the early 1960s, the late
1970s, and the early 1980s. The U.S. share rose from 3 to 27 to 41 percent
during the respective periods, making that country by the far the largest
recipient of such flows. Canada’s share, by contrast, fell from 16 percent
in the early 1960s to 3 percent in the late 1970s, from almost the largest
share to among the smallest for the countries shown, before turning to
a negative figure in the early 1980s. As for direct investment in the develop-
ing countries, ten of them (Brazil, Mexico, Argentina, Peru, Malaysia,
India, Hong Kong, Singapore, Taiwan, and the Philippines) had almost
two-thirds of the inward stock of such investment in 1978, excluding here
the tax havens, major petroleum producers, and southern Europe. Most
of the ten are among the higher-income developing countries.

Foreign ownership of industry now is significant in a wide variety of
countries. Canada is in an unusual situation in this respect, having a high
level of ownership of capital in industry according to international stan-
dards, but one which has undergone a considerable decline during the
1970s.2 Data for other countries vary in coverage and timing, but a few
observations can be made.? Only a few of the relatively high-income
market economies (Australia, Belgium, Ireland) have as much as 40 per-
cent of their manufacturing capital in companies owned by non-residents.
Such firms in Australia during the late 1970s, for example, accounted for
about half of the reserves of crude oil, natural gas and natural gas liquids,
86 percent of petroleum refining, 40 to 50 percent of various base metals
and black coal, and about two-thirds of aluminum and aluminum pro-
cessing (Australia, Foreign Investment Review Board, 1982, pp. 65-67).
Several developed countries (Italy, France, West Germany and Britain)
have between 20 and 30 percent of the capital in their manufacturing owned
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abroad, and others such as Sweden and Norway are at or over the 10 per-
cent level, while the United States and Japan record around 5 percent
foreign-owned. There is a wide variation in foreign ownership of manufac-
turing in developing countries, as the flow and stock data noted earlier
might suggest. Percentages of 40 percent and more of assets or sales for
one or more years during the 1970s have been reported for Malaysia,
Nigeria, Colombia, Brazil, Ghana, Turkey and South Africa; and shares
of at least 30 percent are reported for Argentina, Singapore and Mexico;
but most others are far below these figures.

It may be noted that MNEs tend to concentrate in some high technology
industries within manufacturing such as electrical machinery, transport
and chemicals, as well as in some raw material and a few service sectors.
In such cases, the foreign ownership of an industry will frequently be much
higher than the data above indicate, even for countries where overall
foreign ownership of industry is low.

Internationalization appears to have increased during the 1970s. One
measure is the data on the foreign content of the 382 largest industrial
MNES, as noted in Table 2-3. One consequence is the increase in the share
of international trade accounted for by intra-firm trade. Importing firms
related by ownership to exporting firms in 1977 accounted for about half
of U.S. imports from all countries. This figure is heavily affected by U.S.
petroleum imports and by the Canada-United States Automotive Products
Agreement. Nevertheless, among several other Canadian industries, more
than half of U.S. imports from Canada are intra-firm (Lavergne and
Helleiner, 1983; Economic Council of Canada, 1983a, p. 95). A survey
covering about half the sales of foreign-owned firms in Canada shows
that about four-fifths of both exports to and imports from the United
States by the late 1970s were intra-firm transactions (Economic Council
of Canada, 1983b, p. 22). Such intra-firm trade may be less responsive
than arm’s-length trade to changes in relative prices (Goldsborough, 1981).

One interpretation of the data noted above is presented by Michalet
(1983). His examination of the data suggest that multinational investment
(including retained earnings) has resisted the slow economic growth of the
1970s far better than domestic investment, and that the profitability of
MNEs appears to have exceeded that of domestic firms. All of this cor-
responds with a selective pattern of MNE investment by country and sec-
tor, with relatively few industrial countries and six developing countries
dominating the flows. He sees the strategy of the MNE as a search for sec-
tors of efficient specialization and rapid growth on a world market but
within the MNE, a strategy geared to remaining competitive and, in some
cases, to surviving. Hence the relatively good growth and profit perfor-
mance to date.
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TABLE 2-3 Average Foreign Content of the Operations of the
World’s Largest Industrial Corporations, 1971, 1976

and 1980
Total Foreign Foreign Share
(Millions of U.S. Dollars) (Percent)

Sales

1971 1,769 527 30

1976 3,797 1,339 35

1980 7,084 2,822 40
Net assets

1971 956 300 31

1976 1,475 423 29

1980 2,417 803 33
Net earnings

1971 83 41 49

1976 150 65 43

1980 266 140 53
Employment

1971 61,318 23,958 39

1976 63,297 27,002 43

1980 68,669 31,914 46
Exports

1971 271 — —

1976 695 —_ —

1980 1,344 — —

Source: United Nations, Transnational Corporations in World Development: Third Survey
(New York: Centre on Transnational Corporations, 1983) p. 48.

The Evidence from Theory

One of the central issues in the theory of FDI is why the firm goes abroad
through subsidiaries instead of using markets (exports, for example) or
a form of contract (such as licences). These other means of transferring
the knowledge of the firm have the advantage of avoiding many of the
costs of learning to cope with a different environment or with a geograph-
ically decentralized management.

The answer provided by ‘internalization” theory is that the specific
advantages a firm has, especially in its less tangible factors of produc-
tion, are often best exploited through other firms rather than through
markets or contracts.* These intangible assets involve quite specific prop-
erty rights, such as patents, but can extend to knowledge in any aspect

Safarian 13



of its activities. The markets for transferring these assets are often imper-
fect, where they exist. They may involve training or transfer of personnel
or other forms of activity which are costly even within firms but more
so outside them.5 In other cases, the firm may fear opportunistic
behaviour by others, such as imitation of its knowledge by a licensee. In
principle, both horizontal and vertical integration can be encompassed
in such an approach. The possible advantages of internalization can extend
to the use of differential pricing by markets, avoiding the costs of bilateral
bargaining or of buyer uncertainty, and the use of transfer pricing to
minimize the effects of tariffs, tax differences, exchange controls, and other
government policies. It would be far more difficult, if not impossible, to
get agreement on such matters among independent parties in different
countries, much less to assure that they are carried out when the interests
of such parties differ. There are costs to internalization, such as com-
munication and administrative problems, as well as an increased likelihood
of government intervention when internalization across national frontiers
creates a foreign-owned firm. Where the interdependence between buyers
and sellers in different countries is substantial but these costs are not,
wealth-maximizing behaviour by firms is likely to lead to internalization
by merger, expansion in the form of new subsidiaries or through existing
ones, preference for majority joint ventures, and similar organizations
where the equity is controlled.

It is important to note that from the viewpoint of national or interna-
tional welfare (as distinct from that of the firm), one cannot predict a
priori whether internalization leads to positive outcomes. The presump-
tion that it might not do so is evident in the work of Hymer (1960) who
emphasizes the ways in which firms might create imperfections — for
example, by restricting international competition — in order to increase
the returns on their intangible assets. The presumption that it might
increase welfare is evident in the work of a number of writers who regard
MNES as a response to imperfections in either the markets for the factors
transferred and/or those created by government policies (Buckley and
Casson, 1976; Rugman, 1982). In particular, Johnson (1970) emphasizes
the incentives, by way of temporary monopoly, which are considered
necessary for the creation of knowledge. He also underlines the dilemma
that, once created, rapid distribution is usually socially desirable. This work
is related to Vernon’s (1979) use of the product cycle, which suggests that
innovations are tested close to home, transmitted abroad first through
export and then through direct investment, imitated as the technology is
standardized, and imported to the originating country. While a later ver-
sion of Vernon’s study emphasizes more rapid maturing and imitation,
the MNE is seen as continuing to play an important role in developing and
transmitting technology.

A number of tests tend to confirm the internalization approach to
explaining MNE behaviour. Vernon (1979) and Davidson (1979) use a large
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set of data on U.S. parents and subsidiaries covering 30 years to look at
where and when new investments are made, as well as the forms in which
they are made. Their studies suggest a process where uncertainty is reduced
and information costs are minimized — for example, by expansion in lines
with which they are most familiar at home and to countries with which
they are already familiar abroad. Davidson and McFetridge (1984) use
this material to show that the international transfer of techniques is more
likely to be through subsidiaries when the market alternative is relatively
costly — for example, where the technology is relatively new or more
sophisticated.

These studies suggest also that the probability of internal transfer
declined after 1970. There is evidence elsewhere also, though not as com-
plete as one would wish, that there has been some spread in recent years
in non-equity forms of international association, such as arm’s-length
licences, turnkey projects, and minority-controlled joint ventures (United
Nations, 1983a, pp. 40-46). In such cases, however, the MNEs remain the
main sources of the transfers, while acting through forms other than wholly
owned or majority-controlled firms. This development probably reflects
several factors: the preferences of many host country governments; the
widening set of home countries and of the industries involved; and the
desire of many MNEs in some industries to spread risk and acquire access
to the technologies of other MNEs.

As noted above, the question of the form of organization is distinct
from the question of the countries in which to locate. More information
on the latter comes from a series of surveys summarized in Dunning (1973)
and Grosse (1980, p. 48). Not surprisingly, market potential plays a major
role in these studies. This includes the size and growth of the national
market and the attempt to maintain market share in the face of a threat
to home-market exports and/or competition in the host country. Again
not surprisingly, various cost factors also play a role, such as the avail-
ability and cost of labour and raw materials. In terms of direct public
policy, such variables as the general attitude to foreign investment, the
degree of political stability, and the question of exchange controls or finan-
cial restrictions are significant. Tax rates or structure show up on a number
of tests. In Root and Ahmed (1978), the corporation tax rate is the
strongest policy variable among a number of developing countries, once
one standardizes for the economic potential of the country. Financial
inducements to invest do not show up strongly in the general studies, but
are significant in a number of the country or regional studies. They may
have played a larger role during the recent years of slower economic
growth.

Some hypotheses about the responsiveness to national policies are
developed in the Steuer et al. (1973, ch. 8) report, with emphasis on the
various types of MNEs. Briefly, these hypotheses suggest that the greater
the international division of labour for an MNE, the more centralized its
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control structure, the less likely it is to respond to host country directives,
and the more the governments of the latter will have to invest in ‘‘persua-
sion costs.”” In practice, parent/subsidiary and MNE/government relations
are more complex than this, as Steuer et al. recognize and as other studies
bear out. Nevertheless, the authors find some limited support for the
hypotheses. Doz (1980) more recently finds that there is also more
resistance to national policies within firms which have undergone ration-
alization on an international basis than in those which largely serve national
markets. It may be added that Safarian (1966, p. 93) finds that the sub-
sidiaries with the narrowest range of products (both fully processed and
manufactured) relative to the parent were the most closely supervised.

The Consequences for National Welfare

Given the objective of global wealth maximization and assumptions about
competition and information, economic theory generally supports the free
movement of goods and factors. Standard exceptions in the case of goods
involve optimal tariff and tax intervention and infant industry subsidies,
all within certain assumptions. FDI, however, includes non-competitive
assumptions concerning imperfections in markets for intangible assets
which are exploited by oligopolistic firms. The MNE may be looked at as
a way to overcome these imperfections or it may simply add to them, as
noted earlier. In this latter case, policy intervention against the MNE can
be justified on the usual anti-monopoly grounds, but it may be necessary
to invoke it at an international level if it is to be effective. In the former
case, if the imperfections are due to government policies such as tariffs,
we are into a world of second best. Markusen and Melvin (1979) show
formally that, given a distortion such as a tariff in the investing country,
capital movement can reduce world real income as well as the income of
one or both of the countries considered.

This particular argument could apply to either portfolio or direct invest-
ment. In the case of FDI, three other arguments have been made. First,
it is claimed that significant foreign ownership can affect national
sovereignty. Second, benefits from firm activity can be captured by the
firm or can fall outside the country, rather than accrue to domestic fac-
tors or to the host government. This is perhaps most clearly seen in the
case of natural resource investment, where the existence of considerable
uncertainty suggests a range for bargaining over rents rather than a single
supply price for each level of investment. Johnson (1970) suggests that
this is a more general case, while warning that it may be very difficult
to translate into clear policy gains. Markusen (1981) shows that when the
MNE does raise world real income, the distribution of monopoly profits
determines the distribution of gains between countries. At one limit, where
the MNE can enter the host country costlessly and all profits are
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repatriated, the host country can lose, since the MNE and the home coun-
try, rather than host country entrepreneurs, are the ones who capture the
monopoly rents.® Third, it has been argued that continued reliance on
MNE investment leads to a structure of industry which serves the interests
of the home countries more than those of host countries.

This paper can consider only briefly the evidence on these issues. Before
doing so, three caveats are in order. First, it is difficult to sort out the
effects of FDI from other determinants of economic activity, yet necessary
to do so where policy issues are to be addressed. This is all the more so
when the MNE has become the touchstone for an extraordinary range of
claims. It is particularly important to sort out what may be the effects
of the firms’ behaviour from what may be the effects of the economic
and social environment or of public policy. Second, when one has decided
that public policy is necessary, the choice of appropriate instrument still
remains and, as will be underlined below, is critical to the welfare out-
comes. Third, some have argued that the protection of groups competing
with MNEs is often a more important influence on policy than are the
broader questions of national interest, which are addressed below. These
latter two points will be examined below in considering the choice of policy
instrument.

The Question of Sovereignty

The most important concern in sovereignty has been extraterritoriality —
that is, the extension of law and policy abroad through MNEs. There have
been many such examples, including the U.S. Trading with the Enemy
Act, the application of anti-trust decisions to corporations abroad, and
restrictions by the United States on the export of gas pipeline technology
to the U.S.S.R. via subsidiaries and licensees located abroad. While U.S.
examples are most frequently cited, this is by no means a U.S. monopoly.
West German cartel law, for example, explicitly applies to non-residents
if German interests are affected.

The issue has proven intractable because both sides are trying to pro-
tect what they consider vital interests. The United States argues that its
own law or policy interests would be subverted if it could not reach sub-
sidiaries abroad, while host governments are adamant that such subsidiaries
be responsive to their law or policy interests. It should be noted that this
is a quarrel between sovereigns, with the MNE in the position of not being
able to accede to both demands. Nevertheless, it has not escaped the
resulting criticism. Such overlapping of jurisdictional problems is usually
settled by treaty, as with taxation. In this case, the problem has been too
complex for such resolution to date, and countries have resorted to
unilateral prohibitions to the firms involved.’

A different but related issue is the lessening of public decision-making
capacity given a large MNE presence or certain kinds of MNE activity. This
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can occur in a variety of ways. The most direct is through intervention
by foreign governments or MNEs in domestic political activity, going well
beyond the lobbying in which all governments and many firms engage.
This is rare in Canada so far as one knows, but is more frequent in some
developing countries.® There is no question that the MNE has become a
major aspect of the interdependence between Canada and the United States
and as a result it has become involved in many controversies, whether as
an instrument of interstate conflict or as an autonomous actor. Leyton-
Brown (1974) examines in detail 21 such cases of conflict involving MNEs
between 1945-71, and concludes that the Canadian government has been
satisfied with the outcome of a majority of the most important cases.
Unfortunately, no comparable study exists for the more recent years, when
relations between the two countries became less predictable.

There is clearly a whole range of regulatory, fiscal, and monetary policies
where governments rely on the responses of firms to achieve their objec-
tives. Some writers argue that some types of MNEs may be less respon-
sive to such national policies and hence require higher investment in
persuasion costs by government for attaining any given objective. The
reasoning is that MNEs plan their investments to some extent on a global
basis, as distinct from those companies whose markets or factors are largely
domestically based. They may also be more mobile, if only at the margin,
because information costs for other locations are already known or are
easier to acquire. There are counter-arguments to take into account. MNEs
may be more responsive to some policies if in fact they are more mobile.
Regional development incentives are a case in point. The choices offered
by enhanced wealth, where this occurs, are clearly not unrelated to defini-
tions of independence. Where domestic firms also are becoming more
multinational, one needs increasingly to ask whether the deciding factor
is based on the market or factor source of the firm or on its ownership.
Some growing concerns of home countries about excessive investment
abroad are noted below. In brief, it is difficult to consider this question
without citing specific circumstances or policy instruments.

Macroeconomic Effects

The major economic concerns of host governments, as noted earlier, are
that the gains from multinational production may accrue more to the firm
or abroad, and that continued reliance on MNEs may lead to a structure
of industry that is more favourable to home countries. These related issues
are conveniently discussed under the familiar headings of macroeconomic
and microeconomic issues. The most important macro issues include
growth, taxation and the balance of payments.

Turning to growth issues first, it is well to begin by emphasizing the
potential net benefits available from FDI for a relatively developed host
country such as Canada. If that were not the case, the policy issue would
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be much simpler — in fact, the great majority of non-communist coun-
tries accept and even encourage such investment, albeit conditionally. The
question is an empirical one of how much FDI contributes to the tradi-
tional sources of economic growth by way of capital flows and retained
earnings; by access to better techniques of production, distribution, and
finance; by scale economies and spillovers to domestic firms; and by less
risky market access (MacDougall, 1960). The direct costs are income paid
out in dividends, royalties, and other forms. Unlike portfolio investment,
there is no set term for direct investment. So long as the subsidiary suc-
ceeds and some of its profit is retained locally, the liability to foreigners
will increase (as will its domestic base) without an inflow of capital.® The
actual net domestic gains from FDI can appear as higher real wages or
employment, lower prices or better quality, and more tax revenue. How
far the gains are realized in practice depends on the reactions of private
agents of production and on domestic policy. The technical improvements
could be contained in the firms when competition is weak, for example,
and tax revenue could be handed back as subsidies. In brief, public policy
is critical to the domestic welfare outcome. Moreover, the fact of net gains,
if demonstrable, does not necessarily mean they could not be achieved

in other ways at lower economic or non-economic cost.
Several studies in Canada have used basically neoclassical growth models

to measure such net gains (Penner, 1966; Helliwell and Broadbent, 1972;
Powrie, 1978). All conclude they are positive, although Powrie in par-
ticular finds that they are relatively small. All of the estimates make strong
assumptions — for example, that one can buy on the market at no extra
cost what one receives through MNE investment. Much of the theory and
evidence presented elsewhere in this study challenges this assumption.
Other studies have confirmed that the tax revenue gain is potentially
a substantial one. The reason is that the tax laws of many countries allow
a foreign tax credit so as to avoid double taxation. In such circumstances,
the taxes paid by a subsidiary to a host country can be credited in the
home country up to the tax rate levied by that country on income earned
abroad. Tax on the latter, moreover, is usually deferred until the income
is actually paid to the parent. Not surprisingly, tax rates have tended to
converge in many countries. Also not surprisingly, this has become an
issue in countries such as the United States which have much investment
abroad and relatively little investment from abroad. Grubel (1974) presents
evidence which indicates that U.S. investments abroad in manufacturing
in the 1960s ‘‘do not clearly raise United States welfare and may have
lowered it”” (p. 486). In his model, the United States gains from foreign
investment if the foreign rate of return exceeds the domestic rate by a
percentage in excess of the foreign tax rate. In the case of U.S. invest-
ment abroad, close to 90 percent of the tax is taken by the host countries
(Musgrave, 1975, 107-108). Estimates by Jenkins (1979) of the tax gain
to Canada from foreign investment between 1965 and 1974 varied between
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1.5 percent and 2.5 percent of GNP, depending on the assumptions made
on how far foreign capital inflow either leads to capital outflow and/or
displaces imports.

Taxation questions loom large in policy issues relevant to MNEs. They
are an important aspect of the Canadian government’s view on appropriate
policy toward foreign-owned oil and gas firms. One particular issue —
the opportunities for transfer pricing — deserves further comment. As
noted earlier, economic activity between related parties offers opportunities
for minimizing the effects of government intervention in ways which go
far beyond those possible between unrelated parties. For example, Horst
(1971) shows that, subject to certain assumptions, an MNE which is maxi-
mizing global profits can minimize customs duties on exports to a host
country through a low transfer price to the subsidiary, except when the
tax difference between the host and home countries exceeds the tariff rate.
A number of studies for both developing and developed host countries
confirm significant transfer pricing practices, often in an attempt to limit
the impact of such policies as constraints on the payment of profits abroad
and price ceilings, but also to exploit less competitive situations (Lall, 1973;
Kopits, 1976).1° It is worth noting that home countries also have such
concerns — for example, with regard to the tax revenue effects of under-
pricing of technology exports. Using a series of simulations, Quirin and
Mathewson (1979) conclude that the scope for transfer pricing practices
in current Canadian circumstances is limited. But they believe that the
scope would increase, given the present corporate tax systems in Canada
and the United States, should further moves to freer trade be made. U.S.
and Canadian tax authorities have been cooperating since 1977 in mak-
ing their tax audits of MNEs in an attempt to diminish serious problems
with information and other matters. These joint audits appear to apply
only when an MNE has operations in both Canada and the United States
and uses a tax haven elsewhere: in other words, they do not extend to
transfer pricing involving only Canada and the United States (Brean, 1984,
pp. 112-13).

In an attempt to deal with a lack of reliable information and/or transfer
pricing, and to increase local tax revenues, 12 U.S. states have used unitary
taxes. In contrast with conventional accounting to allocate corporate
income among jurisdictions, the unitary method applies the proportion
of the corporation’s activities in the state (such as percentage of sales,
payroll, and sales) to the corporation’s overall income. This method has
been upheld by the U.S. Supreme Court, so far as U.S.-based MNEs are
concerned, in a test case involving California. It has been strenuously
opposed by the United States and foreign governments because of con-
cerns about double taxation and for other reasons. The U.S. government
is attempting to deal with the issue by proposing that there be more cor-
porate disclosure to state governments (Brean, 1984, pp. 121-23).
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As noted above, tax in the home country is generally deferred until actual
payment. This gives an incentive to reinvest subsidiary earnings abroad,
so as to postpone paying home country tax. In effect, capital export is
encouraged since reinvested earnings are a relatively low-cost source of
finance. There are some potentially important consequences from such
a bias to capital export: host countries gain more capital and home coun-
tries less, production processes are more capital intensive, and subsidiaries
enjoy a capital cost advantage relative to their competitors. There has been
some difference of opinion, however, on the extent of the tax loss to the
United States from the deferral provisions.!!

One more concern can be mentioned briefly, and that is the balance
of payments effects of direct investment. Unlike debt investment, where
there is a discrete point at which payment or refinancing becomes due and
where the monetary cost is fixed, equity investment involves continued
growth so long as the subsidiary is profitable and some earnings are
retained. Hence, the question arises of the ability to finance transfers
abroad, as well as related issues such as the income and employment effects
of direct investment. Two comprehensive examinations of this issue are
made by Hufbauer and Adler (1968) and by Reddaway et al. (1968). In
both cases, the critical question turns out to be whether foreign direct
investment substitutes for or supplements investment in the home and host
countries. If one assumes that, from a home country perspective, such
outward direct investment is defensive in nature (because it displaces home
exports, but could be matched by host or third country investment before
long), then the home country’s balance of payments shows favourable
effects within reasonably short periods from direct investment abroad.
When a plant is built abroad which would not have existed otherwise for
some time, however, the balance of payments effects are negative from
the home country’s viewpoint. We may note that the second case, which
corresponds more to investment in developing countries, is examined also
by Lall and Streeten (1977) with pessimistic conclusions from a host coun-
try viewpoint. Their model is less complete, however. Perhaps the most
recent and detailed study of the issue is by Frank and Freeman (1978),
who make estimates of the substitution issue noted above for 21 U.S. indus-
tries. They conclude that FDI abroad does lead to a net job loss in the
United States, though it is small as a percentage of total unemployment.
However, they believe that less lenient tax treatment of outward FDI is
the correct policy, rather than restriction of such investment, if only
because of the risk of retaliation. Despite the longstanding importance
of inward FDI for Canada and the growing importance on the outward
side, no models comparable to those above have been developed specific-
ally for Canada.

The longer-term outcomes noted here can be considerably modified by
the nature of the host country’s fiscal and monetary reaction to capital
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inflows. More specifically, criticism in recent years has occurred over the
desirability of net inflows of capital in periods of sustained excess capacity,
the argument being that, in such circumstances, there is a domestic alter-
native to borrowing foreign savings (Wilkinson, 1979). In considering what
would be necessary to exploit this alternative, it is important to distinguish
portfolio from direct investment. The latter can occur without capital
transfers, in the sense that the foreign firm may borrow capital in Canada
to use with its techniques; developing substitutes for such techniques is
not the same thing as developing or using substitutes for foreign savings.

Microeconomic Issues

Three issues have received considerable attention in terms of the effects
of MNEs on economic performance of industry — namely, competition
effects, productivity, and the effects on foreign trade and the develop-
ment of innovative capacity.

Competition effects are obviously of interest since the entire theory of
FDI is built around oligopolistic interdependence. The welfare effects can-
not be predicted in any general sense, as noted above. But there is some
evidence that MNEs are very effective in overcoming barriers to entry where
these are large. Thus, one study shows that foreign enterprises enter indus-
tries with low or high entry barriers to the same extent, whereas domestic
firms concentrate more on industries with low entry barriers (Gorecki,
1976b). It may be noted, however, that where entry is by merger, the effects
on competition are harder to predict for either set of firms. The relation-
ship between foreign ownership and concentration (not necessarily a good
proxy for welfare results) is ambiguous: concentration in U.S. industry
appears to encourage foreign investment in Canada, but size of firms
appears to explain much of the existence of foreign ownership in concen-
trated Canadian industries (Caves et al., 1980, pp. 87-92; Rosenbluth,
1970). None of this, it should be emphasized, demonstrates that there are
no issues of competition policy which are especially relevant to MNEs.
Extraterritoriality in the area of antitrust, as noted earlier, is but one
example, and some industries are composed very largely of MNEs. The
available evidence simply does not point to a general case across industries,
one way or the other, as Caves et al. conclude after detailed analysis
(pp. 377-99).

If one turns to the effects of foreign ownership on productivity, the
existing tests show a positive association, although this is not a uniform
conclusion. Caves et al. (1980, ch. 10) conclude that the relationship
between foreign ownership and Canadian technical efficiency is positive
but weak. Caves (1974) and Globerman (1979a) find some evidence that
productivity in subsidiaries spills over into the independent firms. These
results have been partially contradicted by Saunders (1980) and Wilkin-
son (1982). More detailed estimates have confirmed a positive link between
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foreign ownership and productivity. Baldwin and Gorecki (1983c,
pp. 54-65, 108-16) correct some of the earlier findings which appeared
to show that foreign ownership contributed to product diversity and to
lack of specialization, with consequently high unit costs of production.
Their work shows that, when allowance is made for other variables, U.S.-
owned plants are more specialized than Canadian-owned ones in most
cases. MacCharles (1978) finds a significantly lower cost of administrative
organization for foreign-owned firms than those which are Canadian-
owned. This difference reflects purchases of knowledge by the former from
parent firms at prices which are low because the economies of scale
associated with its production have been exhausted. However, the dif-
ference is concentrated in the smaller Canadian-owned firms.

Much attention has been paid in Canada and elsewhere to the effects
of MNEs on exports, imports, and innovation capacity, all of which play
an important part in the processes of economic adjustment and growth.
In Canada, the concept of ‘‘truncation’’ has come to play a significant
role in policy on FDI and MNEs. It was given currency by Levitt (1970),
played a central role in the Gray Report (1972), which laid the basis for
the Foreign Investment Review Act, and is emphasized in several studies
for the Science Council of Canada. Briefly, the argument is that substan-
tial and continued foreign ownership leads to heavy reliance on imported
managerial and technical inputs, either directly or through imports of
goods embodying these. The results are important gaps in Canada’s capac-
ity to produce these items and a dampening of innovation and of entre-
preneurship generally.

This argument is similar to the concept of dependency, which plays an
important role in Latin American literature on foreign investment and
trade. There are a number of ways to test it. In Canada, various writers
focus on exports, imports, and research and development spending in
Canada as proxies for the variables involved, despite the ambiguities in
welfare terms of changes in these. The ideas were first tested by Safarian
(1966) who, while emphasizing a number of important differences in other
respects, concludes that average performance on exports and on research
and development is not statistically different between domestic and foreign-
owned firms, but that imports are higher for the latter. There have been
many tests since, some with more sophisticated data and models, which
tend to confirm the results on exports and on imports, but give mixed
results on research and development.!? The debate has been much
advanced by a series of studies by the Economic Council of Canada
(1983a), which has shifted the emphasis from research and development
to the much broader issue of the generation and diffusion of innovations.
The Council’s work gives a more optimistic view of technical capacity and
activity in Canada than do earlier studies. This flows in part from recogni-
tion of the differences in industry structure here and abroad, the impor-
tance of access to knowledge (including that from abroad) and its rapid
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dissemination, and the different roles played by domestic and foreign-
owned firms in the process of producing and distributing knowledge.

That being said, it is important to add that some of the results noted
can be interpreted as evidence of inferior performance by both sets of
firms. Moreover, evidence about the same U.S. firms in Europe would
not support a claim of poor economic performance compared with
domestic firms: often the contrary is the case (Safarian, 1979, p. 325).
Finally, there is other evidence that Canada may not have optimized the
potential gain from technology diffusion which arises from a large MNE
presence, probably in part for reasons noted in the next paragraph.
Mansfield and Romeo (1980) show for a sample of technology exports
by U.S. parent companies that the average lag is 6 years for subsidiaries
in the developed countries, 10 for subsidiaries in developing countries,
and 13 for technology export to joint ventures or independent licensees.
Similarly, the Economic Council of Canada’s work on the spread of inno-
vations shows that lags tend to be greater for internal development or
acquisition outside the firm, compared with intra-firm transfer between
affiliates (Economic Council of Canada, 1983a, pp. 56-57; McMullen,
1982). Despite this, the Council believes, on the basis of case studies, that
technical change diffuses more slowly into (and through) Canada than
in other western developed nations (p. 61).

One of the more serious problems with the ‘‘truncation’” approach is
that there is an alternative explanation for the observed problems of
economic performance, which has had substantial and usually positive
tests over time. What is often called the Eastman-Stykolt (1967) hypothesis
indicates that oligopolistic decision making in a small protected market
with weak competition policies is likely to encourage entry at an ineffi-
cient scale, the multiplication of product lines, and high unit costs.!* Such
firms are likely to have problems in competing internationally and to have
less incentive to introduce innovations. Inappropriate industrial policies
rather than FDI are seen in this case as the primary reason for poor
economic performance by all firms, domestic and foreign-owned. There
is a long list of tests one can cite leading to these conclusions, apart from
that by Eastman and Stykolt: for example, the Economic Council of
Canada (1975, ch. 6), Daly and Globerman (1976), Gupta (1979) and, most
recently and comprehensively, Harris and Cox (1983) and Baldwin and
Gorecki (1983c, pp. 108-16). The last of these is particularly emphatic
in rejecting foreign ownership as a reason for the excessive product diver-
sity and short production runs in Canadian industry.

Home Country Interests

The assumption running through much of the above is that the host coun-
try’s overall economic interest is the issue, subject to sovereignty ques-
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tions. In fact, home countries voice concerns that are often the reverse
of the above.

One need hardly underline the argument that home countries may ques-
tion the gains from (excessive) outward direct investment. The argument
has long since been made that if new investment abroad reduces the return
to existing foreign owners — something that private investors may overlook
— the home country can gain by a tax on capital exports. Where there
is concern about domestic employment effects of FDI abroad, and on the
important assumption that an investment opportunity abroad would not
otherwise be pre-empted by others, some home countries attempt to per-
suade their MNEs to continue exporting for a time. As noted above, the
balance of payments effects (and the income and employment effects) of
FDI for a home country depend heavily on the question of whether such

TABLE 2-4 Flows of Foreign Direct Investment to and from Canada,

1960-832
Foreign Direct Canadian Direct Ditfercuce
Investment in Canada® Investment Abroad
(Millions of Canadian Dollars)

1960 670 50 620
1961 560 80 480
1962 505 105 400
1963 280 135 145
1964 270 95 175
1965 535 125 410
1966 790 5 785
1967 691 125 566
1968 590 225 365
1969 720 370 350
1970 905 313 592
1971 925 230 695
1972 620 400 220
1973 830 770 60
1974 845 810 35
1975 725 915 —-190
1976 —300 590 —890
1977 475 740 —265
1978 85 2,150 —2,065
1979 675 2,350 —1,675
1980 800 3,150 -2,350
1981 —4,400 6,900 —11,300
1982 —1,425 200 -1,625
1983 200 2,525 —2,325

Source: Statistics Canada Quarterly Estimates of the Canadian Balance of International
Payments, (Ottawa: Supply and Services Canada, Various issues).

a. Data exclude retained earnings.

b. Includes both gross flows of such direct investment and gross outflows by Canadians
to buy foreign-owned subsidiaries in Canada. A similar interpretation applies to Cana-
dian direct investment abroad.
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investment is defensive or not. Moreover, under present taxation arrange-
ments, one can argue that too much investment occurs abroad or, alter-
natively, that the host countries gain most in tax and other terms. There
are also political consequences for home-country relations with host coun-
tries that are sometimes useful and sometimes painful from a foreign policy
viewpoint.

What may need emphasis is that Canada’s interests in this regard are
changing. Foreign ownership of Canadian industry, while relatively high,
has been falling for a decade or more. Retained earnings will keep these
figures up for some time. Canada’s share of inward FDI flows from the
OECD has fallen from about 16 percent to a negative figure over the past
20 years, and for almost a decade the outward flows have significantly
exceeded inward flows (Tables 2-2 and 2-4). As noted below in the con-
clusions section, the stock of Canadian direct investment abroad is now
over half of the amount of foreign investment in Canada, and the out-
ward stock is heavily concentrated in the United States. About half of
our manufactured exports go through intra-firm trade. Developing and
protecting that growing stake will have to command more attention as
time goes by.

Summary

Internalization theory suggests there are important advantages from the
firm’s viewpoint in developing and transferring techniques through the
organizational form of the MNE rather than through markets or contract.
This is particularly so for newer or more complex techniques. From the
viewpoint of a developed host country such as Canada, both theory and
evidence suggest that the most likely outcome of such investment is
macroeconomic benefits, with their size depending on the policies of the
host country regarding taxation in particular. Sovereignty issues, although
not one-sided, may be an offset to such gains in some circumstances. In
terms of economic performance at a micro level, general conclusions on
the impact of MNEs (often seen as negative in Canada) seem unwarranted.
In particular, the view that subsidiaries are ‘‘truncated’’ when compared
with independent firms does not stand up well in statistical terms. It also
suffers from serious ambiguities in welfare terms which suggest, for exam-
ple, that it is always better to do research or to produce in Canada than
to import technology or goods. More convincing is evidence that, where
both sets of firms can be defined to perform poorly, much of the respon-
sibility lies with long-term policies.

In brief, macroeconomic analysis suggests that gains are likely and
microeconomic analysis that gains are possible, while sovereignty costs
are not inevitable. In assuring net gains, in other words, everything depends
on the appropriateness of the policy response to FDI and to MNEs and to
business activity in general. The rest of this study deals with this question.

26 Safarian



Canada’s Policies

Foreign ownership of Canadian industry remains high by world standards,
although it has declined considerably over the past decade. U.S.-based
firms account for most of that ownership. The fact that foreign owner-
ship of Canadian industry is unusually high is due in part to the fact that
Canada’s sole neighbour for practical economic purposes was for a long
time the source of most of the world’s direct investment capital. As the
studies by Vernon and Davidson (1979), and Davidson and McFetridge
(1984) show statistically, such U.S. parent firms preferred investing in
Canada and parts of Latin America at first, which accounts for the rela-
tively high foreign ownership figures one sees in a number of those coun-
tries. More recently, as the data flows suggest, they have preferred invest-
ing in Europe, Asia, and Africa.

Concerns about the political and economic effects have been voiced per-
sistently since the late 1950s in Canada, as well as in some earlier periods
of Canadian history. During the 1960s and early 1970s, a wide range of
legislation was adopted by the federal and provincial governments. A
major further policy was enacted in the National Energy Program
announced in 1980. In this section, the major Canadian policies are out-
lined. In the following section, the different types of policy instruments
are compared and some brief comparisons are made with policies in other
countries. Two types of policies that are potentially the most important
in their overall effects for Canada — review mechanisms directed to
economic performance, and ownership and control measures — are given
most emphasis.

Summary of Policies

There are a considerable number of federal and provincial measures in
effect which are explicitly directed to the performance of foreign-owned
firms or to influencing their ownership or control.!4 The attempt to
increase the capacity of Canadians to undertake more of the investment
which takes place in Canada has been a motive for many types of policy.
Sometimes it is voiced indirectly or as an accompaniment to other objec-
tives: for example, investment in education and skills, improvements in
capital markets, and general support for technical improvements. On occa-
sion, these measures to increase Canadian capacities are linked fairly
directly to the desire to limit non-resident ownership or to increase that
by residents. The arguments for dividend tax credits, and the limitations
on investment abroad by pension funds, in each case reflected such objec-
tives. The abolition of federal estate taxes was partly in response to the
view that its payment often compelled sale of businesses to foreign cor-
porations, among others.!> An even more direct link to an attempt to
reduce foreign takeovers was the decision to allow the deduction, as an
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expense for purposes of taxation, of the interest paid on funds borrowed
to finance the purchase of shares in other firms — a procedure permitted
in the United States well before it was allowed in Canada. The easing of
rules on equity investments by various types of financial institutions in
recent decades was partly for similar reasons. The establishment of insti-
tutions such as the Canada Development Corporation was predicated in
part on the view that there were deficiencies in Canadian capital markets
— namely, a scarcity of large-scale venture capital vehicles under Cana-
dian control. This type of measure overlaps with those explicitly directed
to increasing domestic ownership and control, as noted below.

A wide range of measures specifically aimed at ownership and control
are in effect. By far the most important device is to partly or wholly close
a sector to foreign ownership, sometimes with a grandfather clause for
existing firms. There is now a significant number of such ‘‘key’’ sectors.
In the case of the federal government, there are limitations on the foreign
ownership of companies in broadcasting, newspapers, insurance, trust and
loan companies, and chartered banks. In the last of these, an attempt was
made to limit foreign ownership of any one bank to 25 percent, but this
legislation gave way to legislation limiting the size and growth of the
foreign-owned bank sector and also subjecting it to central bank regula-
tions. Limitations on foreign ownership are written into legislation in a
number of other industries: for example, mining leases in the Northwest
Territories are restricted to Canadians and to firms with 50 percent share
ownership by Canadians, and fishing licences or leases are not given to
foreign-owned firms.

The provinces have also instituted ownership policies in a number of
areas under their jurisdiction. Examples are book and magazine distribu-
tion in Ontario and Quebec, transportation companies in Ontario, finan-
cial sectors under provincial jurisdiction in most provinces, and access to
public land in some cases. Several provinces restrict ‘‘foreign’’ ownership
of land, or levy higher taxes on transfers of land to or between foreign
owners, including both individuals and foreign-owned subsidiaries: in some
cases the restriction on ownership is extra-provincial and not simply non-
Canadian. Foreign investment is limited in many public corporations.

Domestic ownership can be influenced by tax measures also. The 1963
budget gave a modest boost in this direction by lowering the withholding
tax on investment income paid abroad for companies with a degree of
Canadian ownership, namely, 25 percent or more. Limitation of adver-
tising expense deductions for periodicals deemed not to be Canadian issues,
along with other measures, were used in a protracted effort to support
Canadian-owned periodicals. Federal policies in energy will be considered
more fully below.

It should be emphasized that much of the legislation noted above, includ-
ing that on energy, is aimed at achieving effective control of the organiza-
tion by residents, and not simply ownership of shares.
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The major legislation on economic performance is the Foreign Invest-
ment Review Act, which will be considered later. Improved information
and voluntary guidelines of behaviour were developed prior to enactment
of this legislation particularly through the Corporations and Labour
Unions Returns Act. This latter act is applicable to all non-financial firms
above a certain size but gives some detail on those owned abroad. One
can note also the federal and some provincial requirements that, with some
qualifications, a majority of the directors of a business corporation must
be resident Canadians. The governments hoped that this would influence
decisions on subsidiary behaviour to Canada’s advantage.

Some examples of differential treatment toward an MNE after it is
established in the host country include higher tax on transfers of real estate
to non-residents and to foreign-controlled firms in Ontario and Quebec,
and the treatment of licences for fisheries. Other examples are measures
to exclude foreign-owned firms from enjoying a lower rate of federal tax
for small business, or grants for mineral exploration in northern federal
territories or government advertising contracts in Ontario. The most impor-
tant case, however, is the National Energy Program, noted below.

In the past, Canada has attempted to work out with the United States
agreed procedures on some issues involving extraterritoriality. One agree-
ment was for prior notification when anti-trust rulings would affect the
other country’s residents. Another was an arrangement whereby a sub-
sidiary’s officers could apply to the U.S. government, through the parent,
for approval of a particular export order where the United States did not
allow its own residents to export to the country involved. Not much is
known about how these procedures have worked in practice, but the erup-
tion of the issues from time to time suggests that they have remained
unsolved. Amendments to Canada’s Combines Investigation Act in 1975
empowered the relevant Commission to nullify the effect in Canada of
decisions by foreign courts or tribunals which adversely affect Canadian
interests. In May 1984, the federal government introduced legislation which
would allow it to prohibit a Canadian subsidiary of a foreign-owned firm
from complying with extraterritorial measures more generally. The pro-
posed law would also empower the government to seize records in Canada
for safekeeping if deemed necessary. This legislation is aimed in part at
prohibiting in Canada a fact-finding process, which is an important part
of U.S. anti-trust law. Several other countries have similar laws. Britain,
for example, has passed legislation to prohibit disclosure of information
in foreign anti-trust cases and to allow recovery of treble damage awards
in British courts.!6

Many governments are not interested in keeping FDI out, beyond the
often important use of closed sectors. They are interested rather in influenc-
ing its form, as with encouragement for joint ventures, or in enhancing
its development effects. In keeping with this emphasis, particularly in
periods of slower growth, a wide variety of fiscal incentives are available
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to MNEs. Neither the federal nor provincial governments design such
investment incentives solely with FDI in mind. MNE reactions are likely
to be important at times, however, since they can be the sole or main poten-
tial recipients in some sectors or provinces, because discretion exists in
awarding some types of incentives, and because international subsidy com-
petition (especially with U.S. states) is often present.

An important aspect of international policy is the taxation agreements
with other countries regarding the treatment of income paid abroad. The
growing cooperation between Canada and the U.S. is noted above in the
case of transfer pricing practices as they affect tax revenue. Canada and
the United States agreed to revision of the 1942 tax treaty in 1980 after
many years of negotiation, but the treaty was not ratified until 1984. The
delay in ratification was due in part to unrelated problems in Canada-
U.S. relations during the early 1980s. Bird and Brean (1984) note that
Canada’s position in these negotiations was based to a considerable extent
on its historical position as a large net capital importer, namely, to main-
tain the right to levy relatively high taxes on income paid abroad and to
increase domestic ownership. They go on to note that this position may
need rethinking in view of growing capital exports (pp. 5, 12).

There has long been a concern among OECD countries to reduce imped-
iments to capital flows, as witnessed by the OECD Code on Liberalization
of Capital Movements, adopted in 1961. Unlike all but a few other member
countries, Canada delayed signing this code until 1984. In 1976, a set of
concerns more closely related to MNEs was addressed in the OECD’s adop-
tion of a Declaration and Decisions on International Investment and
Multinational Enterprises. Essentially, this established guidelines for MNE
activities reflecting the concerns of national entities, and also recommended
non-discriminatory treatment of MNEs by national governments. The pro-
visions are not binding, except in regard to the OECD’s decisions on
notification and consultation. Canada signed the declaration but main-
tained a qualification on the issue of non-discriminatory treatment.

FIRA and NEP!7

The major policy instruments in effect in Canada, with the possible excep-
tion of the general tax position vis-a-vis the United States, are the Foreign
Investment Review Act and the legislation comprising the National Energy
Program. The central argument for the former is the concept of ‘‘trunca-
tion”’ of subsidiaries as outlined and analyzed in the preceding section.
The Foreign Investment Review Agency (FIRA) was established under the
act, and is responsible to the Minister of Industry, Trade and Commerce.
The Minister must recommend to Cabinet on all reviewable applications
for FDI. Essentially, this covers all acquisitions and every establishment
of a new business in Canada by foreign-controlled entities except
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» where the acquired business is in a field related to an established business
of the acquiror in Canada and has gross assets not exceeding $250,000
and gross revenues not exceeding $3 million; or

 in the case of a new business in a line related to an established Cana-
dian business.

It will be noted that the agency does not review the major activity of such
firms, namely, their expansion in existing lines of business: the exceptions
are where merger occurs beyond the size limits noted, or where the owner-
ship of the parent changes. Review is conducted in order to assess whether
significant benefits occur for Canada as defined in a published set of
criteria, and includes consultation (but not a veto power) with the rele-
vant province or provinces.!8 Allowances and disallowances are publish-
ed individually, as are the principal factors of assessment indicating benefit
in the case of the former only. The agency is required to monitor the plans
and undertakings provided by the investors in their proposals for review.
In some cases these have been renegotiated, but it does not appear that
prosecutions have been launched for non-compliance with undertakings,
as distinct from prosecutions for alleged failure to submit to the review
process.

The government in 1980 announced that it planned both to allow the
agency to advertise intended acquisitions and to subsidize competing bids
by Canadian owners. Plans were also announced to monitor the perfor-
mance of existing foreign-owned firms which, except as noted above, are
not subject to review. All of this was set aside during the course of the
tensions which developed with the United States and other countries over
the National Energy Program, the growing criticism of the agency’s pro-
cedures, and perhaps doubts about the feasibility of the plans. The agen-
cy’s operations during 1982-83 were substantially changed to clarify the
bases of its decisions and to simplify and speed up its procedures, among
other ways. In the process, the rate of rejection of proposals for resolved
new business and acquisition cases has fallen from 10 percent and 12 per-
cent respectively during 1980-82, to about 5 percent in 1982-83.19

Both federal and provincial government participation in the resources
sector have a long history in Canada. The establishment of the Canada
Development Corporation in the early 1970s, for example, was partly to
encourage Canadian public and private investment in natural resource
development. The provinces, which have jurisdiction over management
of natural resources in their public domain, have developed various forms
of public ownership, participation, and regulation. The turbulence in
energy markets in the 1970s led to several federal initiatives in this area,
notably the decisions to maintain Canadian oil and gas prices well below
world levels and to establish Petro-Canada and the Petroleum Monitor-
ing Agency. All of this culminated in the National Energy Program of
1980, a program with a variety of major objectives including a substan-
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tial increase of Canadian ownership and control of oil and gas revenues.

The stated major reason for the planned increase in Canadian owner-
ship of the industry was the desire to capture more of the economic rent
in Canada. The government’s position was that the major planned price
increases would give substantial rent to an industry which was largely
foreign-owned. It was also argued that the existing system of depletion
allowances, which was available to all firms but utilized mainly by inte-
grated MNEs with downstream profits, meant that the latter were the major
beneficiaries. A further objective was greater domestic control of
petroleum firms as distinct from ownership; specifically, the government
wished to have more influence on the direction and speed of development
of the industry, and to have assurance of more domestic purchasing and
research than it believed would otherwise occur (Canada, Dept. of Energy,
Mines and Resources, 1980).

The specific objective set was to reduce foreign ownership of oil and
gas revenues from about 70 to 50 percent by 1990.20 This was to be
achieved partly by expanding the public sector, specifically by introduc-
ing a special energy tax to be used by Petro-Canada or other public firms
to buy some of the MNEs. In addition, the system of depletion allowances
for exploration and development was largely replaced by incentive grants.
In areas of federal jurisdiction, these grants increase for companies hav-
ing more than 50 percent Canadian ownership, to the point where a com-
pany with 75 percent Canadian ownership can get 80 percent of explora-
tion and development expenses paid by the government. There must be
50 percent Canadian ownership at the production stage in the case of such
federal lands. Finally, provision was made to reserve a 25 percent Crown
interest in all petroleum rights for all firms on federal lands (including
those held by private Canadian interests) with some payments for work
done to date. These provisions are basically unchanged, despite modifica-
tion or deferment of some other parts of the program.

The Choice of Policy Instruments

In this section, the policy instruments which have been used in Canada
are analyzed with emphasis on two major types — namely, closed sectors
or ownership-oriented policies and performance review. In each case, a
few international comparisons are also made. These are kept brief since
they are analyzed in other studies.?! It is well to note that differences
among countries might limit the relevance of such comparisons. Govern-
ments tend to be sensitive of their status as capital exporters and importers,
for example, both in general and with respect to FDI.?2 Canada has long
pointed to her role as the major host country for FDI, reserving her right
to regulate it, to increase tax revenue from it, and so on. The United States,
as the major home country, has attempted to persuade others not to
discriminate against such firms, and favours lower withholding taxes on
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income paid out, and so on. Neither country takes a single stance, of
course; Canadian governments are conscious of the benefits, and U.S.
governments of the costs, of their inward and outward sides, respectively.
Moreover, their roles as net importer and net exporter of FDI are chang-
ing, as noted earlier.

Ownership Policies

The decision to close a sector or activity completely to FDI and to buy
out any existing foreign-owned firms is the strongest position a country
can take. In some countries, such sectors or activities are fairly well defined
in law: Canada, the United States, Switzerland, Norway, and Sweden are
examples. Many other states rely on review mechanisms and other methods
to define these, sometimes in an ad hoc manner. It is important to note
that public ownership of industry, while not necessarily directed at foreign
ownership, can restrict access by both foreign and domestic private firms.
There may be a monopoly for publicly owned firms in some cases and,
where this is not so, private firms are often unwilling to compete against
what may be favoured public firms.

In closing a sector to foreign-owned firms, a government achieves its
objectives of domestic ownership and control of firms while allowing for
any exceptions made for existing firms or partial buy-outs. It thus has
more assurance that economic rents accrue to domestic owners, and it can
probably secure more leverage in persuading firms to carry out its policies.
The qualifications in the previous sentence are not unimportant: locally
owned firms may also use transfer pricing if tax and other circumstances
so indicate, and they cannot disregard other aspects of their economic envi-
ronment, for example. Let us grant that a government may secure some
advantages as noted. Such a policy, however, does not recognize any trade-
off between the benefits from domestic ownership on the one hand, and
the possible economic gains to be derived from foreign investment on the
other. It removes competition from foreign firms and, if it is in a non-
traded sector, from imports as well. The equivalent in policy on foreign
trade would be a zero quota on imports. Whether economic costs are
substantial will depend on how quickly and efficiently the supply of
domestic private and public entrepreneurship responds in this sector,
specifically in terms of filling any resulting gap in access to techniques.

Some important policy issues arise with such an approach (Safarian,
1983b, pp. 55-62). First, the economic argument is similar to the infant
industry argument, but the protection is for domestic ownership rather
than for domestic production. Whether the limited economic argument
one can make for infant-industry-type protection can win out over all the
pressures which build up in the process — such as problems of monopoliza-
tion and pressures to keep protection where inefficiency results — is a
moot point, but tariff history is not encouraging. Second, where a sector
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is reserved or MNEs are required to share ownership, large rents can be
created for domestic owners, rents which the government may attempt
to tax away. Third, achieving ownership is not the same thing as achiev-
ing control. Where reliance on imports, techniques, markets, and so forth
continues, as it often does, not much may have changed beyond acquir-
ing an equity position on the one hand and, to finance it, a debt position
on the other, assuming compensation is paid. Finally, when firms in the
closed sectors go abroad, some questions of reciprocal market access can
arise in other countries.

The sector need not be closed fully, of course. Some existing foreign-
owned firms may be allowed to stay. The domestically owned firms may
be encouraged to import techniques through capital goods and a variety
of forms of contract, which could be imperfect substitutes for techniques
imported through MNEs. The latter tend to be newer and/or more com-
plex products and technologies and to be transmitted earlier. MNEs are
unlikely to transfer these through licences or minority joint venture
positions.

Such reserved sectors tend to be concentrated in certain sectors such
as defence industries, closely regulated industries such as transport and
finance, industries related to cultural identity such as media, and some
natural resource sectors. They go well beyond these to cover a wide variety
of sectors not easily classified. The reasons for government policies are
complex, involving situations where private ownership may be considered
unworkable, as well as arguments for national independence and identity
and pressures by local interests to minimize competition. What also stands
out, however, is that none of the developed countries except Japan has
attempted to keep MNEs out of the sectors in manufacturing where they
concentrate most heavily, namely, chemicals, electrical machinery, non-
electrical machinery, and some specific areas such as automobiles. Where
exceptions exist in these sectors, as in the British and French computer
industries, they have tended to be by partial exclusion or by subsidies to
domestic firms. It may be that the cost of nationalization and of develop-
ing local substitutes in these sectors is high, as internalization theory
suggests.

Governments often take a different view to the field of natural resources
where MNEs also cluster. Sometimes they believe the benefits offered
through MNEs can be matched relatively quickly and at less cost at home
or abroad; sometimes they attempt to capture more rent or to develop
larger internal linkages, often because they believe a firm has little
resistance to offer, once it has developed the resource. Vernon (1971, ch. 2)
calls this the “‘obsolescing bargain’’ between state and firm in the develop-
ment of natural resources. There was a wave of nationalizations during
the 1960s and early 1970s, notably in the developing countries. Increas-
ingly, except for the oil nationalizations, governments have turned to tax-
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ation, increased developmental requirements on processing and other fac-
tors, and more domestic participation in ownership and/or control (Caves,
1982, pp. 121-25).

Australia and Canada developed policies on ownership of resources only
in the 1970s and 1980s, and in ways which provide some interesting con-
trasts in policy design. The Canadian government’s approach, as noted
earlier, involved substantial fiscal incentives for both public and private
firms to purchase foreign-owned assets. The overall costs of so doing
depend on a number of variables, specifically: the price paid for the asset;
the likely expected value of the income from the asset; the interest cost
of capital used for the purchase; resources used directly to administer the
policy; and retaliation or other forms of disruption in relations with other
governments, including those of the provinces. Against these must be set
the expected gains — specifically, more domestic ownership and control
(private and public) in what was expected to be a rising rent sector, and
the leverage on such matters as sourcing for the major projects, which
was expected to follow. The domestic share of ownership has risen quite
significantly since the program began and is likely to continue rising, given
the incentives already noted to purchase foreign-owned assets and to
encourage more participation by Canadian-owned firms. While none of
the major integrated MNEs has sold the major part of its Canadian assets
to date, Petro-Canada’s purchases have turned it into an important inte-
grated firm.

The other variables noted above are all negative in the short term, how-
ever, and the economically depressing effects of some will linger for years.
Prices paid for the firms appear in a number of cases to have been well
over the premiums on stock market prices which are customary for such
mergers. The expected value of income from the assets fell as the reces-
sion deepened and oil prices declined. Interest rates shot up in 1981 in
real and nominal terms, and have stayed high in real terms. It has turned
out to be quite complex to administer the detailed ownership requirements
and some other aspects of the program. While the U.S. government finally
decided against direct retaliation, relations between the two countries
deteriorated significantly for a time in the face of a very hostile press and
opposition from Congress. Federal-provincial relations also deteriorated
sharply, but more because of other aspects of the NEP than the one
discussed here. The Canadian government has not changed the fundamen-
tal aspects of this part of the program, but it did modify payments for
the 25 percent Crown interest. It also underlined that this was a special
program designed to cope with problems in a major sector and not to be
repeated elsewhere, and it set aside plans to strengthen FIRA. Increased
leverage on sourcing for major projects had to be modified also, partly
because these melted away with the declining price of oil and partly because
the General Agreement on Tariffs and Trade (GATT) now limits such
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leverage by governments. Like other countries, however, Canada does
require that Canadian sources of supply be considered on a competitive
basis.

In 1981, the cost of identified takeovers was $7.5 billion. Canadian
ownership of petroleum revenues rose almost 7 percentage points in one
year, with 60 percent of this increase in the public sector. The effects of
these takeovers on the foreign share of net rent may have been negligible,
however, if one assumes a real after-tax opportunity cost of 7 percent.
In other words, the prices paid for the takeovers were too high to allow
such a return in the years afterward (Helliwell et al., 1983, p. 28).

At least some of the problems which arose may be due to the way in
which this policy was introduced, namely, as part of a budget process,
which involved secrecy. There was little or no substantive input to the
specific measures from other departments of the federal government, pro-
vincial governments, or from private interests, although the broad direc-
tions of federal government policy were certainly clear for some time
beforehand.

Australia is an example of a country which also developed policy rather
late in this area. Because it concentrated only on ownership of future proj-
ects rather than purchase of existing assets, however, it had more downside
protection in the event forecasts went wrong. It would also work more
slowly in terms of decreasing foreign ownership, and thus would not
increase domestic ownership as quickly as the Canadian government had
wished. Briefly, policy evolved over the first half of the 1970s with the
reservation of a number of sectors for Australian control, the establish-
ment of an Australian Resources Development Bank and an Industry
Development Corporation, and the gradual development of screening for
both takeovers and new businesses. A clear policy has been in effect since
1976. Except for the smallest projects, those involving foreign-owned firms
in the natural resources sector must pass two tests: they must not be against
the national interest; and there must be at least 50 percent Australian equity
and voting power on the board. If it can be demonstrated that Australian
participation is not available and/or would delay the development seriously,
the project can go ahead, but the 50 percent participation must be achieved
within a few years. This participation rule does not apply to exploration,
though it is encouraged. In the case of uranium, 75 percent Australian
participation is generally the norm. It may be noted that in 1982, in 20
of the 55 new projects where approval was given, it was conditional on
meeting the participation requirement later. Where takeovers are involved,
and especially if other benefits are deemed to be low, retention of some
Australian ownership is often recommended. In addition to Australian
ownership, some care is taken to assure that export pricing is consistent
with Australian tax law. The states have the constitutional power to make
deals in resource development, but the federal government’s powers on
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export prices, grants, and foreign borrowing strongly influence the
terms.??

It is well to add that concentration on the new projects is not costless,
since capital used for this purpose does have an opportunity cost, and
it must be imported in non-equity forms when Australians cannot supply
it. Particularly during earlier years, the 50 percent rule may have created
significant windfall gains for the Australian private interests involved —
gains only partially shared with government since there is no capital gains
tax.

A new Labour government in 1983 has been reviewing these policies
and has tightened up in some areas, notably in rejecting some proposed
mergers which might have been approved earlier and in allowing fewer
deferrals on the 50 percent participation rule. The new government is also
introducing a resource rent tax, but how this will work and how far it
will serve as a substitute for private sector participation is not clear. In
the meantime, one can note that Australia has had substantial net capital
inflows for much of the past decade while foreign ownership appears to
have declined (Safarian, 1983b, pp. 9-14).

Review Mechanisms

The economic case for some sort of review was noted earlier: it is deemed
a corrective for the distortions to markets resulting from the decisions in
large oligopolistic firms, particularly since these are multinational. Hence,
benefits may spill out of national jurisdictions and costs spill in. The
evidence on ‘‘truncation’’ is not particularly convincing, as noted above
and as suggested by studies on the economic performance of nationally
owned and foreign-owned firms in Canada. Moreover, there is support
for an alternative and much stronger explanation of performance.
Even if one does not agree with that conclusion, however, two problems
remain. The first is just how far a bargaining process is likely to succeed
with such firms. In the case of natural resources, once establishment has
occurred and proven successful, governments have had some success in
reopening the terms because the firm is to some extent hostage to its envi-
ronment. This is far less likely to be the case in manufactures and ser-
vices, especially where relatively new or advanced technologies are
involved. It was noted earlier that governments have been careful not to
close sectors where substitutes for MNEs are harder to develop. The same
reasoning from internalization theory would suggest a variety of reactions
from MNEs faced with the kind of review process described earlier: for
example, such firms would be reluctant to decentralize some aspects of
their operations such as research and development, which are closely
related to the innovation process; they would resist sharing control where
such processes or products are involved, because it would mean diluting
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valuable property rights and/or making a complex process less effective;
and they would hesitate to export from a host country if ownership of
the subsidiary must be shared, given the possibility of exports from other
host countries or the home country where such is not the case. To put
it differently, one would expect that the review process would succeed in
extracting more benefits where the firms were already prepared to accede
to decentralizing some of these headquarter functions or activities, that
is, for mature products or processes where emulation by others was already
possible.

The second and related problem is the implementation of a review pro-
cess. This particular approach to assuring net benefit from FDI and from
a high degree of foreign ownership demands very detailed and skilled
analysis and a high degree of policy coordination if it is to clearly suc-
ceed. It is also likely to attract the attention of private groups and govern-
ments in other countries which believe the net benefits are being increased
at their expense.

The practical difficulties of such an approach are well exemplified in
Canada by the experience of FIRA. It has been criticized for the wide
degree of discretionary power involved combined with a lack of explicitness
on how it applied the criteria of benefit — which criteria were the more
important, how trade-offs were made among them, or what account was
taken of the macro effects of such micro review, for example. Part of
this opaqueness clearly results from a failure by the cabinet to clarify the
priorities for FIRA. However, there is also concern that a detailed review
of a large number of cases each year and the continuing monitoring of
a substantial number of undertakings by the firm is an unworkable pro-
cess. It does not clearly increase social benefits; it invites game playing
by the firms or their lawyers; it discourages some firms from new invest-
ments or mergers; it occasionally exacerbates federal-provincial relations,
and generally it gives both investors and foreign governments too negative
a view of the Canadian government’s position (Safarian, 1978; Schultz
et al., 1980; Globerman, 1979b; MacDowall, 1984; Conference Board and
Beckman, 1984). MacDowall notes that 11 percent of the foreign firms
which had seriously considered investment in Canada claimed to have been
deterred by foreign investment controls. Half of the firms interviewed in
the study by Beckman (mainly the larger ones and/or those in ‘‘sensitive’’
sectors) stated that FIRA hindered their investment plans in Canada by
delays or its apparent rigidity and for other reasons. At least some of these
problems have been alleviated by the reforms in the organization and
operation of the agency, which are noted above in the section on Canada’s
FIRA policies. One might infer from this earlier discussion that some
members of the Liberal government clearly did not accept these criticisms
as valid or important, and were prepared in 1980-81 to give the agency
a much broader role.
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The resistance from other countries finally took the form of a reference
to the GATT with respect to the undertakings on exports and on imports
which are given by firms to FIRA. The United States argued that these
trade-related investment measures were similar to tariffs, quotas, or sub-
sidies in that they distorted trade. Canada, however, argued that they were
not requirements, but were necessary to offset the bias against Canadian
production believed to exist in MNE activity. It was found that the under-
takings were contradictory to the GATT obligations in the case of imports
but not for exports. Canada has accepted this recommendation and is
modifying the agency’s procedures accordingly.

It is unlikely that the issue of trade-related investment measures will
be resolved by this case. A number of governments, most particularly the
United States, have argued for some time that many countries require
increases in exports and decreases in imports as a condition of receiving
a subsidy for investment or for approval to invest in a country or to merge.
The GATT does not explicitly cover such trade-related investment measures,
although some parts of it have been interpreted to apply to the case just
noted. The United States has argued that such measures cost it jobs, while
many others argue that they are an aspect of development planning in
a world where MNEs might favour other sources. Efforts to have the GATT
consider extending its coverage to these measures have met with con-
siderable resistance. Meanwhile, pressure continues in the U.S. Congress
for retaliation through “‘reciprocity’’ legislation against countries which
use such measures, whether they result from review mechanisms or invest-
ment incentives (Safarian, 1983a).

Experience elsewhere, at least among the developed countries, is not
much of a guide for possible improvements to FIRA. Some countries
require no authorization, except for that necessary for domestic firms when
a new investment or merger occurs. They may still have much law on the
subject, of course, notably in the case of merger provisions and anti-trust
policy in general, where some governments, such as the United States and
West Germany, are far more active than Canada. Such countries may also
have other forms of policy on FDI and MNEs: the United States has a well-
defined set of closed sectors, for example. Many countries require at least
information on establishment, often through exchange control provisions
which will alert other agencies of government to any particular problems
which may arise with FDI. Regular review agencies or committees exist
in countries such as Australia, France, Norway, Sweden, Japan, and many
developing countries. Some other developed countries attempt this less
formally. The literature on this topic mentions many problems in attempt-
ing to arrive at relatively clear and expeditious social cost-benefit analyses.
These problems arise partly because of the unwillingness or inability of
governments to define and rank their objectives clearly and to maintain
some consistency over time, and partly because evaluating large numbers
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of cases in relatively short periods has proven cumbersome, even in coun-
tries with a high level of administrative skills. It may be added that the
criteria in many countries are not made public, the review is by interdepart-
mental committees, outcomes are not published, and much appears to be
done in an ad hoc manner — all this despite the existence in some of them
of more economic planning, more centralization of government power,
and more public ownership than in Canada. It may well be that all of
this reflects a desire to maintain flexibility and an advantage in bargain-
ing with firms, and perhaps also to avoid the retaliation from others which
more explicit procedures could bring. Most of the literature suggests
strongly, however, that both the political process and the technical prob-
lems prevent fine tuning in this area beyond major project analyses.?*
The major exception to this position is the experience of Japan. Alone
among the developed countries, it followed a policy of allowing licensing
agreements, then joint ventures preferably controlled by Japanese firms.
At the same time, Japan enjoyed a rapid rate of growth and industrializa-
tion. On the surface, this experience would seem to contradict previously
mentioned problems in substituting efficiently for MNE investment.
However, the discussion above notes that the form of technology transfer
is only one of a number of issues involved in economic growth. It is well
recognized by now that Japanese society has characteristics which may
be difficult for others to emulate, assuming they wish to do so. In recent
years, Japan has taken a far more liberal approach to inward and out-
ward FDI, with the result that the number of such firms in Japan has
started to rise rapidly from a very low base. Japan has also begun to do
far more of its own research and development, rather than rely on other
countries for technology, as its industrial output has become more
technology-intensive (Safarian, 1983b, pp. 24-29, 60).

Some Alternative Policy Approaches

The analysis in the preceding section suggests that closing a sector in whole
or part, or purchasing many of the existing firms, are blunt instruments
with many drawbacks. They should be used only where the strongest
arguments can be made for establishing or extending a Canadian-owned
presence. Even then, there are alternative and often superior techniques
to be considered. One is a subsidy to firms owned nationally so that they
can maintain or increase their role. To the extent that the foreign-owned
firms stay, this policy has the effect of preserving the international price
and other conditions of sale, and also of preserving options for consumers
in other respects. The direct cost of the policy, via subsidies, is also appar-
ent. The subsidy has to be financed, however; hence, there may be negative
effects elsewhere. The form of the subsidy is important to its further
effects. Discrimination occurs against MNEs, though perhaps more accept-
ably, from their viewpoint, than a prohibition on entry. Still another alter-
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native for governments concerned about foreign owners capturing (ris-
ing) rents is to tax more fully, perhaps by a tax designed for the resource
sector, as suggested by Garnaut and Clunies-Ross (1983). Higher taxes
for all petroleum and gas firms were an integral part of the NEP, though
some taxes had to be postponed when prices fell. This instrument would
not be sufficient for a government wishing direct public control or influence
on the exploration and other decisions in the industry, as the government
felt was necessary with the NEP. The existence of Petro-Canada and a large
degree of regulation presumably supplies much of this control.

Turning to review mechanisms, the obvious question for most advanced
countries is why they do not use general policies — via taxes, expenditures,
regulation, or cooperation — to reach all firms, whatever their owner-
ship. This is especially of interest in an age when more domestic firms
are going multinational and are gradually presenting to governments some
of the same policy issues as are presented by foreign-owned MNEs, as the
discussion of home-country issues above noted. To the extent that firms
tend to respond to the economic setting, including policy, in broadly similar
and predictable ways, why should governments not rely more on across-
the-board fiscal policies or regulatory procedures designed to secure general
responses? Where ownership is given a high weight, this might be con-
sidered inappropriate but, as noted earlier, even here one can rely more
on subsidy to domestic firms or joint venture requirements, and less on
outright prohibition. The one general question which could arise is whether
MNEs would respond to such policies as fully as firms with largely national
bases; that is, would the costs of implementing such a policy be larger
where there are many MNEs? The discussion above concludes that no
general position can be taken on this. Implementation costs would be
greater in some cases with MNEs, for example with transfer pricing prob-
lems. In other cases, the reverse could be true — for example, they are
likely to be more responsive to some types of geographically oriented tax
incentives. Moreover, as domestic firms become more multinational, the
force of this argument weakens. Too much of the empirical evidence sug-
gests rational economic behaviour by firms (albeit sometimes not optimal
from a national viewpoint) to sustain the view that fiscal policies would
not work in many cases.

What such an approach would involve is targetting policies toward the
objectives now set for the review agency, perhaps reserving a residual power
to assess on a more integrated basis some larger or more sensitive proj-
ects. (Many of the latter are unlikely to escape such attention in any case,
except perhaps for ownership questions, given the host of regulatory bodies
involved in natural resources and some other sectors.) Thus, competition
policy, especially on mergers, would apply to all relevant takeovers,
perhaps strengthened to take further account of monopoly issues relating
to MNEs. Canada already has fiscal policies of various kinds to encourage
exports. If more such stimulus is considered desirable, it can be considered
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within the usual constraints for policies in this and other areas — what
reasoning supports such a move, what costs and benefits accrue, which
tax and/or expenditure instruments to use, which measures would be incon-
sistent with the GATT obligations, and so on. No doubt, particular insti-
tutional problems will remain to be addressed in other ways. Many Cana-
dians have long been concerned about the limited export franchises of
many subsidiaries, for example. That has more to do with the allocation
of patents (and the accompanying protection against imports) than some
seem prepared to admit. A study should therefore examine to what degree
Canada’s interests lie in supporting the present system of patent protec-
tion (see Berkowitz and Kotowitz, 1982, for example). One can make the
same point on research and development policy. Federal and provincial
governments in Canada now have a number of research and development
programs in place, which operate under similar checks on the effectiveness
of public expenditure and which also address particular institutional issues
such as research and product specialization within MNEs. Similar ques-
tions can be raised about each of the objectives or criteria of performance
set for the Foreign Investment Review Agency. The issues can be addressed
by general tax and expenditure policies, by regulatory bodies addressing
all firms, or by research and action on underlying institutional problems.

It is interesting to note that the Gray Report (1972) did not take excep-
tion to such an approach. On the contrary, its analysis led to the recom-
mendation that some of the objectives set — for example, to improve net
benefits from FDI — could be advanced through changing competition
policy, tax policy, tariff policy, research policy, and patent policy in ways
that advanced economic efficiency. The policies which were criticized were
ones which would increase Canadian ownership across all or large parts
of the Canadian economy, including both large-scale repatriations and
fixed rules on joint ventures or share ownership (pp. 431-32, ch. 27). The
reason for recommending administrative intervention on a case-by-case
basis was the belief that the above approach would not go far enough in
dealing with the issue of truncation. However, it was emphasized in the
report that the outcome of case-by-case interventions might be more pro-
tection for both foreign and Canadian-controlled firms unless both general
policy measures and selective ones were geared to creating ‘‘a more effec-
tive and more efficient Canadian economic environment’’ (p. 449).

In any event, there was fairly quick enactment of the review process,
probably stronger or earlier than originally planned by the government,
as part of the price for support of a minority government (Fayerweather,
1973, pp. 163-65). A decade later, most of the general policies could only
be considered to have been partially reformed, at best, so as to address
the objectives noted above. Indeed, a major extension of direct interven-
tion through the review process was considered in 1980 but was set aside,
in part because of the controversy over the energy program.
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Consideration of general policies raises many issues. The choice between
tax incentives and subsidies is complex, both in economic and political
terms. Company reactions are not always as expected, and there is a
revenue loss to be considered. Nevertheless, much of the evidence presented
at the beginning of this study suggests that firms are highly responsive
to market and cost opportunities, and also to the policy positions of
governments. The latter includes the stability of policy and its general
stance with regard to FDI, but also extends to some specific instruments
such as corporate income tax (for example, OECD, 1983, ch. 2). However,
it is also fair to say that not enough is known about the likely responses
of different types of firms to policies, although considerable study has
been carried out recently using industrial organization theory and related
fields of business literature (Caves, 1982).

At the same time as it pursues such generalized tax, expenditure and
regulatory approaches, Canada could play a more convincing role in the
international institutions such as the GATT and the OECD in resolving prob-
lems with regard to direct investment. The discussion above on Canada’s
policies notes that Canada did not sign the 1961 OECD Code on Liberaliza-
tion of Capital Movements until 1984, and that Canada has maintained
a qualification on the issue of non-discriminatory treatment with regard
to the 1976 OECD Declaration and Decisions on International Investment
and Multinational Enterprises. Canada was roundly criticized within the
OECD by a number of governments for the way in which it implemented
the National Energy Program. Some of the undertakings to the Foreign
Investment Review Agency served as the test case in the GATT for trade-
related investment issues. Whatever the justification for such positions
by Canada in the past, neither the effectiveness of the policies described
in the section above nor Canada’s changing investment position as describ-
ed in the section on MNE strategies above would seem to warrant the con-
tinuation of such a policy stance. By a fuller commitment to international
policies on FDI and MNEs, Canada could work toward developing more
effective multinational policies in areas where national policies do not work
or are resisted by other countries, and also toward supporting its increas-
ingly important position as a source of direct investment.

Reasons for Regulatory Failure

Why governments insist on applying regulatory approaches to foreign
owners, rather than the more generalized approaches just noted, remains
to be explained. To this point, it has been assumed that national wealth
maximization and a degree of policy independence were the objectives of
national policy. There is a significant body of opinion which questions
whether the former is the case and puts a particular interpretation on the
latter. This literature on public choice theory ascribes regulatory failure

Safarian 43



in general to the motives of the principal parties involved.?’ MNEs affect
private and public interests in the home and host countries in very dif-
ferent ways. Assume that those who lose by such investments are relatively
few and can organize easily, such as some domestic private firms (owners,
managers, technical personnel), state corporations, and public officials,
all of whom may suffer economic loss or a diminished capability to use
power in certain ways or both. Assume also that those who gain by such
investments are relatively many and cannot organize effectively. Govern-
ments which must be elected presumably do not worry as much about
foreign investors who do not vote, or who are perceived negatively by
significant interest groups. It is not difficult then to imagine that govern-
ments may take actions which benefit the smaller groups noted but which
have negative growth and regressive income distribution effects. The
predictive power of such an approagh becomes even stronger if one adds
that, while most people have some interest in maintaining a degree of
national independence, some have a far more direct economic interest.
Also, those who favour more public ownership or direct regulation of
business are obviously concerned about how the growth of MNEs will
affect these instruments. Such persons can cover a spectrum of interests,
some quite influential, such as those opposing private business as such,
for example, or public servants who believe it is harder to make effective
policy in a world of MNEs.

It is not apparent that the electoral and group interest models have yet
been adequately tested with regard to policy on foreign investment,
specifically in relation to other possible explanations such as national
economic welfare or (to the extent this is considered separately in the above
models) various concepts of independence. Certainly it is not difficult to
find considerable evidence of major income redistribution effects in the
choice of instruments noted above. Both the closed sector approach and
the review process create substantial potential rents for domestic private
owners. In limiting competition, in requiring joint venture participation,
in uncertainty about merger approval, and so on, the review agencies and
programs such as the National Energy Program created a potentially rich
vein for domestic interests to exploit. This point is not invalidated by the
failure of some domestic interests to exploit these opportunities wisely
in the early 1980s. The apparent preference for such instruments, rather
than general fiscal approaches directed to all firms, can also be explained
in terms of such models. The very nature of the procedures involved, such
as the lack of clear rules and the capture of benefits via various kinds of
undertakings rather than through revenue, may also lend support to such
explanations (Caves, 1982, p. 291). Whatever weight one ultimately gives
to them, they should be kept in mind as possibly significant explanatory
variables for the policies observed, as well as possible obstacles to fun-
damental reform of those policies.
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Conclusions

The conclusions can be put briefly in four points. First, there is a con-
siderable imbalance between what the weight of theory and evidence would
support and what in fact is done by way of policy in this area. Second,
policy design leaves much to be desired. Third, there are aspects of policy
which deserve more attention, sometimes as alternatives to what is now
being done. Finally, Canada’s policy stance on this set of issues needs
rethinking.

There is a considerable contrast between the available systematic
evidence on the economic effects of FDI and MNEs and what governments
have attempted to do by way of policy.26 One case in point is the con-
cept of truncation, where the evidence on it is uneven, the welfare effects
are not one-sided where it exists, and there is a better explanation than
the one that emphasizes MNEs. In other cases also, negative general welfare
conclusions do not stand up to much scrutiny. The question of indepen-
dence itself is not clear-cut: there are a limited number of situations where
the nation-states involved are prepared to treat it as an absolute with no
trade-offs of any kind, and the issues are not one-sided where MNEs are
involved. Even the important issue of extraterritoriality is fundamentally
a conflict between sovereign states with MNEs generally caught in the
middle.

There are some important economic issues, nevertheless, and one may
wish to give a larger weight to non-economic issues in some cases. The
problem which then arises is that the policy instruments used and the design
of those instruments are far from optimal. They do not appear to clearly
realize the domestic policy objectives set for them, or they do so in ways
which conflict significantly with other objectives. They may also be deemed
by other countries to be discriminatory, and draw retaliation or serious
threats of it. The review agency in Canada, for example, leaving aside
the original economic justification given for it, was far too ambitious in
its terms of reference and cumbersome in terms of the procedures involved.
It has since been substantially changed in its operations, but it can be just
as readily turned around again. The energy program introduced impor-
tant elements of discrimination against established foreign-owned firms
and took large macroeconomic risks in the processes involved in
establishing more Canadian ownership and control.

There were and are alternatives to such approaches, which, among other
things, lessen significantly the international consequences for a country
interested in retaining foreign trade and investment access. Where con-
sidered necessary, policies can be directed to the performance of all rele-
vant firms. This can be done in a generalized way through fiscal policy
and through the operation of existing regulatory policies, or by reform
directed to a particular sector or issue. Major project analysis is likely
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to occur in any case, given government financial and regulatory involve-
ment in such projects, but it is not clear what is gained by having large
numbers of smaller firms go through a review process, even one that is
simplified. As for the energy program, governments can tax rents and they
do so, and a substantial regulatory presence as well as several public cor-
porations exist. If further domestic ownership is a high priority, concen-
tration on major new projects would limit the considerable downside risk
involved in the exercise and bring ownership ratios down, albeit more
slowly. If the present incentives continue, a repetition of the events of
1981 (hopefully on a less damaging scale) is not unlikely in any period
when recovery is under way and oil prices are stable or rising. There is
a considerable built-in incentive between NEP and FIRA, as presently con-
structed, for Canadian-owned firms to buy out foreign-owned assets.
Whether that occurs through net capital export or substitution of foreign
debt for equity, the effect is likely to be downward pressure on the
exchange rate and upward pressure on interest rates. Periods of economic
upswing during the 1980s, in brief, are likely to be dampened with pres-
ent policies.

There are a number of policy areas which deserve more attention,
sometimes as alternatives to present instruments. Two of the more impor-
tant ones may be noted. First, the gains from taxation of MNEs stand out
strongly in the literature on possible net benefits. There are a number of
problems here. Canada and the United States now cooperate on some
transfer pricing issues, but it is not clear that Canada has made the substan-
tial investment that the United States has made in looking at these issues
from its perspective. The U.S.-Canada tax treaty of 1942 was under
renegotiation for almost 12 years before it was ratified in 1984, and in
any case does not cover such important newer issues as the unitary tax
problem, which is of major interest in federal systems (Bird and Brean,
1984, pp. 17-23). A critical issue — the taxation of resource rents — appar-
ently still needs more research if one considers that governments are
prepared to undertake major policies on ownership, partly in order to inter-
nalize such rents. The competition for investment by way of tax subsidies
has become acute in some sectors, especially among provincial and U.S.
state governments, probably often leading to little change in the level or
allocation of investment but to quite significant increases in the public
subsidy involved. Second, Canada and other countries have a major stake
in resolving problems of extraterritorial extension of law and policy
through MNEs. Blocking of other countries’ laws may apply some relief,
but it is unlikely to be a lasting solution. Some further attempts at inter-
national agreement among countries with similar legal and other struc-
tures may be the best way to proceed in this difficult but important area
(Hermann, 1982, ch. 7).

46 Safarian



It is high time to consider a new approach to Canadian policy. Canada’s
position on the issues covered in this paper has been signficantly influenced
in the past by the fact that foreign ownership of industry is unusually large
and that one other country accounts for most of it. Policy has been directed
particularly to the concerns of an unusual host country, including the
maintenance in the OECD and elsewhere of some national capacity to
address those concerns. There are at least four reasons why this position
should be changed.

First, the analysis above strongly suggests that existing policies geared
to foreign-owned firms fail to attack the basic reasons for poor industrial
performance, they involve important macroeconomic costs when they do
reduce foreign ownership, and they invite retaliation.

Second, Canada’s position with regard to FDI seems to reflect the con-
cerns of the 1960s more than the realities of the 1980s. Partly because of
the unfortunate lag in the publication of data in this field — a lag which
should be remedied — neither policy makers nor the public appear to have
grasped the substantial shift in Canada’s experience with FDI.27 Its share
of the OECD total of inward FDI flows dropped from 16 percent during
the early 1960s to 3 percent during the late 1970s and to a negative figure
during the early 1980s, while the share of outward flows rose from 2 per-
cent to 6 percent and then to 9 percent over these periods (Table 2-2).
At the same time, the absolute stock of direct investment in Canada con-
tinues to rise because of retained earnings and increased activity in some
sectors such as energy. Nevertheless, foreign control of Canadian industry
as a whole (excluding agriculture and finance) has fallen from 34 percent
in 1974 to 26 percent in 1981, with that in manufacturing declining from
58 percent to 50 percent and that in petroleum and natural gas from 75
percent to 44 percent. The stock of Canadian direct investment abroad,
measured by book value, has nearly doubled from $20 billion at the end
of 1979 to $39 billion at the end of 1983, while the stock of FDI in Canada
rose from $54.3 billion to $72.5 billion in the same period. Put otherwise,
Canada’s stock of direct investment abroad as a proportion of the stock
of direct investment in Canada has risen rapidly from 25.3 percent in 1974
to 36.8 percent in 1979 and to 53.8 percent in 1983. Canada has become,
in brief, relatively less attractive as a host country while also developing
a significant home country status. The developments on the outward side
in particular are so rapid that there has been insufficient study of the
economic and political effects for Canada.

Third, both of the above points suggest that Canada should be shifting
more to general policies designed to improving the performance of all
firms, rather than to discriminatory and often highly discretionary policies
aimed at foreign-owned firms. Whether it is competition policy, tax policy,
expenditure policies such as research support, or foreign trade policies,
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such generalized policies offer ways of altering the basic market and cost
environment in which both foreign-owned and Canadian-owned MNEs
operate, as well as the many Canadian firms which are affected by foreign
trade. Moreover, such policies run less risk of retaliation or the threat
of retaliation.

Fourth, such an approach would also permit Canada to play a more
convincing role in various bilateral and international settings and organiza-
tions in pursuit of her national interests. The discussions on sectoral trade
arrangements with the United States, for example, are unlikely to have
proceeded far without raising questions about the appropriateness of our
foreign investment policies for such arrangements. Multinational policies
on transfer pricing and on the international aspects of competition policy
allow for more effective ways of dealing with MNEs than purely national
approaches. Consistent with our general support for the principles of the
GATT, we could pursue more vigorously the control of various non-tariff
barriers, such as trade-related investment measures, which governments
often apply through MNEs.

Special Note on New Legislation (added December 1984)

After this study was completed, the Government of Canada proposed to
replace the Foreign Investment Review Act with the Investment Canada
Act. The objective of the new Act is to encourage both Canadians and
non-Canadians to make investments in Canada which contribute to
economic growth and employment. The important changes in coverage
are that review will no longer take place for new investments from abroad,
acquisitions by non-residents of Canadian companies with assets under
$5 million, or indirect acquisitions (of parent companies outside Canada)
under $50 million. However, Investment Canada must be notified about
those investments and acquisitions which are not reviewable, and review
will take place in all cases which involve culturally sensitive sectors,
regardless of size. Acquisitions will be allowed if they are likely to be of
“‘net benefit’’ to Canada, a change from the present wording which refers
to “‘significant benefit.”” The minister of Regional Industrial Expansion,
rather than the cabinet as at present, will be authorized to make decisions,
under firm deadlines and clearer rules for deciding the status of
corporations.

The proposed Act takes a substantial further step toward meeting a
number of the objections regarding the present Act which are noted in
this study. It is important to note that larger acquisitions and all foreign
investment in culturally sensitive sectors will continue to be reviewed; that
the list of factors taken into account in such reviews remains virtually
unchanged; and that undertakings regarding such factors will still be
necessary where acquisitions are approved. It is estimated that one-tenth
of the number of transactions and two-thirds of the value of transactions
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which are subject to review under present procedures will be subject to
review under the new Act.

The government has also announced that major revisions will be made
to the National Energy Program.

Notes

This paper was completed in October 1984. While accepting full responsibility for this study,
I would like to acknowledge the helpful comments of members of the Research Advisory
Group on International Trade, particularly Professors J. Markusen, R. Shearer, and J.
Whalley, as well as those by two anonymous referees. I am grateful also for the support
of the Social Sciences and Humanities Research Council of Canada.

While the more recent preliminary projections shown in the text, which were supplied
by courtesy of Statistics Canada, are gratefully acknowledged, it seems clear that more
resources should be involved in this process in order to allow earlier publication of at least
the preliminary data.

1. Foreign direct investment refers to the inward or outward flows of capital and, in prin-
ciple, also to retained earnings, during a given period of time, where the operating com-
panies located in each country are affiliated by control of the voting shares in a multina-
tional enterprise. The stock of FDI refers to the total past investment, measured at a
given point of time. The country in which the parent company is located is commonly
referred to as the home country, that of the subsidiary as the host country. See also
note 27 and notes to Table 2-4.

2. According to the Statistics Canada Bulletin for January 26, 1983, the proportion of
equity controlled from abroad in 1981 accounted for 50 percent of the capital in Cana-
dian manufacturing, 44 percent (51 percent in 1980) of that in petroleum and natural
gas, 46 percent of that in mining and smelting, and 26 percent of the total capital in
all industry outside agriculture and finance. These figures compare with shares of con-
trol of 58, 75, 58, and 34 percent, respectively, in 1974. The United States accounts
for about 80 percent of the foreign direct investment in Canada.

3. The figures that follow in the text apply to different years during the 1970s and are
sometimes measured in relation to sales or production. Hence, they should be taken
only to indicate the relative positions of different countries. See United Nations (1978,
pp. 263-74); United Nations (1983b, pp. 350-54); Safarian (1983b, p. 8), and individual
country studies.

4. One can explore these issues also by examining economies of firm size and especially
of multi-plant operation. Where plants are extended abroad, an MNE is created. I have
used the internalization approach so as to highlight the policy choice faced by govern-
ments in attempting to substitute markets and contract for the firm. See Scherer et al.
(1975) and Markusen (1981).

5. Studies by Teece (1977) show the average costs of transferring 26 processes were 19 per-
cent of the total costs of the project receiving it, with the range varying from 2 to 59
percent.

6. It is also of interest to note the positions of Bhagwati and Brecher (1980) and Burgess
(1980). They show that the argument for welfare improvement from liberal trade policy
implicitly assumes domestic ownership of factors of production. Where that is not so,
it can be shown that the income redistribution effects of trade liberalization, by shifting
domestic income between resident and non-resident owners, can reduce the income of
domestic capital and labour. Measures to offset such redistributive effects may be
necessary when governments favour trade liberalization.

7. For an analysis of the various types of conflicts involved and of solutions, see Hermann
(1982).

8. For example, only one or two formal diplomatic protests concerning policy on U.S.-
owned firms in Canada have been received in recent years in Ottawa from the U.S. govern-
ment. Informal protests are quite another matter.
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10.

11.

20.

21.
22

23.

24.

25.

. It is worth adding, especially in the present context of high real interest rates, that equity

financing may offer an unknown and expanding liability when growth occurs, but debt
financing abroad gives a very onerous liability when growth ceases.

Brean (1983) emphasizes that an MNE can achieve virtually the same objectives as does
transfer pricing by adjusting its financial strategy on such matters as the proportion
of debt and equity.

See Brean (1984, ch. 7) for a development of these points as well as a discussion of
other aspects of the taxation of FDI. For an analysis of the U.S. tax loss and other
home-country issues, see Bergsten et al. (1978).

. These tests and the debate more generally are summarized in Safarian (1979).
. The market is small, it may be noted, both because of barriers to exports and because

of the fragmentation effect just noted.

. For a detailed statement of the legislation, see Foreign Investment Review Agency (1977),

Parts I and II. The laws relating to the National Energy Program are the major addi-
tion to this statement since its preparation.

. It should be added that capital gains tax is payable on the death of the owner in such cases.
. For a thorough discussion of U.S. antitrust law in this context, see Thomas (1983).
. See the Special Note on New Legislation at the end of this study.

. The benefits reviewed are listed in the data on individual allowances as increased employ-

ment, new investment, increased resource processing or use of Canadian parts and ser-
vices, additional exports, Canadian participation (as shareholders, directors, managers),
improved productivity and industrial efficiency, enhanced technological development,
improved product variety and innovation, beneficial impact on competition, and com-
patibility with industrial and economic policies.

. It should be added that 18 percent and 12 percent respectively, of the proposals were

withdrawn in the period 1980-82. These would be for a variety of reasons not all related
to the review process, and some would be allowed in subsequent applications.

The figures given earlier for foreign ownership of this sector are much lower because
they are based on a more comprehensive definition of the industry, including sectors
(reserves, transmission and distribution) where Canadian ownership is higher.

See Safarian (1983b), especially Part 2, for parts of what follow.

Table 2-2 gives data on inward and outward stocks. The stock of (outward) direct invest-
ment as a percentage of the stock of (inward) direct investment for 1978 was as follows:
Australia, 10 percent; Belgium, 49 percent; Canada, 32 percent; France, 100 percent;
West Germany, 109 percent; Italy, 33 percent; Japan, 1,218 percent; Sweden, 462 per-
cent; Switzerland, 361 percent; Britain, 127 percent; and the United States, 412 per-
cent. As noted in the conclusions, the proportion for Canada had risen to 54 percent
by 1983.

One other feature of Australian policy is worth noting. A “‘naturalized”” foreign investor
is one where there is at least 51 percent Australian ownership and a majority of the
board are Australians, a ‘‘naturalization” investor has the same board and only 25 per-
cent Australian equity but has committed itself to reach 51 percent equity. These two
types of firms can proceed with new projects, alone or with others, so long as the owner-
ship mix in these is 50 percent.

It would take a great deal of space to demonstrate this conclusion fully. From my own
research, it is clear that it is a view widely shared by both officers of governments and
of MNEs in the developed countries. There is some support for it in the literature on
the developing countries in the sense that emphasis on a few criteria appear to bring
more convincing outcomes than attempts to apply a wide set of criteria. See, for exam-
ple, Safarian (1978, 1983b); Boddewyn (1974); Bonnard and Bosser (1973); Lall and
Streeten (1977); Robinson (1976); United Nations (1983a, part 2); and Lombard (1978).
Breton (1964) and Johnson (1965) gave the strongest early statements to the effect that
economic nationalism amounted to protectionism which, while it can raise real income
in narrowly defined circumstances, was more likely to redistribute it given the political
processes involved. Their model has been sharply criticized by Watkins (1978) but also
applied by Migué (1979) to explain various policies in Quebec and Canada. The public
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choice literature is covered by Hartle (1976) and by Trebilcock et al. (1982). Vernon
(1971, ch. 6) notes the effects of MNEs on group interests, and Caves (1982, ch. 10)
applies these ideas to policy issues regarding MNEs.

26. As Caves (1982), put it, “I know of no subject in economic policy in which the issues
that excite public discussion bear so little relation to the welfare issues identified by nor-
mative economists’’ (p. xi).

27. Canadian data on the stock of direct investment and on foreign ownership and control
of Canadian industry have a long and distinguished history. Nevertheless, the task is
of such a magnitude that a substantial lag exists in publication. In mid-1984, the latest
published data on the outward and inward stock of FDI were for the end of 1981 and
1980, respectively, while the latest published data on foreign ownership and control were
for the end of 1981. A related problem is that the data on the balance of international
payments show retained earnings on FDI in Canada and abroad with a considerable
lag. Hence, the current data on direct investment flows understate substantially what
is happening to international indebtedness.
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Immigration Policy and Canadian
Economic Growth

W.L. MARR AND M.B. PERCY

Introduction

It is impossible to draw any generalizations about the relationship between
growth of population and the growth of economic wealth merely from
history. Joan Robinson, Collected Economic Papers

Nevertheless, one cannot repress the thought that perhaps the whole industrial
revolution of the last two hundred years has been nothing else but a vast secular
boom, largely induced by the unparalleled rise in population.

J.R. Hicks, Value and Capital

In 1973, the Canadian government undertook a fundamental review of
immigration policy that culminated, after the issuance of a green paper
(Employment and Immigration, 1975) and subsequent public debate, in
the introduction in Parliament in 1976 of a new immigration act that
became law in 1978. The legislation adopted a relatively restrictive posture
toward increased immigration and was in sharp contrast to the expansionist
approach that had characterized much of the period since Confederation.
For the first time, Canadian immigration policy, as expressed in section
7 of the act, explicitly required authorities to set target levels or quotas
for immigrant admissions and linked the volume and composition of the
flow to economic conditions and demographic requirements in Canada.
Immigration regulations continued and further strengthened policies for-
malized in 1962 that linked the admission of economic immigrants (as
opposed to those admitted on humanitarian and social grounds) to nar-
rowly defined labour market criteria. The economic objective set out for
immigration policy in section 3 of the act is ‘‘to foster the development
of a strong and viable economy and the prosperity of all regions in
Canada.”’ (See Appendix A for the statement of objectives in the act.)
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The shift of Canada to a more restrictive and less flexible immigration
policy in this period is consistent with the acceptance by many in the early
1970s of the view that population growth in general and the component
due to immigration in particular entailed greater costs than benefits to
society. Perhaps the clearest expression of this perspective is found in the
green paper:

Through much of Canada’s history, the arguments supporting rapid popula-
tion expansion seemed compelling, and coloured national attitudes towards
immigration. Forcible as they were in the past, and although they still have
support from many, the validity of these arguments in contemporary cir-
cumstances is now being questioned. To many Canadians living in a modern
industrialized and increasingly urbanized society, the benefits of high rates
of population growth appear dubious on several grounds.

Canada, like most advanced nations, counts the costs of more people in terms
of congested metropolitan areas, housing shortages, pressures on arable land,
damage to the environment — in short, the familiar catalogue of problems
which most prosperous and sophisticated societies are currently endeavour-
ing to overcome. (Employment and Immigration Canada, 1975, p. 5)

The resurgence of this Malthusian perspective on growth within developed
economies had a number of causes. The Club of Rome literature, par-
ticularly The Limits to Growth (Meadows et al., 1972), and other popular
works such as the Population Bomb (Ehrlich, 1968), whether correct or
not, focussed popular attention on worst-case scenarios of the conse-
quences of rapid population growth. In the United States, for example,
a Presidential Commission on Population (1972) recommended among
other things that zero population growth be the demographic target for
the country, that immigration not be increased, and that its demographic
consequences be assessed. Economic pressures also contributed to this
pessimistic appraisal of the benefits of population growth. The energy crisis
in particular and apparent structural weaknesses, including the produc-
tivity slowdown observed in most industrialized economies and the per-
sistence of both high rates of inflation and unemployment, created
immense pressures on governments to protect the living standards of
domestic residents. An obvious stopgap measure in the face of the appar-
ently intractable nature of the underlying problems was to restrict inter-
national immigration or, in the case of Western Europe, to repatriate
“‘guest workers.”’

The basic philosophy that underlies the current act and accompanying
immigration regulations appears to be that the economic effects of immi-
gration are small and would be negative were not the magnitude of immi-
gration and admission criteria closely linked to short-run labour market
conditions such as vacancy and unemployment rates in specific occupa-
tions. This perspective represents a major break with previous immigra-
tion policy, and is certainly not consistent with the basic premise of the
earlier white paper on immigration that ‘“. . . immigration tends to increase
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the real income per person available to all Canadians’’ (Canada, 1966,
p. 8). This latter policy document was unabashedly in favour of greater
immigration, though with selection criteria linked more closely to the state
of the Canadian labour market.

This paper examines the two competing perspectives (white paper versus
green paper) on the contribution of immigration to per capita income
growth to determine which forms the most realistic basis for regulation.
In addressing this topic, the paper stresses conflicts that arise between a
global and a national perspective in setting criteria for regulation of
immigration.

The paper consists of five sections. The first is essentially descriptive
and begins with an outline of the 1976 Immigration Act and the accom-
panying regulations, giving particular attention to the demographic and
labour market provisions. Appendix B provides a brief statistical over-
view of the main features of immigration to Canada since the 1960s.

The second section analyzes the tensions between global and national
perspectives in regulating immigration. This section reviews predictions
based on theory and the empirical evidence regarding immigration and
per capita income levels in the receiving countries. The empirical evidence
suggests that significant income gains could be realized from pursuing a
global perspective in immigration policy and moving toward a regime of
unrestricted international mobility of labour. Domestic considerations in
the receiving countries, especially the implications of large-scale immigra-
tion for income distribution, make it unlikely that these countries would
adopt such a policy.

The third section focusses on three aspects of Canadian immigration
policy. First, it assesses the implications of a restrictive immigration policy
on per capita income in Canada and considers the possibility that aggregate
growth can have a positive effect on per capita income. Second, it examines
the consequences of basing economic immigration on domestic labour
market requirements and asks whether domestic residents gain from an
emphasis on “‘absorptive capacity’’ in the long run. Third, it analyzes the
potential role for immigration policy in achieving domestic economic goals
such as balanced regional growth and demographic targets, asking how
much scope really exists for the use of immigration as a policy instrument.

The fourth and fifth sections focus on the content of potential policies.
The fourth section outlines alternative immigration policies that span the
range from those that embody little altruism and maximize the benefits
of immigration to the original residents of the receiving country, to those
that are highly altruistic. The final section summarizes the major conclu-
sions of the paper and the implications for potential Canadian immigra-
tion policy.
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The Immigration Act of 1976
Structure and Context

The Immigration Act of 1976 that was proclaimed law in 1978 represents
a significant departure from previous immigration policy in two impor-
tant respects.! First, it sets out a statement of objectives for policy and
second, it requires the minister responsible for immigration to set target
levels of immigration. The new legislation adopted the suggestion of the
green paper (Manpower and Immigration, 1975, p. 16) that legislation
move from a ‘‘gatekeeper stance’’ that emphasized the exclusionary pro-
visions of policy to one that emphasizes the reasons for the admission of
immigrants. For the first time, Canadian immigration legislation clearly
sets out the goals of immigration policy. Section 3 of the act lists ten objec-
tives (see Appendix A), of which four are of particular interest because
they deal with three broad issues of policy that span demographic, social
and economic goals and have significant implications for aggregate and
per capita income growth in Canada. The first of these objectives, stated
in paragraph (a), specifically links immigration policy to demographic goals
that the government might set with respect to size, rate of growth, struc-
ture, and regional distribution of the Canadian population. Family
reunification and humanitarian considerations with respect to the admis-
sion of refugees are dealt with in paragraphs (c) and (g) and represent a
second major focus of immigration policy based on social considerations.
The third major objective, expressed in paragraph (h), is purely economic
in content: ‘‘to foster the development of a strong and viable economy
and the prosperity of all regions in Canada.”’

The other objectives assigned to immigration policy under the act fall
into two basic categories. Some, such as the principle of non-discrimination
on the basis of race, national or ethnic origin, colour, religion, or sex stated
in paragraph (f), are desirable attributes of policy but influence the com-
position of immigration rather than its magnitude. Other objectives repre-
sent the standard gatekeeper or exclusionary principles for denying entry
of immigrants into Canada.

The legislation also requires, in section 7, that the Minister of Employ-
ment and Immigration announce each year the total number of immigrants
that Canada will accept from all sending countries. This target level of
immigration is to be related to Canada’s labour market needs and long-
term size, rate of growth and regional distribution of population.

The process of setting planned levels of immigration has undergone revi-
sion since first introduced in 1978 (Employment and Immigration Canada,
1982, p. 3). The initial focus was on the total level of immigration rather
than specific targets for the three categories of social, humanitarian and
economic immigration. In 1981, however, the government adopted a
““bottom-up’’ procedure, with the planned number of immigrants in each
of the categories being set first, and their totals defining the planned
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volume of total immigration. It also introduced a three-year planning cycle
for the intake of immigrants. This long term horizon was aimed specifically
at permitting close links between the economic component of immigra-
tion and domestic labour market developments (Employment and Immi-
gration Canada, 1981, p. 10).

The new act introduced three new categories of immigrants — family
class, convention refugees and designated classes, and economic or inde-
pendent classes. These replaced the three categories of immigrants set out
in the 1967 regulations — independent applicants, sponsored dependents
and nominated relatives.

Since the objective of family class immigration — family reunification
— is social, such immigrants are not assessed according to their suitability
for the Canadian labour market. Rather, the definition of family ties guides
their admission, and they are subject to medical and background checks.
Canadian citizens of at least 18 years of age may sponsor certain close
relatives so long as they agree to meet the financial needs of an applicant
for a period of up to ten years. Permanent residents (landed immigrants)
may sponsor close relatives who are 60 years of age or more.

The refugee class is based on the UN Convention and Protocol Relating
to the Status of Refugees. Convention refugees are assessed according to
the same factors used to select independent applicants, but instead of
establishing a point rating, the assessment is used to evaluate their ability
to adapt to Canadian life. Since many persecuted and displaced people
around the world do not qualify as refugees under the UN definition, the
act authorizes their entry in time of crisis as designated classes under relaxed
selection criteria.

The economic or independent category of immigrants includes selected
workers, entrepreneurs, self-employed persons, and assisted relatives.
Applicants in this category must obtain a certain number of points (which
varies according to the category of economic immigrant) to be eligible for
admission. The economic category is the most heavily regulated of the
three streams of immigration defined by the legislation, and its admis-
sion is tightly linked to labour market requirements, as will be discussed
in more detail shortly.

In many respects, the act is more evolutionary than revolutionary. The
legislation retains the flexibility that has historically characterized Cana-
dian immigration policy.2 It does not set the annual planned levels of im-
migration, and they can be revised if circumstances warrant at home or
abroad. Similarly, the three-year planning horizon is flexible and ‘. . .
[the levels] are not ‘targets’ which must be reached without regard to chang-
ing conditions’’ (Employment and Immigration Canada, 1981, p. 11). The
continuing Canadian emphasis on bureaucratic discretionary authority
remains in sharp contrast to immigration policy in the United States, where
legislated quotas, changed very infrequently, have determined the volume
and origin of immigration since 1921.3
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The new Canadian legislation continues the process begun in 1962 of
removing discrimination on the basis of race, religion, colour, nationality
and gender as an element of immigration policy.* The discriminatory
aspects of Canadian immigration policy are well documented and will not
be elaborated upon here. The available evidence does suggest, however,
that discrimination on these lines is no longer a major issue with regard
to Canadian immigration policy. The composition of immigration by
geographic area and country has shifted markedly since 1962. (See the
statistical overview in Appendix B.) Canada has the highest ratio of
refugees to total population among countries accepting refugees for reset-
tlement (Employment and Immigration Canada, 1981, p. 5).

The continuity of Canadian immigration policy is most evident in the
effort of the current legislation and regulations to link the volume and
occupational composition of immigrants to labour market requirements.
This focus on ‘‘absorptive capacity’’ has been an important element of
Canadian immigration policy since the late nineteenth century but for-
mal regulatory mechanisms only emerged in the 1960s.°> The unit assess-
ment or point system was formally introduced into immigration regula-
tions in 1967 as a means of ensuring that the immigrant selection process
would be non-discriminatory with respect to sex, colour, race, nationality,
and religion and yet still link the admission decision to domestic labour
market requirements. The new act and regulations have retained the use
of the point system and further strengthened the labour market focus to
the degree that it now dominates the admission decision for economic
immigrants.

The assessment scheme is outlined in some detail here because its opera-
tion has profound implications for the Canadian labour market, which
are discussed in the third section of this paper. The point system evaluates
economic or independent immigrants according to as many as ten separate
criteria, worth up to 100 points in all depending on the specific category
— self-employed, entrepreneurs, assisted relative, or independent — an
applicant falls under. Table 3-1 sets out these criteria along with the max-
imum points awarded to each. Most are self-explanatory but some aspects
of the education and training, occupational demand and arranged employ-
ment criteria should be noted.

While the education component is worth a maximum of 12 points, with
a point awarded for each year of primary and secondary education, a new
factor introduced in the 1978 regulations is specific vocational prepara-
tion, worth up to 15 points. The points are related to the length of train-
ing that would be required in Canada to obtain the specific trade, technical
or professional certificate the applicant holds.

Occupational demand and arranged employment are the critical fac-
tors in the point system. The maximum awarded in the occupational
demand category is 15 points. The number awarded for a particular occu-
pation and skills varies with the state of the labour market. Occupations
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with high vacancy rates and low unemployment rates receive more points
than those in the reverse situation. Prior to restrictions imposed in May
1982, all economic immigrants except entrepreneurs and the self-employed
were required to obtain at least one point in this category; otherwise, admis-
sion was refused. In May 1982, a change in immigration regulations set
all occupation demand ratings at zero because of the severity of the reces-
sion and high unemployment rates. Now, only an applicant who has
arranged employment in advance of arrival and obtained the approval of
the job offer by a Canada Employment Centre is eligible for entry. Prior
to these revisions, arranged employment was worth ten points for a migrant
with a validated offer; ten points were deducted, on the other hand, if
the migrant had no firm job offer.

To be admitted to Canada as permanent residents, entrepreneurs need
to obtain at least 25 points out of a possible 75 for factors other than
arranged employment and must receive approval by the appropriate federal
and provincial authorities of a proposed business that will create or main-
tain at least five jobs in Canada. Self-employed economic applicants must
obtain at least 50 points out of a possible 90 and receive the approval of
the appropriate federal and provincial authorities of a proposed business
that will employ at least one Canadian resident. Assisted relatives must
obtain from 20 to 35 points out of a possible 70, depending on their family
relationship to the Canadian sponsor; all other economic immigrants must
receive at least 50 points to qualify for entry.

Current government policy emphasizes the recruitment and selection
of entrepreneurs and self-employed workers. To this end, the government
has stressed selection procedures, provided a higher processing priority
for entrepreneurs, stationed specially trained entrepreneurial development
officers at key locations abroad, and permitted provisional admission deci-
sions (Employment and Immigration Canada, 1983, pp. 3-4). The object
of these procedures is to encourage job creation, the inflow of venture
capital, growth in exports, and the reduction of regional economic
disparities (p. 4).

An explicit Canadians-first policy for actual and anticipated job vacan-
cies has resulted in an increasingly restrictive posture regarding economic
immigration per se (Employment and Immigration Canada, 1981, p.
26).Manpower policy is directed to the training and retraining of Cana-
dian workers and to promoting their mobility in response to regional labour
market developments. The role assigned to immigration in the context of
manpower needs is to prevent the emergence of bottlenecks in the supply
of specific skills that could threaten domestic employment. The Task Force
on Labour Market Developments, for example, concluded that:

The principal objective of immigration policy for labour market purposes

in the 1980s should be to direct the supply of workers to productive enter-

prises by admitting from abroad those skilled workers who cannot be obtained

from domestic sources in the short term.
(Employment and Immigration Canada, 1981)
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The Task Force also recommended that immigration not be used to pro-
mote general labour force expansion. The procedure suggested (which
reflects the process in practice) is for employers to demonstrate a need
for particular occupations and for the Immigration Commission to deter-
mine that qualified Canadians are unavailable. Therefore, the May 1982
revisions of the immigration regulations effectively make arranged employ-
ment a prerequisite for the admission of most economic immigrants to
Canada (the self-employment and entrepreneur categories excepted), as
well as for assisted relatives.

The current legislation also maintains the Canadian equivalent of a
guest-worker program through the issue of employment visas or authoriza-
tions. These visas, first issued in January 1973, permit the holder to come
to Canada and take a job for a specified period of time and then depart.
The visas serve as a mechanism for alleviating short-term labour short-
ages and drawing upon the specialized skills of non-residents for short
periods of time. In most cases, the employer in Canada applies for employ-
ment authorizations and the Immigration Commission approves the offer
after confirming that no qualified Canadian citizens or landed immigrants
are available. Persons with employment visas or non-immigrants fall into
five groups (Marr, 1977, p. 519):

» members of an approved group based on an agreement between Canada
and another country;

e persons recruited abroad by Canadian employers;

« some foreign students;

o visitors to Canada who take temporary work; and

o certain people involved in judicial proceedings.

The most radical and restrictive aspect of the new act is the manner in
which demographic considerations influence the planned volume of immi-
gration. Explicit in the analysis is the perception that there is an optimum
population level for Canada. The planned levels of immigration under
the act are supposed to be based on both demographic and labour market
considerations. With respect to demographic variables, the Annual Report
to Parliament on Immigration Levels notes:

If emigration from Canada continues to be estimated at about 75,000 per
year, the immigration intake announced in Chapter VI will, in combination
with continuing fertility at the current low level, result in a turn-of-the cen-
tury population in the range of 27 to 28 million. This outcome is being
perceived as likely at all levels of government, and there appears to be an
emerging determination that it should be adjusted to.(Canada, 1981a, p. 48).

The 1983 report on immigration levels reiterated this claim. After review-
ing a range of population scenarios based on varying assumptions about
future fertility and net migration (from 65,000 to 115,000), the document
notes that ‘. . . the range of possible populations at the turn of the cen-
tury (28.4 to 31.3 million) does not seem inconsistent — particularly at
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the lower, and more probable, end of the range — with recent percep-
tions about the ‘carrying capacity’ of the country in terms of such factors
as food supplies and energy resources’’ (Employment and Immigration
Canada, 1983, p. 28). This discussion can be interpreted to mean that the
planned or “‘optimum” population level for Canada in the year 2000 is
between 27 and 28 million, and that the volume and demographic
characteristics of the immigrant flow chosen should ensure that this target
is reached.

The other aspect of the new act that distinguishes it from previous legisla-
tion is the statement of the objectives of immigration policy found in sec-
tion 3. The act provides, as has been suggested, a blend of old and new
objectives. It is an attempt to provide a longer-term planning framework
while retaining the high degree of flexibility or discretionary authority
inherent in earlier legislation. In many respects, the legislation merely
makes explicit the objectives that had been implicit in earlier legislation
and regulations. The focus on family reunification, the humanitarian aims
regarding refugee resettlement and the effort to regulate the occupational
mix of immigration according to the needs of the Canadian labour markets
had all been elements of previous policy. Similarly, other objectives repre-
sent standard exclusionary provisions common to most immigration acts
and regulations or statements of basic principles such as non-discrimination
that had emerged as policy goals in 1962. The explicit link between immi-
gration policy and demographic considerations is the major new objec-
tive assigned to immigration policy.

Immigration Policy — An Overview

The structure of Canadian immigration policy has evolved in response to
the constraints on a small, open economy. It also reflects domestic
economic and political considerations.

The Canadian labour market is small in comparison with the supply
of labour available from potential sending countries and in comparison
with its largest competitor for immigrants (and historically for Canadian
residents), the United States.® Consequently, shifts in the volume of
immigrants that appear small from the perspective of sending countries
could have large effects on employment and incomes in Canada. The
pressures for admission to Canada, stemming from increasing population
growth elsewhere, relatively high real incomes and low unemployment rates
in Canada, disturbances in the labour markets of sending countries,
political and social considerations, and shifts in the immigration policies
of other receiving countries, have forced Canada to adopt a highly flexi-
ble institutional framework for immigration policy to cope with rapid shifts
in the volume and composition of immigration.

Domestic economic considerations also play a major role in the struc-
ture of immigration policy. Canada, as a country of recent settlement,
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has relied extensively upon immigration in certain decades to promote
economic development and more rapid growth than domestic labour force
growth would permit. The wheat boom period from 1896 to World War
I and the decade of the 1950s are two cases in point. Yet, as will be noted
later, the volume of immigration and value of migrants’ human and non-
human capital can have a significant effect on income levels and the
distribution of income among domestic or original residents of Canada.
Some of these original domestic residents will gain from immigration and
others will lose. Economic self-interest will lead competing groups to ad-
vocate increased migration or further restrictions through political means,
depending on their perception of how their incomes are affected.

Finally, people are altruistic by nature and do attach some weight to
the welfare of those living elsewhere in the world. This weight is probably
less than they assign to the welfare of fellow residents or themselves but
is still sufficient to lead them to desire immigration on non-economic
grounds. Consequently, immigration policy must also accommodate immi-
gration that is justified on non-economic considerations but carries with
it some distribution of costs and benefits across domestic residents.

The objectives set out for immigration policy in section 3 of the 1976
act are an effort to balance the external constraints, domestic economic
and political pressures, and non-economic considerations within one
regulatory framework. The remarkable vagueness of the stated objectives,
particularly in the three main areas noted above — demographic, social-
humanitarian and economic — is indicative of their competitive and in
some instances mutually exclusive character.

The fundamental problem in developing immigration policy is that it
is selfish by its very nature. A prime objective is to limit entry of non-
residents, and so protect the living standards of large groups of residents
of the receiving country. While welfare would improve through unrestricted
international migration (see the second section), the distribution of gains
and losses that would result within and between countries makes it highly
unlikely that developed economies either individually or collectively would
move toward liberalized international labour mobility. As the focus of
immigration policy moves from concern over global welfare to concern
over domestic welfare, the problem of coping with the distributional con-
sequences of immigration still remains, but mechanisms within a country
such as progressive tax systems and transfer schemes provide at least a
possible mechanism through which domestic ‘‘winners’’ from immigra-
tion can compensate ‘‘losers.”’

Immigration policy still has to balance the interests of these competing
groups (domestic winners and losers) against the impact of immigration
on some broad measure of economic well-being such as income per capita.
If income per capita rises as a result of immigration, it would be feasible
in theory though difficult in practice to redistribute the gains from immi-
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gration among domestic residents who are adversely affected. There are
two problems with this type of redistributional idea. The first is that the
population base changes as a result of immigration. The new population
base includes both original residents and immigrants. It is quite possible,
as will be noted in the following section, that average income would fall
(as compared with the average income of the original population) as a
result of immigration but with average incomes of both original residents
and immigrants rising! Consequently, linking immigration to its impact
on average income could be potentially misleading. The second problem
is that average income is a poor proxy for economic well-being if it is
accepted that people are altruistic. People may be willing to accept higher
levels of immigration than warranted by strictly domestic economic con-
siderations because of the weight they attach to the economic welfare of
others. Income per capita might fall while the economic well-being of
domestic residents rose because of the improvement in welfare of recent
immigrants. The decline in income per capita (ignoring which population
and income base, original residents or original residents plus migrants,
is relevant) would represent the price paid for accommodating altruism.
But again, distributional concerns come to the fore. It is not self-evident
that those whose altruism led to greater immigration are the groups that
bear the burden.

What criteria can be used to assess immigration policies in light of the
above considerations? First, it must be acknowledged that economists have
little concrete to say regarding the level of immigration justified on social
and humanitarian grounds. Economists can note that this category of
immigration imposes costs and benefits that are not equitably distributed,
but they cannot say how much immigration is justified on these grounds.
It must therefore be assumed that government policy in this regard reflects
society’s collective preferences. In the case of economic or independent
immigration, however, it is possible to adopt some criterion to assess the
consequences of immigration policy. Here, economists should be con-
cerned with the impact of this category of immigration on the per capita
income of domestic residents, and ask whether the magnitude and occupa-
tional composition of this component of immigration increase the per
capita income of domestic residents. Although this criterion appears selfish,
it should be recalled that the existence of immigration restrictions per se
implies that global welfare is not a policy concern. Similarly, permitting
certain immigration on social and humanitarian grounds clearly defines
the extent to which altruism explicitly enters immigration policy. Virtually
by a process of elimination, we are left evaluating economic immigration
in terms of its impact on the domestic welfare of the original residents.

The next issue is whether immigration is used to influence global welfare
or Canadian welfare, or both. The following section of the paper examines
some theoretical notions and empirical evidence on that issue.
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Immigration, Per Capita Income and Income Distribution
The Economic Impact of Immigration

The economic consequences of immigration policy are pervasive. The
volume of immigration and its composition by sex, age and occupation
can, through their impact on supply and demand, affect industrial struc-
ture, the level of aggregate and per capita income, and the distribution
of income both between various occupations within the labour force, and
between workers and owners of capital and resources (including land).
The effects are not restricted to the period immediately following arrival
and adjustment. The demographic consequences of immigration, operating
through shifts in the age-sex structure of the population, will continue
to influence economic variables such as savings, capital formation and
labour force participation rates through time as the immigrant cohort ages.
Immigration justified on social and humanitarian grounds also has
economic ramifications because immigrants admitted on this basis con-
tribute to aggregate supply and demand, and so define a stream of costs
and benefits even if their admission criteria are based on non-economic
considerations.

Global Issues

The fundamental issue that must be addressed when considering the
economic consequences of immigration policy is whether the focus is on
global or domestic welfare. If the perspective is global, the policy prescrip-
tion that must follow is for the removal of all immigration restrictions
on an international basis. The complete international mobility of labour
would ensure that all opportunities for the profitable re-allocation of
labour across countries and between sectors would be exhausted, and
higher global aggregate and average incomes would result. Regions in
which the productivity of labour is above the global average as measured
by the social value of labour’s contribution to production would experience
large-scale immigration, growth of aggregate population and income, and
a fall in income per capita. Conversely, low-wage regions would undergo
a decline in aggregate population and income, but obtain a rise in per capita
income. Global welfare as measured by average income per capita would
increase because of the more efficient allocation of labour.

The estimates of the global efficiency gains from removing all restric-
tions on the international flow of labour are large. Hamilton and Whalley
(1984), for example, provide estimates for 1977 that the gain from remov-
ing all restrictions on international migration could exceed worldwide GNP
in that year. More realistic simulations lower the gains, but still yield
estimates that constitute a significant proportion of world GNP and prob-
ably exceed the gains predicted from moves to freer trade (Hamilton and
Whalley 1984, pp. 73-75).
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The distributional consequences of international migration in the receiv-
ing regions lie at the heart of why the global income gains from removing
immigration restrictions are not realized. Hamilton and Whalley (p. 73)
find that liberalization of immigration policies and the labour market
adjustments that result cause wages of non-migrating labour to decline
and the return to capital to rise in the receiving regions, while the reverse
holds in sending countries. The predicted magnitude of the changes is
substantial. Consequently, it is in the perceived self-interest of the public
in receiving countries, especially of labour in many instances, to promote
restrictions on international migration. While many residents of ‘‘have’’
regions might favour in principle institutional changes that could increase
global incomes significantly, in practice such altruism does not extend to
incurring real income losses to achieve this end, at least for most people.

Immigration policies (short of unrestricted immigration) may not be
the most appropriate tool for those concerned with the economic welfare
of residents of less developed countries. Only a small portion of the poten-
tial number of immigrants can be accommodated without a significant
fall in the real income of large numbers of domestic residents. Moreover,
the potential costs of promoting greater immigration are often not
equitably distributed. The owners of specific factors or skills may be in
favour of increased immigration and receive higher incomes because of
the impact of greater immigration on the returns to fixed factors. Since
the adverse distributional consequences of immigration often lead to limits
on its magnitude, relatively few immigrants will gain access to higher real
incomes. Moreover, their emigration from less developed countries could
lower incomes of the remaining residents, especially if the immigration
policies of receiving countries are similar to Canada’s and harvest the rich
and skilled immigrants from the sending countries.”

The incomes of labour and capital can also be equalized among coun-
tries through international trade instead of factor migration. In theory,
commodity flows and factor flows are perfect substitutes for one another
for factor price equalization. In practice, many of the requirements for
the two mechanisms to serve as perfect substitutes do not hold. Never-
theless, a strong case can be made on several grounds for using trade policy
as the major tool for addressing concerns over international income equal-
ity. The first consideration is that moves to greater trade liberalization
would improve income per capita in all countries because of improved
internal resource allocation. There will still be winners and losers in each
country, but higher average incomes make internal transfers to compen-
sate losers a more realistic possibility.

A second consideration is that the potential gains are large. Whalley
(1984, pp. 231-32) finds that the removal of protection by the North alone
in the context of North-South trade would result in an annual gain to the
South of $30 billion or 2%2 percent of the GNP of the newly industrial-
ized and less developed countries. The value of annual aid flows to the
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South from the North is approximately $20 billion. The removal of all
tariff and non-tariff barriers by all countries would increase worldwide
income by $33 billion (p. 231). The gains from trade liberalization are
far less than those from unrestricted international labour flows, reported
earlier. However, the latter mechanism is not politically feasible despite
the large global welfare gains in light of the distributional consequences,
whereas the former option of trade liberalization is more realistic.

A combination of Canadian trade and immigration policies that empha-
sizes trade liberalization and non-selectivity, respectively, would be likely
to yield the greatest benefits to residents of less developed countries while
at the same time ensuring higher average incomes in Canada. Trade
liberalization would have benefits in Canada and in the less developed
countries through improved domestic resource allocation. The removal
of tariffs and non-tariff barriers by Canada alone, however, would have
little impact on global welfare in comparison with a collective reduction
in trade barriers by industrialized countries. Steps to greater trade
liberalization, especially by the more industrialized economies, provide
one mechanism to increase the real income of residents of less developed
countries who do not emigrate. Foreign aid is, of course, another tool.

The point was made earlier, and should be reiterated, that in a restric-
tive set of circumstances the incomes of labour and capital can be equalized
among countries through trade or factor flows. The same income distribu-
tional consequences may ultimately materialize whether policy makers opt
for greater immigration or for freer trade. Yet it is likely that the necessary
conditions that permit trade and factor flows to be perfect substitutes will
not be met. Moreover, the tendency to factor price equalization through
trade policies would take longer to achieve and thereby permit policy
makers more time to derive strategies that compensate losers and so reduce
domestic antagonism to trade policies that improve global welfare.

It is also worth noting that although countries find it relatively easy
to restrict the international mobility of labour, it is far more difficult to
restrict capital mobility. The effort to protect domestic incomes and
employment through restrictions on immigration ignores the mobility of
capital and the possibility of shifts in investment and hence jobs to those
countries whose residents are most adversely affected by immigration
restrictions in receiving countries. Capital mobility alone may serve as a
force for promoting the equalization of factor prices. Yet one should not
place too much emphasis on the role of capital mobility in achieving fac-
tor price equalization. Gerking and Mutti (1983) find, for example, that
capital mobility combined with the international migration of unskilled
labour could lead to a widening rather than a narrowing of differences
in unskilled wage rates across countries in certain circumstances.

As previously noted, immigration may have adverse effects on the
income of the residents who remain in the sending country. The ‘‘brain
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drain” debate (Bhagwati 1976, 1977, 1979, 1982; Bhagwati and Partington
1976; Grubel and Scott 1977) focusses on one aspect of this problem. It
examines the welfare implications of the immigration of highly skilled and
trained persons from less developed to more developed economies. The
current immigration policies of many developed economies encourage the
immigration of highly skilled workers and restrict the entry of unskilled
workers. A significant portion of the educational costs of the highly skilled
migrants may have been subsidized by taxpayers in the country of origin.
The migrant, however, obtains the full return on the investment in human
capital, while the sending country is left with sunk and replacement costs.
Meanwhile, the residents of the receiving country may benefit directly from
the migration of skilled workers in two ways. There may be a saving in
investment costs in education if government and individuals reduce expen-
diture in this field in light of the influx of skilled workers. Second, the
receiving economy may also benefit if there are externalities (i.e., unpriced
benefits) that arise from having greater numbers of educated and highly
trained individuals in thepopulation. Conversely, the sending country
would experience a loss of these external benefits as a consequence of
emigration. Much of the brain drain literature is concerned with the
magnitude of the costs to the sending country and benefits to the receiv-
ing country, and with the design of institutional mechanisms (i.e., taxes
on migrants, exit fees, etc.) through which the beneficiaries of the brain
drain could compensate losers.

The importance of income distributional considerations can be illustrated
by noting how differently internal migration and international migration
are viewed by policy makers. Both types of migration lead to higher
incomes and a more efficient allocation of capital and labour among
regions, but countries may vigorously promote internal migration while
restricting international migration. There are three explanations for this
difference.

The first explanation for a preference for internal migration relates to
the distribution of the income gains resulting from the two mechanisms
of labour market adjustment. In the case of internal migration, many of
the income gains are internalized within the country. Consequently, insti-
tutional mechanisms such as progressive tax systems and transfer programs
ensure that some income gains are used to compensate those adversely
affected by migration. At present, no mechanisms exist that would per-
mit gainers from international migration in sending countries to compen-
sate income losers in receiving countries. Moreover, it is unlikely that any
international distributional agency could cope with the task if the gains
and losses are anywhere in the neighbourhood of the Hamilton and
Whalley (1984) estimates.

Secondly, residents of a country attach greater importance to the
economic welfare of other residents than that of non-residents. The welfare
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of non-residents may matter somewhat to them, but this concern is often
expressed in the form of ‘‘altruism at a distance,”” and can be accom-
modated through more liberal trade policies or foreign aid.

Finally, an element of xenophobia may lie behind immigration restric-
tions. Regardless of the benefits of international immigration to residents,
migration might still be highly restricted because of a fundamental fear
or dislike of foreign cultures and races. In many countries, even internal
migration invokes significant social tensions when it involves different
cultural groups, but the strains are of a lower degree than those caused
by international immigration.

Restrictions on the international mobility of labour may reduce world
income levels significantly, but they do increase the real income of labour
in the protected labour markets. In this sense, the effects of immigration
restrictions do not differ from those of entry barriers erected in internal
labour markets by professional groups such as doctors or, for that mat-
ter, tariffs imposed on imports into a country. These restrictions create
economic rents that accrue to the protected groups as higher incomes or,
in the case of tariffs, as higher returns to specific factors in the protected
sector.® The magnitude of the rents to the existing labour force that arise
from immigration restrictions depends on the differences between observed
wages and those that would exist in a regime of global labour mobility.
They are, however, likely to be very large if the global social price of labour
is close to wages that exist in the larger, less developed countries today.
Conversely, for the owners of productive factors in the developed
economies that are fixed in supply, such as land or capital in the short
run, the gains from relaxing restrictions on immigration might be very high.

The link between these rents and policy decisions inevitably makes immi-
gration a contentious issue of public policy.® Labour groups will have a
vested interest, for example, in devoting economic resources to protec-
ting the institutional status quo or further restricting immigration, while
those groups that stand to gain have incentives to press for expansionary
changes in immigration policy. Consequently, a portion of the actual or
anticipated rents is dissipated through these socially unproductive rent-
seeking activities. Policy decisions may relate more to the success of nar-
row pressure groups in promoting policies that are to their own self-interest
than to the magnitude of the aggregate income gains (regardless of distribu-
tion) that occur in the domestic economy.

The gains for more liberal immigration policies adopted on a global
basis are likely to be large but unrealized because of the distributional
consequences of immigration and any effects on the culture or society in
receiving countries. A more detailed examination of the economic conse-
quences of immigration in the receiving regions suggests that the distribu-
tional issue becomes even more complex as more realistic models are
developed. But since global welfare is unlikely to drive Canada’s immigra-
tion policy, attention should be focussed primarily on domestic welfare.
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Domestic Issues

The simplest migration case is that of an individual migrant in the con-
text of “‘perfect markets’” (Lucas, 1981).10 In this scenario, the migrant
possesses no capital, wages equal the social value of the migrant’s con-
tribution to output, and the process of migration does not generate any
effects not reflected in market prices or externalities observed in sending
or receiving regions. In these circumstances, immigration has no impact
on per capita income in either region. In the sending region, aggregate
income falls precisely by the value of the immigrant’s wage, which also
equals the migrant’s contribution to national income. Consequently, the
departure of the single migrant leaves per capita income of the remaining
residents unchanged. The same result holds for the original residents of
the receiving region. There the immigrant obtains a wage that just equals
the social value of his or her contribution to output, so that income per
capita of the original residents is unchanged. The immigrant is better off,
however, since it may be assumed that higher wages in the receiving country
motivated the migration decision in the first place.

Global income does increase as a result of the individual’s move. The
increase in aggregate income of the receiving region more than offsets the
fall in aggregate income of the sending region. Immigration in this scenario
is unambiguously beneficial from a global perspective, as the economic
welfare of one person increases without anyone else being made worse
off. In general, under the perfect markets assumption, immigration will
always increase global incomes when it is in response to differences between
regions in the social value of labour’s contribution to output. Unfortu-
nately, once the assumption regarding the volume of immigration and
migrants’ ownership of capital is relaxed, the discussion quickly and
unavoidably becomes more complex.

Large-scale immigration has a significant effect on income distribution
and income levels in the receiving country.!! The labour force expands
because of immigration, and since the capital stock is treated as fixed in
the short run, the amount of capital available to each worker declines.
The decline in the capital-to-labour ratio causes wages to fall and the return
to capital to rise. The impact on factor shares is more difficult to predict,
because it depends upon the elasticity of demand. The impact of immigra-
tion on average income depends upon which of the two population sets
— the original residents or the original residents plus immigrants — is
under consideration. The average income of the original set of residents
will increase as a result of immigration, and the welfare of immigrants
must improve or they would not have moved. It appears that both groups
that form the new, larger population set are better off in comparison with
the no-immigration case. Yet average incomes may show a decline in the
receiving country as a result of immigration. This paradox is explained
by observing that the wage of immigrants has increased in comparison
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with the lower level of wages prevailing in the sending country. Their
welfare still improves, even though they cause wages to decline in the receiv-
ing country. The original residents gain on average because of the increase
in the return to capital over and above that due to the redistribution of
income from labour to capital.

The increasing scarcity of capital and other fixed factors such as land
will lead to an increase in their rents over and above the increase that comes
from the redistribution of income from labour to capital. However, this
result is sensitive to the ownership of the stock of fixed factors. If the
level of foreign ownership is high, the repatriation of these rents could
reduce the average income of the original residents. Similarly, the ability
of immigrants to share in the returns to domestic capital in public use could
also reduce the average income of the original residents (Usher, 1977).
The average income of the new set of residents — original plus immigrants
— will fall in comparison with that of the original set of residents. In the
static framework of our standard case, diminishing returns to labour ensure
that the average incomes of the larger population are lower than those
of the original residents prior to immigration. The presence of fixed fac-
tors of production means that although production will increase because
of immigration, the change will be proportionately smaller than the
increase in the labour force.

When immigrants are permitted to bring a portion of their capital stock
with them (again assuming exclusive domestic ownership of the returns
to capital), the original residents of the receiving country will still gain
on average in every instance except one. Should the ratio of capital to
labour held by immigrants be identical to that of the original residents
of the receiving country, no change will occur in the average income of
the latter. The reason for this is noted by Usher (1977). When the factor
proportions of the two groups differ, there will always be gains from trade
(i.e., labour services versus capital services) for the original residents. In
general, as Lucas (1981, p. 91) notes, original residents who are capitalists
(high capital-to-labour ratio) will gain from importing immigrant workers
(low capital-to-labour ratio), while original residents who are workers will
gain from importing immigrant capitalists.

When immigrants do bring a portion or all of their capital stock with
them, it expands the domestic tax base. If the value of personal and cor-
porate taxes paid by the immigrants exceeds the costs of government ser-
vices they consume, the tax burden on domestic residents could fall,
because of the net fiscal surplus contributed by the migrant. Government
programs which skew the composition of immigrants in favour of those
with capital will generally cause government tax revenues to increase more
than government expenditures. Domestic residents could benefit through
either a reduction in taxes or expansion of government services.

Unfortunately, on turning to more realistic models involving
heterogeneous labour — unskilled and skilled labour, for example — it
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is no longer possible to make even qualitative predictions regarding the
impact of immigration on incomes.!2 Apparently perverse results can oc-
cur, such as, for example, the case that the immigration of one type of
labour may lead to an increase in the real income of that same type of
labour in the receiving country. Some types of labour may be substituted
for capital while others are complements to it. Similarly, categories of
labour may be substitutes for or complements to each other. It is worth
stressing the conclusion of Epstein (1974, p. 187), who in this context notes:

This emphasizes, once again, that, in general, and even in the Canadian con-
text, a simple one-sector model like that of Mishan and Needleman (1968b)
may not enable us to draw correct qualitative, not to mention quantitative,
conclusions regarding the effects of immigration on wages.

For many domestic observers, perception of the impact immigration has
on income levels and income distribution is based on the prediction of
a simple two-factor model with a fixed capital stock and mobile labour
and a focus on average income inclusive of migrants. In this scenario,
wages fall relative to the return to capital — a “‘regressive’’ income change
according to Mishan (1970, p. 106) — and average income falls. In a perfect
market world and assuming exclusive domestic ownership of the returns
to capital, average incomes of the original residents increase. While labour
loses, internal transfers from the owners of capital could be made that
would leave all original residents better off. When immigrants are per-
mitted to bring capital with them, it is quite possible that the domestic
labour force gains as a result of immigration while the owners of capital
lose. In this scenario, transfers from labour to capital could still make
all original residents better off than prior to the influx of immigrants. With
more complex but realistic models, qualitative predictions regarding the
identity of domestic winners and losers are no longer possible. It still
remains the case, however, that the average income of original residents
inclusive of all sources of income is higher than before immigration.

Empirical Evidence

There are a number of studies for Canada that have used econometric
models to simulate the short- to medium-term impact of increased levels
of immigration on the domestic economy.!3 The studies differ in the
structure of the models employed, the assumptions regarding the level of
immigration and the economic and demographic characteristics of the
migrants, but their conclusions are not very different. The broad consen-
sus is that higher levels of immigration will increase aggregate variables
such as labour force, investment and real gross expenditure, but cause
measures of intensive growth such as real income per capita and real wages
to decline. Other effects of increased migration include a slowdown in
inflation and a rise in unemployment. The magnitude of these effects is
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small. Davies (1977), for example, employed three separate well-known
Canadian econometric models (CANDIDE, TRACE and RDX2) to simulate
the impact of increased levels of immigration. An increase in annual net
migration from 100,000 to 200,000 per annum would have caused the
annual average growth of real gross national expenditure per capita for
the period 1961-74 to fall from 3.57 percent to 3.43 percent for the
CANDIDE model, from 3.80 percent to 3.34 percent for TRACE, and from
3.80 percent to 3.72 percent for RDX2. A more recent simulation exercise
using a revised version of the Candide model (Rao and Kapsalis, 1982)
found that an increase in net immigration from 50,000 to 100,000 per year
beginning in 1980 would reduce real per capita GNP in 1980 by 0.24 percent
and in 1990 by 1.50 percent below the corresponding base case simula-
tion value.

There are two reasons why the simulation results of these studies should
be interpreted with considerable caution, especially those concerning the
impact of immigration on per capita income. The first is that short- to
medium-term simulation models may not be capable of capturing all the
potential positive links between immigration, population growth and per
capita income. This possibility is explored in greater detail below. Second,
the simulation models incorporate a number of offsetting biases that make
it difficult to determine the net impact of immigration on the per capita
income of the region. The level of immigration is often modelled as an
exogenous shift in the labour supply rather than a response to employ-
ment or income variables in the receiving country. Were immigration
modelled with a portion that was responsive to domestic economic
variables such as real wages and unemployment, net immigration would
fall if a component of it had an adverse effect on the economy.!* This
decline in net migration would offset some of the negative effects of the
exogenous component of immigration. The possibility of economies of
scale in production or in the provision of social overhead capital is often
ignored in the specification of the underlying production framework of
the simulation models. Were scale factors present, a larger population and
market size due to immigration would cause an increase in production
efficiency and rising real incomes per capita. The evidence is not that
strong, however, in support of the presence of significant scale economies
that have not yet been exploited.

It is also difficult to incorporate in simulation exercises the specific
economic and demographic characteristics of economic immigrants to the
extent that they differ from those of the residents of the receiving coun-
try. The models necessarily operate at a high level of aggregation. Some
models can incorporate the demographic aspect of immigration — a large
proportion of economically active participants in the labour force. The
major problem is the failure of most simulation exercises to take into
account the distinct occupational composition of the flow of economic
immigrants. The unit assessment scheme ensures that economic immigra-
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tion includes a high proportion of highly educated and trained persons,
including entrepreneurs and self-employed persons who possess con-
siderable financial assets. The neglect of the human and financial capital
of the immigrant flow necessarily leads to an underestimate of the con-
tribution of this component of immigration to per capita income. This
result is especially true if immigration is in response to specific skill short-
ages and alleviates bottlenecks in production. On the other hand, the
humanitarian and social streams of immigration to Canada may include
many who possess far less education, training and wealth than either the
resident population or the economic immigrants. Other aspects of this issue
of the value of skills to Canada are discussed in more detail later.

The emphasis of these simulation studies on the impact of immigration
on average income of all residents including the migrants ignores the
possibility that the average income of the original residents may rise
because of immigration while the average for all residents falls. It also
overlooks the income redistributional consequences of immigration. Both
of these economic variables for the original residents — the level of income
per capita and the distribution of income — should be the major focus
when evaluating the economic consequences of immigration. Unfortu-
nately, data on these variables are not easily retrieved from the simula-
tion results. The basic problem is that the studies never make clear whose
welfare is important when assessing immigration, that of the original
residents or that of the immigrants.

Imperfect Markets, Technological Change and
Per Capita Income

Many of the arguments in favour of more expansionary immigration
policies rely on the existence of imperfect markets and dynamic effects
linking the pace of technological change to population growth. The white
paper (Department of Manpower and Immigration, 1966), for example,
emphasized the potential for economies of scale in production and in the
provision of social overhead capital to be realized because of the rapid
growth of market size due to immigration. However, there are a number
of criticisms of the argument. The sectors where such scale effects might
be important constitute a small proportion of aggregate output on employ-
ment. Accordingly, it would take unrealistically large estimates of the
potential savings in production costs to have much of an impact on per
capita income of the country.!S Moreover, an increased volume of
exports through moves to bilateral or multilateral free trade would cap-
ture whatever scale economies remained unexploited and reduce costs
through more efficient production. Trade liberalization would cause the
cost structures of many industries to shift down because of increased com-
petition from imports leading to intra-industry rationalization. Creating
larger domestic markets through increased immigration ignores the major
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reason for low levels of productivity in Canadian manufactures — lack
of competitive pressure on cost structures. Cox and Harris (1983) estimate
that multilateral free trade would increase GNP from 8 to 10 percent above
its 1976 level. On the other hand, the possible income gains from the link
between greater immigration and scale economies are “‘insignificant’ (Starr
1975, p. 330). Historically, the provision of urban infrastructure and a
transportation network may have benefitted from a larger population but
the sharing of overhead costs is unlikely to be an important issue today.

The imperfect markets argument can also be used against greater immi-
gration. The green paper, for example, argued (Canada 1975, p. 5) that
““Canada . .. counts the costs of more people in terms of congested
metropolitan areas . . . damage to the environment. . . .”” Here the claim
is that population growth has negative externalities or spillovers in increas-
ing urban congestion and degradation of the environment. This argument
really concerns the costs of market failure and is equally applicable to
internal rural-to-urban migration and natural increase, not just to inter-
national migration. The appropriate solution is to correct the sources of
market failure rather than to limit economic growth. The latter solution
merely treats the symptom and distracts policy makers from the real issue
of addressing the sources of market failure.

The most interesting and potentially the strongest arguments in favour
of an expansionary immigration policy link the pace of technological
change to population growth. Kuznets (1960, pp. 328-29) postulates that
there are increasing returns in the population size. The argument and sup-
porting evidence is discussed in detail in Kelly (1973, pp. 18-19). The impli-
cation of Kuznets’ hypothesis is that population growth per se, whether
through immigration or natural increase, leads to increases in income per
capita. Many models that yield increases in income per capita because of
population growth do so through incorporation of variants of Kuznets’
hypothesis as an assumption of their models. Simon (1977, 1982) has
models that link population growth and productivity growth. The pro-
ductivity effect includes learning-by-doing effects, stock-of-knowledge
effects and various scale effects in production whereby income per capita
rises with increases in aggregate output. Brain et al. (1979) also include
such effects for Australia and find that immigration increases income per
capita. Simon (1982) finds that the time path of the contribution of immi-
gration to per capita income is not constant. Initially, for the first two
or three decades, immigration has a negative effect on per capita income
of original residents, but thereafter a significant positive effect results.!
The results of Brain et al. (1979) are similar.

The link between population growth and income per capita may exist
in the form hypothesized by Kuznets. Certainly, its incorporation into
simulation models as an operating assumption does, not surprisingly,
generate a positive link between extensive growth and intensive growth.
On the face of it, this relationship would seem to be a strong argument
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in favour of an expansionary immigration policy, especially one that
screens on the basis of the skills possessed by migrants. Yet there is no
need for Canada to generate these external effects through adoption of
an expansionary immigration policy. So long as there are other countries
larger than Canada and with more rapid population growth rates, and
investments in innovation earn the same return as investments elsewhere
in the economy, Canada can draw upon the consequences of increasing
returns to scale by population in inventive activity in these countries by
leasing their technologies or purchasing capital goods that embody the
new innovations. Canada can obtain the benefits of technological change
through international trade without bearing any of the risks should the
link between extensive and intensive growth not materialize.

In the case of Canada, the oligopolistic structure of industry and a
reputed conservatism on the part of financial intermediaries could inhibit
the link between increasing population and innovative activity, or the
effect, if present, could be too small to offset other negative effects of
population growth on income per capita. The evidence for Canada in any
case (Economic Council of Canada, 1983) suggests that the diffusion of
new innovations and technologies into production is where Canada really
lags. Simply increasing the pool of new innovations generated in Canada
would not ensure that firms adopted them.

There is an extensive and complex theoretical literature that examines
the consequences of slower population growth for economic variables such
as investment demand and per capita income in the longer term.!7 Papers
by Phelps (1973), Hieser (1973) and Neal (1978) provide excellent surveys
of the main issues in the context of the growth theory literature. Much
of this literature deals with the attributes of stationary states (unchanging
growth rates in all economic variables) and of the transition from one sta-
tionary state to another when an exogenous variable such as the popula-
tion growth rate changes. In a variety of these models, a slowdown of
population growth for a given level of capital intensity will lead to a higher
level of income per capita in the new stationary state. The growth, as
opposed to the level, of income per capita will be the same in the new
stationary state as it was in the old. It is the rate of technological change
(which is assumed to be independent of the growth rates of capital and
labour force) that determines the growth rate of output per capita. Dur-
ing the transition between stationary states, income per capita does grow
more rapidly but, as noted, its stationary state growth is determined by
the pace of technological change. The results of these models are sensitive
to assumptions regarding fiscal and monetary policies (Phelps, 1973) and
the bias of technological change (Hieser, 1973). The bottom line remains
that the growth of income per capita is the same in each of the stationary
states, but the level of income per capita will rise with a slowdown in
population growth.

However, the relevance of these models for small open economies is
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questionable. The mobility of capital fixes the return to capital, and so
locks the open economy into the capital-to-labour ratio prevailing in the
rest of the world. The level of income per capita in an open economy is
now effectively set in the rest of the world, and its growth rate depends
both on the rate of technological change and changes in the exogenously
set capital-to-labour ratio. There is no longer scope in this scenario for
the regional economy to use a positive population policy (more immigra-
tions or greater fertility) as a mechanism to private growth or income per
capita,should the links between population and technology suggested by
Kuznets (1960) exist. A further criticism of this framework is that popula-
tion and labour force are treated as exogenous and the labour force par-
ticipation rate as invariable with respect to changing economic cir-
cumstances.

Immigration may have a positive impact on savings and labour force
participation rates and in turn may increase average income in the receiving
region.!® Economic immigration usually contains a heavy concentration
of young, economically active workers. Since labour force participation
rates are higher for these age groups, the average labour force participa-
tion rate of the flow should exceed that of the receiving population. The
age-specific participation rates of migrants may also exceed those of the
domestic population. Both of these effects will increase average labour
force participation rates and cause output per capita to rise. Life-cycle
considerations may also lead the migrant flow to have a higher savings
rate than that of the domestic population. This larger pool of domestic
savings will lead to either reduced borrowing from abroad or increased
foreign investment by domestic residents. In either case, the interest on
these savings will represent a net gain in income to the economy. These
demographic effects, however, are ‘‘one shot’’ and persist only during
the migrants’ generation. Moreover, as the immigrant cohort ages, labour
force participation rates and savings rates decline. Also, immigration does
not necessarily generate these positive initial effects. When immigration
policy shifts its focus to social and humanitarian considerations, the
demographic characteristics of the flow may in fact reduce income per
capita of the receiving country.

It is often argued that the human capital of migrants also represents
a net gain in income to the residents of the receiving country. This argu-
ment must be interpreted with some caution. The income earned by
migrants does not represent a net gain, because migrants are assumed to
receive the value of their contribution to society. The gain arises from
the savings in investment costs of child rearing and education that are borne
in the sending country of the migrants. In the case of Canada, for exam-
ple, DeVoretz and Maki (1980, p. 787) estimate that between 1967 and
1973 the replacement value of human capital (based on post-secondary
expenditures only) transferred from the less developed countries alone
ranges from $1.0 billion to $2.4 billion. If the upper-bound value or the
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value at one extreme of the human capital transfer had been produced
domestically, the cost to Canadian taxpayers would have been $1.4 billion.
If, on the other hand, the observed level of investment expenditures on
education had been made even in the absence of the inflow from less
developed countries, there would be no saving in investment costs. There
is a net gain only if the capital inflows displace domestic capital formation.

Aspects of Canadian Immigration Policy
The Effects of an Expansionary Immigration Policy

The first issue to be examined is whether population growth promotes
growth of income per capita. The discussion that follows ignores the
distinction made earlier between income of original residents and migrants.
If population growth does lead to higher average incomes for all residents,
many of the distributional issues are more tractable and the possibility
of internal transfer schemes to compensate losers from immigration
becomes far more likely. The previous section of the paper suggested that
there are two basic mechanisms through which population growth could
increase income per capita of the receiving country — economies of scale
in production, and increased returns from population growth with respect
to knowledge. From the perspective of Canada as an open economy,
neither of these arguments provided a compelling case for a positive
population program through an expansionary immigration policy.
Therefore, a restrictive immigration policy does not seem to carry economic
costs.

However, one reason for the public perception of a strong positive link
between extensive and intensive growth is that periods of rapid extensive
growth in Canada and the provinces have been associated with high rates
of intensive growth. The wheat boom era of 1896 to 1913 and the energy
boom of 1973 to 1980 in Alberta are two examples. There is a perception
that a growth in population through migration caused these economic
booms. In the case of the energy boom, a sharp rise in the relative price
of energy increased the demand for labour and capital in the energy and
complementary sectors. In the short run, before labour and capital could
be re-allocated among regions, wages and rental rates on capital rose in
Alberta relative to other regions. The differential in returns to labour and
capital induced investment and interregional migration.

The influx of population led to additional investment in population-
sensitive capital formation, urban infrastructure and residential and com-
mercial construction that further increased the demand for labour and
capital.!” A combination of falling real energy prices and unrealized
expectations regarding returns to investments caused the boom to collapse.
Net out-migration occurred, and construction activity and investment
plummeted and caused further out-migration as the contracting sectors
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released labour. From the perspective of the casual observer, the pattern
of net migration — positive during the boom, negative during the col-
lapse — is suggestive of causality from migration to per capita income.
In the case of the owners of specific factors — urban land, for example
— net positive migration has increased real income just as out-migration
reduces it. It was, however, changed economic circumstances initiated
mainly by external factors (the influence of OPEC on oil prices) that initi-
ated the boom. Labour and capital flows were only responding to dif-
ferential returns between the province and the rest of Canada and not
creating them in the long run (except in the case of specific factors). Net
migration will continue until rates of return (net of transfer costs and risk
premium) have been equalized. The small regional economy may be larger
as a result of net migration, but income per capita is not.

Immigration Policy and Absorptive Capacity

An enduring aspect of Canadian immigration policies has been the effort
to link the magnitude and occupational composition of immigration to
the requirements of the domestic labour market. The flow of immigrants
has been regulated where possible according to the ‘‘absorptive capacity’’
of the domestic economy.2’ Absorptive capacity in this context refers to
the ability of the labour market to increase employment of immigrants
without ‘‘crowding out’” domestic labour (whether native-born or previous
immigrants).

The potential for crowding out in a static framework depends critically
on two parameters — the elasticities of the domestic labour supply curve
and those of the derived demand for labour. The more elastic or respon-
sive the domestic supply curve is to changes in real wages, the greater the
potential for immigrant arrivals crowding out domestic residents from
employment. The elasticity of the domestic labour supply depends on two
factors — the ease with which residents can shift between Canadian and
foreign (mainly U.S.) labour markets in response to real wage differen-
tials, and the responsiveness of labour force participation rates to real wage
changes. American immigration policy with respect to immigrants from
Canada has been a major factor in influencing the elasticity of the domestic
(Canadian) labour supply. On the demand side, the greater the elasticity
of the derived demand for labour, the smaller the decline in real wages
required to absorb a given flow of immigrants into domestic employment,
and therefore the smaller the likelihood of crowding out.

Evidence of crowding out could take a variety of forms depending on
the period under consideration. The ‘‘displacement’’ debate of the 1920s
and 1930s, for example, dealt specifically with the issue of the absorptive
capacity of the Canadian labour market.?! Canada historically has expe-
rienced large two-way flows of population — gross immigration to Canada
concurrent with emigration of Canadian-born and foreign-born residents
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from Canada to the United States. Even today, emigration is a signifi-
cant proportion of immigration to Canada. Some observers such as Lower
(1930) viewed emigration from Canada as indicative of crowding out
caused by immigration. Lower’s analytical framework implicitly incor-
porated a labour market scenario of a highly elastic domestic labour supply
curve combined with an inelastic derived demand for labour (1930,
pp. 565-568). Other participants in the debate (Timlin, 1951; Whitton,
1924; Thomas, 1973) viewed immigration and emigration as being
unrelated to a large extent and responding to different factors in highly
segmented labour markets. Much of this debate consisted of hypothesis
testing by assertion, but it did serve to highlight fears that in an open
economy ‘‘too much’ immigration would be accommodated by an
employment response on the part of original residents. In this period, when
Canadian-born migration to the United States was not subject to legislated
quotas, emigration was seen as the equilibrating mechanism and the fac-
tor that ensured a highly elastic domestic labour supply curve.

Present immigration policy embodies the same concern that migrants
should not crowd out domestic participants in the labour market. The
Canada-first policy actively pursued by the Immigration Commission and
the major role that occupational demand and arranged employment play
in the point system, outlined in detail in the first section of this paper,
reflect these fears. Evidence of crowding out of domestic employment
would now take the form primarily of higher unemployment rates and
to a lesser extent of withdrawal from the labour market rather than emigra-
tion. Consequently, the labour market focus of immigration policy has
adopted vacancy and unemployment rates as measures of absorptive
capacity. High vacancy rates or low unemployment rates are taken as
evidence that immigration will not crowd out domestic employment.
Similarly, in the case of arranged employment, firms must demonstrate
to the satisfaction of the Immigration Commission that qualified Cana-
dian residents are not available.

There can be a number of unanticipated consequences of linking
economic immigration to labour market requirements in this fashion. The
first is that this immigration policy has a strong potential for setting the
relative prices of various categories of skilled labour in Canada. Effec-
tively, the government policy links the volume of immigration by skill or
occupation to measures of excess labour demand in those markets.??
When vacancy rates increase or unemployment rates fall in a particular
labour market or it is easy to demonstrate that no qualified residents are
available, points are awarded for occupational demand, designated occu-
pations and arranged employment increase (ignoring the May 1982 revi-
sions), and the number of immigrants with skills specific to the occupa-
tions rises. Government policy effectively provides a perfectly elastic supply
of labour at some relative price consistent with equilibrium in the domestic
labour market at some time in the past. One could argue that the volume
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of economic immigration is certainly small, relative to the size of the
domestic labour market, but this argument is misleading. First, it is the
margin of employment that is important; the relevant issue is how much
immigration contributes to additional employment in an occupation.
Second, one cannot neglect immigrants with employment authorizations,
the Canadian equivalent of guest workers. The annual volume in person-
years of immigrants in this category is large in relation to permanent
economic immigration, as noted in the first section of this paper. Together,
these two points suggest that immigration could have a significant effect
in setting the relative price of certain categories of labour in Canada.

No basis is available for assessing whether economic immigration results
in the “‘correct’’ prices, but the impact of this policy on the domestic invest-
ment in skills could be considerable. In the absence of economic immigra-
tion, the increase in labour demand that initially led to the rise in vacancy
rates would cause wages to rise in the particular market. The increase in
wages would act as a signal for entry by domestic residents, who would
invest in acquiring the necessary skills. Since the full social cost of educa-
tion, especially for post-secondary institutions, is not borne by students,
society as a whole and taxpayers in particular would incur the costs of
equipping domestic residents with the skills required to enter the occupa-
tion whose relative income has risen.2* The potential savings for taxpayers
(especially low-income taxpayers) and residents from drawing on foreign
labour markets instead of investing domestically to produce the skills are
significant, as DeVoretz and Maki (1980) have demonstrated.

There are implications of this policy that some might find disturbing.
If government policy takes the consequence of this immigration policy
into account, it will redirect expenditures away from post-secondary educa-
tion and technical and vocational schools, and into other areas. Similarly,
the private sector will tend to reduce investments in on-the-job training
programs and apprenticeship schemes because it will be cheaper to import
the skills rather then generate them domestically. Collectively, society will
invest less in education and, as was noted before, there is a net gain to
society if the funds saved are invested productively elsewhere in the
economy. Yet new entrants into the labour market will find their oppor-
tunities for training in the new technology-driven skills foreclosed or at
least restricted. Some of these new entrants may enter less desirable (i.e.,
less skilled) occupations, become unemployed or leave the work force.
Others may still enter the skilled labour market, because of their com-
parative advantages or tastes for non-wage attributes of jobs.

However, the welfare of domestic residents may not be lowered as a
result of this shift in occupational mix. The funds saved from not investing
domestically in education clearly represent a net gain to all residents,
especially those who do not gain from higher education. The influx of
skilled workers has other effects. In the context of the static models of
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the second section, the average incomes of domestic residents will increase
(assuming that they capture all returns to the domestic capital stock) as
a result of this immigration. Moreover, the returns to unskilled labour
may increase as a consequence of the influx of skilled labour. New domestic
entrants into the labour market forced into unskilled occupations because
of lower domestic investment in skills will benefit as a consequence.

Immigration as a Tool of Domestic
Economic Policy

As discussed in the first section, the Immigration Act requires the Minister
of Employment and Immigration to set planned target levels of immigra-
tion for each year and to do so in light of demographic considerations
and labour market conditions. It also sets out various objectives for policy
that include meeting the demographic goals set by government policy and
““. . . the development of a strong and viable economy and the prosperity
of all regions in Canada.”’

There are problems of internal consistency and operational content with
these provisions of the legislation. The demographic goals of immigration
policy are a case in point. First, it is not at all clear why a demographic
goal is a valid objective except insofar as economic criteria are provided
that the demographic goal should satisfy. As noted earlier in this paper,
there is no compelling reason to pursue a positive immigration policy on
the basis of anticipated gains in income per capita. A similar argument
holds with respect to demographic goals if they are simply framed in terms
of acceptable growth rates for population or some desired population level.

There appears to be no valid reason for a demographic goal to be a
policy objective. It would only seem to be an acceptable goal of govern-
ment policy if income per capita of the original residents is expected to
increase as a result of the demographic goal. At present, however, we do
not have reasonable criteria to define the optimal growth rates or levels
for the population. Kalbach (1975, pp. 3-7) has suggested that enlightened
immigration and demographic policies for Canada that would not appear
self-serving in the eyes of the international community would favour
growth of the Canadian population at the world average growth rate.
Immigration policy to ensure the growth of the domestic population inclu-
sive of net migration and natural increase would achieve this desired
population growth rate. But an operational rule of this kind has no
economic content and would have to be adopted on moral grounds alone,
as Kalbach suggested.

There have been suggestions that one demographic objective to assign
to immigration policy should be to offset some of the consequences of
the aging of the baby boom cohort. Fertility rates have been declining
and as the baby boom cohort ages, a decreasing proportion of the popula-
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tion will be in the labour force. An aging population will increase the tax
burden on the economically active population for the funding of pensions
and the provision of social services. Kalbach notes that:

The only solution, in the face of a consistent decline in fertility, is the use
of immigration to stabilize the ‘‘old dependency’’ ratio by maintaining the
relative sizes of the over-65 population and the labour force. (p. 308)

Overbeek (1980, p. 71) has similar concerns, and argues that:

By 2030, the Canadian age pyramid will almost have taken on the shape of
a lightbulb, unless of course, present fertility conditions change again. With
relatively small economically active groups and a relatively large burden of
oldsters, the existing welfare arrangements will experience enormous pressure
and could actually collapse.

The policy prescription that this author offers is to reduce immigration
now, as the aging of migrant cohorts will only exacerbate the sharp rise
in dependency rates in the future. Once the baby boomers retire, however,
immigration policy would become expansionary and so reduce the
dependency ratio.?*

The estimates of Foot (1982, p. 131) for a variety of net migration and
fertility scenarios suggest that the total dependency ratio (defined as the
number of persons aged 0 to 14 years and 65 years and over divided by
the number of persons aged 15 to 65 years) will decline until 2011. For
much of the period until then, the dependency ratio will remain at
historically low ratios as the decreasing proportion of the young in the
population more than offsets the increasing proportion of the elderly.
Table 3-2 provides a simulation time path of the total dependency ratio
(Foot, 1982). These projections clearly suggest that concern over rising
dependency rates should not lead to an expansionary immigration policy
now. Moreover, Foot finds that the simulation estimates are quite insen-
sitive to alternate net immigration assumptions (i.e., from 0 to 65,000).

Long-term demographic concerns in any case would be difficult to incor-
porate into the present mechanisms that regulate the volume of immigra-
tion. The planning exercise is geared closely to short-term labour market
considerations, and this results in strong cycles in the economic compo-
nent of immigration that are related to domestic business cycles. The flux
of immigrants permitted to enter for humanitarian and social reasons may
be less cyclical, but its demographic characteristics — high dependency
rates in particular — run counter to the demographic objective of offset-
ting the aging of the baby boom cohort.

The vague objectives in the 1976 legislation of promoting ‘a strong and
viable economy and the prosperity of all regions’” are expressed in words
that possess little economic content. The objective can be interpreted to
mean that immigration should be used as a tool to promote either exten-
sive or intensive economic growth. In light of the discussion to this point,
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TABLE 3-2 Historical and Projected Total Dependency Ratio and
Inverse Total Dependency Ratio for Canada, 1851-2051

Total Total Inverse

Dependency Dependency
Year Ratio® Ratio®
1851 .909 1.10
1861 .834 1.20
1871 .828 1.21
1881 .749 1.34
1891 .692 1.44
1901 .651 1.54
1911 .603 1.66
1921 .644 155
1931 592 1.69
1941 .526 1.90
1951 .615 1.62
1961 712 1.41
1971 .604 1.65
Projections
1981 475 2.10
1991 .489 2.55
2001 .464 2:15
2011 .446 2.24
2021 519 1.92
2031 .593 1.69
2041 .586 1.71
2051 .590 1.69
Source: David K. Foot, Canada’s Population Outlook. (Toronto: Lorimer, 1982), Table

4-1, p. 129.

a. Number of dependants per person of working age (persons aged 0 to 14 years and 65
years and over divided by number of persons aged 15 to 64 years).

b. Number of persons of working age per dependent person (number of persons aged 15
to 64 years divided by number of persons aged 0 to 14 years and 65 years and over).

the appropriate objective is that immigration policy be used to promote
growth of income per capita in the national and regional economies. But
this presents a dilemma: should the focus be on income per capita of the
original residents or on income per capita of all residents, including immi-
grants? Immigration will increase the average income of the original
residents (assuming that original residents capture all of the returns to
capital) while redistributing income from labour to capital. In theory,
domestic losers, or labour, could be compensated but in practice this does
not occur, or if it does, policy cannot distinguish between original members
of the labour market and immigrant labour; citizens and landed immigrants
have the same economic rights. Similarly, as Usher (1977) argues, immi-
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grants do share in the public capital stock. For these two reasons — the
inability to redistribute the gains (if any) from immigration among original
residents and the inability to maintain exclusivity to the public capital stock
— we view income per capita of all residents after immigration as the
appropriate benchmark. An increase in income per capita or the absence
of a decline in its value as a result of immigration makes it far more feasi-
ble to consider internal institutional mechanisms to compensate losers from
immigration, especially labour, by taxing the now higher incomes of the
owners of capital.

In this context, we wish to note that we have serious reservations regard-
ing the efficacy of immigration policy as a tool of regional development.
Our discussion regarding the possible links between extensive growth and
income per capita concluded that such links are elusive and in most cases
could be obtained for Canada through trade rather than an expansionary
immigration policy. Even if this conclusion were different, there are two
reasons for our concern.

The first reason for concern is that international migration is a substitute
for internal migration. International migrants have incurred all the psychic
costs of a long-distance move and have all their assets in easily transferable
forms. Thus, they are highly mobile and will choose a destination on purely
economic grounds, seeking the location that yields the highest income
stream. In the absence of international migration, residents of slow-growth
or low-income regions would have responded to the incentives for inter-
regional migration. Their responsiveness is slower than that of interna-
tional migrants because they have yet to incur the psychic costs of long-
distance moves or liquidate assets such as housing. Internal migration will
still occur, but at a lower level. A large-scale expansionary immigration
policy could have a significantly negative effect on internal resource alloca-
tion, and effectively lock the spatial distribution of original residents into
its current pattern. Consequently, efforts to reduce regional disparities
by increasing mobility of the domestic population may be offset by the
impact of international migrants on domestic labour markets.

The second reason for concern is that some observers view international
migration as a tool for promoting development in less desirable areas of
Canada. The point system, for example, awards points on the basis of
destination, and less desirable areas are worth more points. This approach,
however, treats symptoms, not the problem, and is doomed to failure in
any case. The reason why internal migration to these regions does not occur
is that returns to labour do not include a sufficient premium to compen-
sate residents for enduring whatever makes their region less desirable than
others. International migrants may locate in such regions initially, but they
too will respond to real-income differentials and move once they are in
a legal position to do so. It is not possible to constrain the internal mobility
of landed immigrants.
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A Menu of Immigration Policies

We have suggested throughout this discussion that immigration policy is
by its very nature a contentious issue for any society. Governments attempt
to achieve multiple and often inconsistent objectives within a single
framework and in the process ignore the fundamental issue that must be
addressed — deciding whose welfare is relevant, that of residents or of
non-residents of the country, in evaluating and setting policy. The role
of immigration policy in creating economic rents and the distributional
consequences of altering the status quo lead groups to promote their
economic self-interest through political means. Public policy discussions
inevitably reflect a mix of positions, ranging from those that are self-serving
but cloaked in the public interest to those that are altruistic or based on
non-economic considerations. It is obviously difficult to reconcile such
diverse views.

The discussion that follows provides a range of policies, from those that
are fundamentally national in perspective and have the sole objective of
maximizing the benefits of immigration for domestic residents to those
that embody varying degrees of concern for the welfare of non-residents.
Our discussion will be restricted to regulation of economic or indepen-
dent immigration. On the other hand, the volume of immigration justified
purely on humanitarian and social grounds is not a concern of this paper;
the Canadian federal government’s policy in this regard reflects our col-
lective preferences. In the case of economic immigration, the government
regulates the magnitude and occupational mix according to various criteria.
Our concern is really with examining whose welfare is best served by
various policies.

Present policy with respect to economic immigration is basically to
harvest the rich and the skilled from the foreign labour pool. The business
program for entrepreneurs and the self-employed is obviously aimed at
attracting wealthy immigrants to Canada. It is argued that such immigrants
will provide additional employment and investment in Canada. But such
an argument presupposes some failure of capital markets. That is, for some
reason profitable opportunities for investment remain unexploited until
the arrival of immigrants. However, such market failure is unlikely for
Canada,given the mobility of capital and the wide array of domestic and
foreign financial intermediaries that can be drawn upon.

The point system clearly values skills and occupational training highly,
and immigrants possessing skills in demand in Canada have a much higher
probability of admission than others. The difference in occupational com-
position of the ‘‘selected worker’’ and ‘‘non-selected worker’’ streams in
Table 3-B3 (see Appendix B) suggests the success of the point system in
skewing the composition of migration to professionals and highly skilled
workers.

Marr & Percy 91



One possible immigration policy would ensure the maximum benefits
of immigration to Canadian residents and satisfy many of the objections
to current policy (i.e., selection criteria, ‘‘brain drain’’ costs borne by the
Third World, distributional consequences in the receiving country). This
would be to set quota levels for immigration to Canada, allocate a pro-
portion of these to immigrants whose entry is justified on humanitarian
and social grounds, and auction off the remaining quota to the highest
bidders. Such a policy would not discriminate on the basis of race, religion
or origin, and would be consistent with the objective of maximizing the
benefits of immigration for domestic residents. In any case, Canadian
immigration policy embodies an element of the auction mechanism through
the ability of entrepreneurs and the self-employed virtually to purchase
entry into Canada simply through possession of sufficient funds to pur-
chase or establish a business in Canada.

The revenue collected could be used to address the objections to cur-
rent policies. It could be used to compensate those within the country who
could demonstrate that they bear identifiable costs from immigration, or
could be distributed to less developed countries in return for loss of the
return to human and physical capital through its emigration to Canada.
Similarly, firms that required specific skills not available in the domestic
labour market would not face the decision of whether to invest in the skills
domestically through training and apprenticeship programs or purchase
them by paying for the entry of skilled immigrants. Obviously, the skilled
workers would have to have a contractual relationship with the firms for
some period of employment or it would not be in the interest of firms
to import labour. The auction mechanism would also prevent immigra-
tion policy from possibly setting the relative prices of various skills in the
Canadian labour market,as could occur under the present point system
and through the employment authorization program.

Many will object to the above immigration policy because it is so
unabashedly narrow and parochial in terms of regulating economic immi-
gration solely for the benefit of the domestic population. Current immigra-
tion policy, however, has strong elements of this proposed policy, though
without the revenue collection mechanism — the auction — that permits
a redistribution of the possible gains from migration to compensate losers
in the domestic economy. The policy could also permit Canada to address
the issue of compensation for the brain drain to this country from less
developed countries. DeVoretz and Maki (1980, p. 793) found that for
the period 1967-73 the value of Canadian foreign aid was about equal
to their upper-bound estimates of the human capital transfers from the
less developed countries to Canada. In these circumstances, the net impact
of Canadian foreign aid expenditures is not clear. The revenue from the
auction mechanism would make it at least feasible to separate foreign aid
from the narrower issue of potential compensation for the brain drain.

It should be noted, however, that no country has created explicit markets
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for citizenship rights, despite the apparent benefits of such a policy, to
both immigrants and domestic residents. The explanation is that citizen-
ship involves membership in a community with shared values, goals and
obligations that the price mechanism could not take into account when
called upon to value citizenship rights.

The other extreme in immigration policies would be unrestricted entry
into Canada. Since the size of the Canadian labour market is small relative
to the potential pool of immigrants, wages would fall significantly in
Canada without much of a corresponding increase in wages in less
developed countries. The change in wages and hence relative factor prices
in Canada would shift our area of comparative advantage into more
labour-intensive commodities. International commercial policy is restric-
tive with regard to many of these commodities. Hence it is unlikely that
the new larger population of Canada could increase wages through inter-
national trade. In this scenario, original residents would still gain on
average (again assuming that domestic residents capture the returns to the
existing capital stock, public and private). Original residents of Canada
whose income derived solely from wages would be the big losers under
this policy. )

It is possible to transform this apparently altruistic policy to one that
would unambiguously benefit all the original residents of Canada. All that
is required is first to ‘‘privatize’’ all the unalienated Crown lands, federal
and provincial, among the original residents. Distribution of ownership
rights in the form of shares is one approach. The next step would be to
permit unrestricted immigration. The immediate result would be a sharp
jump in the returns to fixed factors, which would then be reflected in higher
share values held by domestic residents. This scenario, though fanciful,
clearly suggests why the owners of fixed or specific factors are often the
most vociferous advocates of extensive growth policies. In most instances,
this group unambiguously gains during periods of extensive growth. The
basic problem with this scenario is that immigrants at some point may
outnumber domestic residents and unilaterally change the property rights
regime — through expropriation, for example.

Yet, as noted in the second section of this paper, immigration policy
by itself might not be the most appropriate tool for addressing concerns
about global welfare or, for that matter, national welfare. A shift to trade
liberalization combined with revisions of current immigration policy prob-
ably is the best approach Canada could adopt. Commercial policy, par-
ticularly a reduction of tariff and non-tariff barriers on imports from less
developed countries, is one mechanism that would be mutually beneficial
to Canada and less developed countries.?> Trade liberalization on
Canada’s part would lead to improved resource allocation within the
economy and would increase the volume of export earnings of the less
developed countries, potentially improving the welfare of residents of those
countries.
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Canadian immigration policy at present skims off the cream of the
potential migrant flow — the wealthy and the highly skilled. This policy
has the potential to impose real costs on non-migrating residents of Third
World countries. A non-selective immigration policy would base accep-
tance on the ability of candidates to satisfy medical requirements and other
general screening characteristics, such as years of school or age, chosen
by immigration authorities. A quota consistent with the planned level of
immigration would be set, with shares in the target disbursed among the
social, humanitarian and economic streams of immigrants as currently
defined in the immigration regulations. The benefit to less developed coun-
tries of this shift in policy is that Canada would no longer select for admis-
sion only their most productive citizens and those whose departure is most
likely to reduce incomes of those who remain behind.

For Canada, there would be costs and benefits in adopting a less selec-
tive immigration policy. The costs would be the foregone savings in invest-
ment expenditures on education and training. Yet it is not clear that these
savings are now being realized or that it is desirable to do so. Domestic
residents want their children to enter the professions and acquire the new
technology-intensive skills, and expect government to provide the necessary
facilities. That is, domestic residents do not seem to value the saving in
investment costs if it means foreclosing the array of occupational oppor-
tunities available to their children. Severing the link between permanent
economic immigration and occupational demand would also preclude the
possibility that currently exists of immigration policy inadvertently fixing
the relative prices of skills in Canada at some arbitrary level. Shortages
of specific skills in Canada that could lead to bottlenecks in production
and unemployment could be addressed as they now are, through issuance
of employment authorizations of limited duration. This would provide
time for the private and public sectors to invest in producing these skills
domestically, while maintaining income in Canada in the interim.

Conclusions

We find that concerns raised by the green paper (Manpower and Immigra-
tion, 1975a) are exaggerated on two grounds. First, the paper ignores a
number of links between immigration and population growth and income
per capita that operate through an impact on the rate of technological
change and savings levels. We note, however, that many of these benefits
could be obtained through trade, and that it might be less costly to do
so. Second, arguments concerning quality of life and environmental
damage are misdirected at population growth. The problem here is the
failure of the price mechanism to reflect the social cost of economic activ-
ity rather than population growth itself. We find that the focus of immi-
gration policy on vacancy and unemployment rates in the labour market
as a tool for defining admissions criteria is understandable as a bureaucratic
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device but likely to have unanticipated consequences for income distribu-
tion, job opportunities and the economic welfare of domestic residents.

Immigration policies have a significant effect on the distribution of
income, but these effects are not as straightforward as conventional
wisdom suggests, especially when the models employ more realistic assump-
tions such as different types of labour. The distributional consequences
of immigration anticipated by conventional wisdom, however, do go a
long way to explaining how immigration policy has evolved and why it
is such a contentious issue in public policy. Finally, we find that while
there is some scope for using immigration policies to contend with the
economic consequences of shifts in the structure of the Canadian popula-
tion, it is not a feasible tool in other areas, i.e., regional growth.

Immigration policy attempts to reconcile economic, humanitarian and
social considerations within a single framework. Consequently, the objec-
tives of immigration policies are often inconsistent and in some cases
mutually exclusive. There is a range of possible immigration policies that
embody varying degrees of altruism to non-residents. These policies range
from auctioning off quota spots to immigrants, to unrestricted immigra-
tion. More realistic scenarios regarding Canadian immigration policy and
global welfare would include commercial policy as an integral element of
any policy to help improve global welfare and income distribution. The
bottom line with respect to Canada’s role in promoting higher world
incomes or a more equitable distribution of income is that in isolation,
Canada can do little. Canada cannot possibly absorb enough immigrants
to influence average incomes in the Third World. Similarly, Canada’s share
of world trade is too small for trade liberalization by this country alone
to have an appreciable effect on income in less developed countries. Col-
lective action, as in the North-South dialogue, is the best approach. Unfor-
tunately, the distributional issues discussed throughout much of this paper
make it difficult for such a forum to come to concrete proposals or achieve
more than marginal changes in the status quo.
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Appendix A
Immigration Selection Criteria
of the Immigration Act of 1976

3. It is hereby declared that Canadian immigration policy and the rules

and regulations made under this Act shall be designed and administered

in such a manner as to promote the domestic and international interests
of Canada recognizing the need

(a) to support the attainment of such demographic goals as may be
established by the Government of Canada from time to time in respect
of the size, rate of growth, structure and geographic distribution of
the Canadian population;

(b) to enrich and strengthen the cultural and social fabric of Canada, tak-
ing into account the federal and bilingual character of Canada;

(c) to facilitate the reunion in Canada of Canadian citizens and perma-
nent residents with their close relatives from abroad;

(d) to encourage and facilitate the adaptation of persons who have been
granted admission as permanent residents to Canadian society by pro-
moting cooperation between the Government of Canada and other
levels of government and non-governmental agencies in Canada with
respect thereto;

(e) to facilitate the entry of visitors into Canada for the purpose of foster-
ing trade and commerce, tourism, cultural and scientific activities and
international understanding;

(f) to ensure that any person who seeks admission to Canada on either
a permanent or temporary basis is subject to standards of admission
that do not discriminate on grounds of race, national or ethnic origin,
colour, religion or sex;

(g) to fulfill Canada’s international legal obligations with respect to
refugees and to uphold its humanitarian tradition with respect to the
displaced and the persecuted;

(h) to foster the development of a strong and viable economy and the pros-
perity of all regions in Canada;

(i) to maintain and protect the health, safety and good order of Cana-
dian society; and

(j) to promote international order and justice by denying the use of Cana-
dian territory to persons who are likely to engage in criminal activity.
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Appendix B
Statistical Overview of
Immigration Since the 1960s

The object in this section is to provide some statistical context for the
discussions of the welfare implications of current immigration policy for
domestic residents and immigrants. It is difficult to determine the impact
of the new legislation on the total number of immigrants coming to
Canada. If the total number of applicants for admission to Canada were
known, the ratio of admissions to total applicants would provide some
measure of the stringency of the legislation and the effects of planned
immigration levels and selected worker restrictions. Also, the volume of
immigration is sensitive to employment and income levels in the sending
and receiving regions, and so it is difficult to disentangle the influence
of the legislation from changing domestic and external economic condi-
tions. The volume of economic immigrants coming to Canada would have
fallen in 1982 even in the absence of immigration restrictions on selected
workers, because of the severe recession in Canada. Similarly, the volume
of family and assisted relative immigrations is also sensitive to domestic
economic conditions. The ability of sponsors of family stream and assisted
relative immigrants to satisfy their legal commitment to the sponsored
migrants depends on their expected domestic incomes. Finally, the bind-
ing constraint may in fact be the capacity of the immigration authorities
to process immigrants rather than the planned level of immigration. For
example, the 1982 Annual Report on Immigration Levels notes:

The announced immigration level for 1981 was in the range of 130,000 to
140,000; actual 1981 intake is expected to be slightly under the end of the
range owing to the continuing pressures on the processing system abroad,
which has been, and continues to be, working above capacity.

Table 3-B1 shows total immigration by class or stream from 1966 to 1983.
One feature of the data is the variability of the total flow, which ranges
from a high of 218,000 in 1974 to 86,000 in 1978. Both the annual level
of immigration and its variability appear to be lower since 1978, but for
the reasons discussed earlier, care must be taken in attributing this entirely
to the new legislation. Yet the evidence does suggest that the restrictive
posture of immigration policy and the emphasis on planning levels have
had some impact on immigration to Canada. Only a little over 6,000
selected workers entered Canada in 1983, compared with more than 18,000
selected workers admitted in 1982.

The most dramatic shifts in the composition of immigration by class,
shown in Table 3-B1 occurred before the proclamation in 1978 of the new
immigration act, with its emphasis on family reunification and
humanitarian considerations. The importance of the economic indepen-
dent and assisted relative classes in absolute and share terms declines
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significantly in 1975 and remains around this new lower level thereafter,
while the importance of the family class of immigration increases. The
big surge in refugee and designated classes in 1979 and 1980 represents
an influx of refugees from Southeast Asia under the sponsorship of the
government, private individuals and groups.

TABLE 3-B1 Immigration by Class, 1966-83 (percent)

Refugees Total

and Number of

Family Assisted Designated Immigrants

Class Relatives  Economic Class (Persons)
1966 34.2 — 65.8 — 194,743
1970 21.8 23.8 54.4 — 147,713
1971 27.4 24.1 48.5 — 121,900
1972 27.1 252 43.5 4.2 122,006
1973 22.6 24.0 52.1 1.3 184,200
1974 24.8 24.3 50.1 0.8 218,465
1975 34.1 24.3 38.6 3.0 187,881
1976 40.7 21.8 29.6 7.9 149,429
1977 44.7 22.7 26.2 6.4 114,914
1978 52.8 19.9 22.4 4.9 86,313
1979 41.7 10.2 23.2 24.9 112,096
1980 35.7 9.4 26.7 28.2 143,117
1982 41.3 44.8 13.9 121,147
1983* 54.6 29.7 15.7 89,034

Sources: Annual Report to Parliament on Immigration Levels, Employment and Immigra-
tion Canada (Ottawa: 1981), Table 11, p. 42.
Background Paper on Future Immigration Levels, Employment and Immigration
Canada (Ottawa: 1983), p. 20.
Immigration Levels, 1985-1987: Analytical Considerations, Employment and Immi-
gration Canada (Ottawa: 1984), p. 9.

* Preliminary.

The major shifts in the origin of immigration to Canada date from 1962,
when the ethnic origin of the migrant ceased to be an important factor
in the admission decision. The 1967 immigration regulations formalized
non-discrimination as an integral element of Canadian immigration
policy,through the adoption of the point system. In the period 1956-61,
Europe including the United Kingdom accounted for 86.0 percent of immi-
gration to Canada. By the period 1968-72, the proportion had declined
to 52.0 percent and by 1982-83 to 36.7 percent. Immigration from Asia
and Oceania rose from a 2.7 per cent share of total immigration in 1956-61
to 13.9 percent in 1968-72, and stood at 31.9 percent in 1982-83. The share
of immigration from Latin America and the Caribbean stood at 2.2 percent
of total immigration in the period 1956-61, jumped to 11.6 percent in

- 1968-72, and increased slightly to 14.9 percent in 1982-83.

Table 3-B2 provides estimates of the intended occupations of immigrants
to Canada. The evidence in this table, like the data for the origin of immi-
grants, suggests that the major shifts in structure of the occupational flow
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predate the current legislation. This is not surprising, since the point system
of 1967, with its emphasis on skills and employability, remains basically
intact under the new act. Between 1961 and 1971, the managerial and pro-
fessional categories increased their share of the total from 21.8 to 32.2
percent and the labourers and service category of intended occupations
declined from 18.8 to 10.4 percent over the same decade.

Table 3-B3 provides greater detail on the occupational composition of
the flow of selected workers and the gross flow to Canada in 1980. Less
than one-third of selected workers admitted to Canada had arranged
employment, and those that did appear to be more heavily concentrated
in professional and highly skilled occupations. The flow of selected workers
constituted 46.3 percent of the total immigrant flow destined for the labour
market, while the remainder were members of the family and refugee
classes of migrants and spouses and dependants of selected workers. The
admission of these ‘‘non-selected workers’’ is not related to the point
system and its emphasis on occupational demand and labour force
characteristics of the migrants. Consequently, the flow contains a lower
proportion of skilled and professional workers. The point system appears
to be successful in steering the occupational composition of the economic
immigrants toward professional and skilled occupations.

TABLE 3-B2 Intended Occupations of Immigrants to Canada

(percent)

1981 1976 1971 1961 1951
Managerial 6.3 9.2 5.7 2.6 —
Professional 24.6 23.4 26.5 19.2 3.6
Clerical 12.3 15.2 16.2 12.2 4.8
Transport/Communication 1.2 1.3 1.2 1.6 1.9
Commerce/Finance 3.8 4.3 4.1 3.6 2.7
Service 7.4 9.4 10.4 18.8 6.3
Agriculture 5.1 1.9 3.5 6.7 23.4
Logging/Fishing/Hunting/

Trapping 3 A .1 2 4.4
Mining/Quarrying .1 2 4 3 2.7
Manufacturing/Mechanical/

Construction .5 1.5 2.2 11.4 12.0
Others/Not Stated 15.9 6.6 3.3 2 2.0

Sources: 1951: Department of Manpower and Immigration, Immigration Statistics (Ottawa:
M&I, 1951), Table 5.3
1961, 1971, 1976: F.H. Leacy, ed., Historical Statistics of Canada, 2nd ed., Series
A351-368, (Ottawa: Statistics Canada).
1981: Employment and Immigration Canada, 1981 Immigration Statistics, Table 11.
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TABLE 3-B3 Labour Market Migration to Canada for
Selected Occupations, 1980 (percent)

Non-
Selected
Selected Workers Workers
Gross
Without Worker
Arranged Arranged Immigration
Employ- Employ- by
ment? ment” Occupation
Managerial, Administrative 12.8 9.9 2.6 6.4
Natural Sciences, Engineering
and Mathematics 16.9 14.8 5.9 10.3
Social Science and Related 0.9 0.6 1.3 1.0
Religion 3:5 0.9 0.2 0.9
Teaching and Related 4.7 0.7 3.7 2.8
Medicine and Health 6.6 34 5.3 4.8
Artistic, Literary 2.0 2.0 2.0 2.0
Sport and Recreation 0.5 0.2 0.2 0.2
Clerical and Related 2:5 12.7 17.8 14.0
Sales 1.6 5.0 4.3 4.2
Service 9.4 9.5 8.2 8.8
Farming, Horticulture 1.9 7.1 3.8 4.7
Fishing, Hunting 0.4 0.1 0.1 0.1
Forestry, Logging 0.1 —¢ 0.1 0.1
Mining and Quarrying 0.5 —¢ 0.1 0.1
Processing 1.5 2.4 1.5 1.8
Machinery and Related 9.6 6.9 2.7 5.0
Product Fabrication 19.4 13.4 9.5 121
Construction Trades 3.6 4.5 5.2 4.7
Transport Equipment 0.5 0.7 1.9 1.3
Material Handling 0.1 0.5 0.9 0.7
Other Crafts and Equipment
Operating 0.8 0.6 0.6 0.7
All Other - 2.5 21.9 12.6
Entrepreneurs 0.1 1.6 0.1 0.6
Unknown — —¢ —° —¢
Total 100.0 100.0 99.9 100.0
(Number) (6,233) (15,239) (24,737) (46,209)

Source: Canada, Department of Employment and Immigration, Annual Report to Parlia-
ment on Immigration Levels, (Ottawa, 1981), p. 32.

a. Includes workers with specific job offers, as well as a small number admitted for an occu-
pation designated by federal-provincial agreement.

b. Includes principal applicants in entrepreneur, self-employed and retiree categories.

. Less than 0.1 per cent.

d. Excludes Indochinese refugees destined for labour market; includes spouses and depen-
dants of selected workers.

o
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The ““intended’’ labour force participation rate of the immigrant flow
is now relatively low. Normally, immigrants are viewed as consisting of
younger persons with high labour force participation rates. Yet as Table
3-B4 suggests, the intended participation rate for immigrants is less than
that of the foreign-born and native-born population in Canada. This
phenomenon is not new, however, and relates to the increasing emphasis
of Canadian immigration policy throughout the postwar period on family
reunification and humanitarian considerations.

TABLE 3-B4 Labour Force Participation Rates,
Various Years (percent)

‘“‘Intended”’
Participation National Native-born Foreign-born
Rate of Participation Participation Participation
Immigrants® Rate® Rate® Rate®
1951 74.0 54.2 54.7 51.9
1956 70.8 — — —
1961 62.2 53.7 53.7 53.7
1966 68.3 — — —
1971 64.2 58.0 57.9 58.5
1976 55.2 — — -
1981 56.0 64.8 64.9 64.0

Sources: a. The figure for 1951 is calculated from the Canada Year Book, 1952-53. The
other data came from various issues of Immigration Statistics. All rates are for
those 15 years and older.

b. Census of Canada, various years (labour force by nativity/population by nativity,
15 years and older).

The government also heavily promotes the immigration of entrepreneurs
and self-employed workers to Canada, particularly those with capital to
invest in Canada. Data for 1982 are highly revealing concerning the capital
of various categories of immigrants (Employment and Immigration
Canada, 1983, p. 50). Total landings of family units in 1982 were 66,978,
and their funds were estimated at $1,834 million or $27,382 per family.
This average is misleading. The entrepreneur and self-employed family
units brought in on average $351,960, while all others (excluding the former
category) brought in on average $17,186. Canadian immigration policy
seems quite successful in its goal of selecting immigrants with significant
amounts of human and physical capital.

Table 3-B5 provides information on the occupational composition of
holders of employment visas for selected years. The occupational mix is
more varied than that of the permanent immigrant flow, especially in the
early years of the program. The large proportion of visas in the farming,
horticultural and animal husbandry category represents mainly migrant
labour to accommodate seasonal labour demands. By 1981 this category
had declined significantly. The large proportion of visa authorizations for
services includes corporate transfers between foreign parents and Cana-

Marr & Percy 101



dian subsidiary firms. Visiting performers and entertainers here for short
durations account for the large share of visas in the performing arts
category.

TABLE 3-B5 Employment Authorizations by Occupational Groups

(percent)
1981 1981
Short- Long-

Occupational Groups 1973 1974 term* term®
Entrepreneurs —¢ 0.3 0.1 0.1
Managerial, Administrative 5.1 5.2 5.3 8.3
Natural Sciences, Engineering and

Mathematics 8.6 8.1 8.1 6.1
Social Sciences and Related 1.9 1.8 1.6 1.0
Religion 0.6 0.5 1.0 3.7
Teaching 6.1 7.5 7.6 22.6
Medicine and Health 3.1 4.0 1.5 4.4
Artistic, Literary, Performing Arts 15.0 14.9 35.8 1.8
Sport and Recreation 1.5 1.4 1.9 0.6
Clerical 4.5 4.0 1.3 4.0
Sales 2.5 1.7 0.9 2.0
Service 13.9 15.7 8.2 29.5
Farming, Horticultural and

Animal Husbandry 11.6 12.8 0.9 2.3
Fishing, Hunting, Trapping 0.2 0.1 —° —¢
Forestry and Logging 0.3 0.3 0.1 0.1
Mining and Quarrying Including

Gas and Oil 0.5 0.4 0.3 0.1
Processing 3.7 2.7 1.0 1.5
Machining 3.4 2.8 0.8 1.3
Fabricating, Assembling and

Repairing 9.3 8.1 10.5 4.5
Construction 3.7 4.7 2.1 2.7
Transport Equipment Operating 1.2 1.0 0.8 0.6
Material Handling 1.4 0.8 0.2 0.8
Other Crafts and Equipment

Operating 0.5 0.6 0.7 0.3
Others and Not Stated 1.3 0.3 0.9 1.8
Total 100.0 100.0 100.0 100.0
(Number) (78,570) (81,372) (165,560) (44,990)

Sources: Department of Manpower and Immigration, Canadian Immigration and Popula-
tion Study: Immigration and Population Statistics, p. 125; Employment and Immi-
gration Canada, 1981 Immigration Statistics, p. 78 and p. 80.

a. Persons who were in Canada in 1981 and remained for less than one year.

b. Persons who were in Canada in 1981 and remained for more than one year.

c. Less than 0.1 percent.

102  Marr & Percy



The number of employment authorizations is not, however, a good
measure of the actual length of employment, since many visas are for very
short durations, especially in the case of performing artists. In 1981, the
total number of visitors documented under the program equalled 126,581.
The duration of the individual visas was equivalent to 48,349 person-years,
assuming that the visa holders worked the full duration of the eligibility
period. This figure exceeds the volume of permanent economic immigrants
admitted to Canada in that year. There are, however, two categories of
visas. The validated category includes visas issued after firms have satisfied
immigration authorities that domestic skills are unavailable. The visas here
represent short-term flows to meet temporary shortages of skills. The
person-years of employment in this category amounted to 22,259, based
on the eligibility period of the visas. The second category is where the pro-
vision that firms obtain the visas for selected workers is waived and non-
residents of Canada apply. Foreign students and refugees in Canada form
the bulk of this group and account for a possible 26,090 person-years of
employment. Persons holding this category of visa are likely to be con-
centrated in the markets for unskilled labour. The second category or
validation-exempt category refers to authorizations that may be approved
by an immigration officer without the condition that no Canadians are
available to do this job.

Notes

This study was completed in October 1984. The authors would like to thank Frangois
Vaillancourt, Alan Green and Dan Usher for many useful and stimulating conversations
on the issue of immigration policy. We would also like to thank Lars Osberg and Brenda
Dyack for comments on an earlier draft and Meyer Burnstein of Employment and Immigration
Canada for providing us with the data on person-year equivalents of employment authorization
used in Appendix B.

1. The papers of Hawkins (1975a, 1975b, 1977), Boyd (1976), and Passaris (1979) focus
on recent changes in Canadian immigration legislation.

2. Timlin (1951, 1960), Green (1976), Hawkins (1972), and Passaris (1979) stress the high
degree of flexibility that has historically characterized Canadian immigration policy.

3. Bennett (1963), Keely and Elwell (1981), and Reimers (1982) provide a thorough discus-
sion of American immigration policy.

4. Green (1976) suggests that non-discrimination became an integral element of Canadian
immigration policy when policy changes were introduced in 1962. Chudy (1983) tests
for discrimination in Canadian immigration policy from 1952 to 1978.

5. The concept of ‘‘absorptive capacity’’ is discussed in greater detail in the third section
of this paper.

6. Buckley (1963, p. 19) finds that until 1901 approximately 80 percent or more of Cana-
dian movers making long-distance moves (across provincial or Canadian-U.S. bound-
aries) went to the United States. The share of long-distance movers entering the United
States remained high at 42.2 percent and 35.2 percent in the decades ending in 1951
and 1961, respectively.

7. The residents of the sending region might gain if immigrants remit a share of their earn-
ings home. The flow of remittances, however, reduces the benefits of the immigrants
to the receiving country. Berry and Soligo (1969), Usher (1977), and Lucas (1981) are
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11

12.
13.

among papers that evaluate the impact on average income and income distribution of
immigration on the non-migrants in the sending region.

. Economic rent is the return to a factor of production in excess of its next best alter-

native use. In the case of specific or immobile factors, their entire return is rent. A bar-
rier to entry can permit mobile factors in the protected market to earn a return above
that of their next best alternative use.

. A large literature has arisen on the economic consequences of rent-seeking behaviour.

The paper by Krueger (1974) highlighted the issue. Rent-seeking behaviour concerns
the use of real resources by various economic agents to obtain a share of the excess
profits or rents that exist in the protected market. Extensions and elaboration of the
concept of rent-seeking can be found in Buchanan, Tollison and Tullock (1980), Tollison
(1982), and Hartle (1983).

. The term “‘perfect markets’’ refers to large numbers of buyers and sellers in output and

factor markets, no externalities or effects not reflected in market prices, and no economies
of scale in production. When these conditions hold, factor prices will reflect the marginal
contribution of an input, and output prices will reflect the cost to society of producing
the item.

The papers by Collard (1970), Usher (1977), and Lucas (1981) discuss the impact of
large-scale immigration on a receiving economy in a static framework. The dynamic
consequences of large-scale immigration are discussed in the ‘‘long-swings’’ literature
to which Thomas (1973), Buckley (1963) and Kelly (1968) are major contributors. These
authors focus on the interaction of immigration with population-sensitive capital for-
mation, natural increase, and aggregate and per capita income in sending and receiving
countries through time. Neal (1978) provides a good overview of the long-swings literature.
Papers by Mishan (1970) and Mishan and Needleman (1967, 1968a, 1968b) also look
at longer run consequences of immigration but in a very restrictive framework.
Lucas (1981, p. 92) emphasizes this point.

Among these studies are Davies (1973, 1977), Grant et al. (1975), Rao and Kapsalis (1982),
and Fairholm (1984). Parai (1974) finds immigration has a positive effect on income
per capita. The methodology employed in the latter analysis differs from the above studies
in its use of the ‘‘sources of growth’’ approach.

. In the limited case of a perfectly elastic supply of labour at a given real wage, an exogenous

increase in the labour force due, say, to immigration would be completely offset by
a reduction in the endogenous component of the labour supply.

. Gorecki (1976) provides evidence of scale economies in manufacturing and the cost disad-

vantage of operating at less than efficient size. His results suggest that for most industries,
scale economies in production are exploited at relatively small market sizes, and that
the cost disadvantages of operating at less than efficient size are modest. Starr (1975)
empbhasizes at the level of the aggregate manufacturing sector the unimportance of the
impact of immigration on expanding market size and its contribution to higher per capita
incomes.

. The possibility of a variable time path to the costs and benefits of immigration in the

receiving economy makes the economics of immigration policy even more difficult for
government policy makers. They need knowledge of both the time path of costs and
benefits and an estimate of the appropriate social discount rate to evaluate the present
value of immigrants to the economy.

. There is also a literature that links population growth to the possibility of secular stagna-

tion of the economy. Slowing population growth would reduce the need for investment
at the extensive margin (i.e., ‘‘capital widening’’), and possibly lead to a reduction of
investment at the intensive margin (‘‘capital deepening’’). The decline in capital forma-
tion would reduce aggregate and per capita investment, since investment is a significant
proportion of aggregate demand. Hansen (1939, 1941) popularized this notion of secular
stagnation. Barber (1975, 1978) has discussed this topic with respect to developed coun-
tries today as a possible cause of the great depression. Neal (1978) provides an excellent
survey of this literature and the economic underpinnings of the argument.

. Kelly (1973) provides an excellent survey of the linkages of shifts in the age structure

of the population and their impact on savings and participation rates to per capita
incomes.
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19. The long swings literature cited in note 11 is relevant to this discussion.

20. The term ‘‘absorptive capacity’’ was first used officially to describe the goal of Cana-
dian immigration policy by Mackenzie King in Parliament on May 1, 1947, when he
stated that ‘“The policy of the government is to foster the growth of the population
of Canada by the encouragement of immigration. . . . The essential thing is that immi-
grants be selected with care, and that their numbers be adjusted to the absorptive capacity
of the country.”” (Cited in Passaris 1979, p. 297.) Papers by Johnson (1980) and William-
son (1982) discuss this partial equilibrium approach to the impact of immigration in detail.

21. The displacement controversy dealt with the nature of the link between immigration
to Canada and emigration from Canada to the United States. Authors such as Lower
(1930) argued that immigration to Canada caused emigration of domestic residents to
the United States. Others such as Whitton (1924) and especially Timlin (1951) and Thomas
(1973) viewed the two flows as being virtually independent. Caves and Holton (1961,
pp. 53-54) provide an overview of the debate.

22. Dales (1966) postulates such a role for immigration policy in his discussion of tariffs
and Canadian economic development. In his analysis, immigration authorities permit
a perfectly elastic supply of labour to Canada at a given prevailing money wage.

23. An important issue is the domestic distribution of the costs and benefits of society’s
investment in higher education. If the costs of education are borne disproportionately
by lower income groups and the benefits accrue disproportionately to high income groups,
importing human capital from abroad rather than investing in it domestically would
lead to a more equitable distribution of income among domestic residents.

24. The problem with this policy prescription is that it attempts to validate a level of welfare
and pension benefits that may not be sustainable for a stationary population. In opting
for an expansionary immigration policy to increase labour force participation and sav-
ings rates to finance welfare and pension schemes for the baby boom cohort when it
ages, the government would have to opt for an even more expansionary immigration
policy in the next period when the new immigrant cohort ages. The policy advocated
by Overbeek (1980) is equivalent to accommodating inflationary expectations by print-
ing more money.

25. Corbo and Havrylyshyn (1980, pp. 75-78) note that Canada’s structure of tariffs does
discriminate against less developed countries.
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4 Y.

Export Insurance and Financing in Canada

ANDRE RAYNAULD

Introduction

Since World War 11, governments in all of the industrialized nations (not
to mention those in a number of developing countries) have intervened
in various ways to encourage exports. Some of these methods are very
old. In recent years, however, the most common approach has been insur-
ing and financing exports. This study will focus on such government pro-
grams of financial assistance.

The recent emphasis on exports marks a striking change in trade policy.
For a long time, such policies relied on customs tariffs and other import
restrictions. The trade strategy underlying such an approach consisted of
import substitution in order to encourage domestic production. Govern-
ment export financing is, in a sense, the reverse policy but with the same
objective of encouraging domestic production. Tariffs increase the price
of imported goods, while financial assistance to exports reduces the supply
price of exported goods.

As a trade strategy, export assistance may be preferable to import
substitution to the extent that the production of exportable goods may
benefit from economies of scale, and outside competition creates greater
pressure. For these reasons, the allocation of internal resources, or indus-
trial structure, is probably more favourable than in the case of import
substitution. However, policies designed to assist exports are as protec-
tionist as customs duties. What is true of a free market export ceases to
be true of a subsidized one. Goods which benefit from a subsidy equivalent
to the customs tariff are neither more nor less competitive than import
substitutes.

The renewed importance attached to exports is also attributable to
changes in international trade and payment systems. Trade technology
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has developed in such a way that the commercial, financial and technical
facets of a transaction are often confused. Capital goods have become
increasingly important in international trade, as well as the setting up of
buildings, factories, and other major projects which require a considerable
length of time to complete and to recover the initial investments. Moreover,
newly industrialized countries are currently building their infrastructure,
thereby creating renewed problems with respect to information, risks,
technology and finance that exporting nations must deal with.

Throughout the world, governments have grown into the habit of play-
ing a direct role in trade negotiations and participating actively in inter-
national business transactions. The proliferation of government-owned
corporations and regulation of domestic markets has had repercussions
on international trade, so that all governments are finding it harder to
avoid promoting exports whether they want to or not. Every government
feels that it must play a role simply because all the other governments do.

The oil crisis in the 1970s, the abandonment of the Bretton Woods
monetary system and the ensuing inflation increased international finan-
cing needs considerably. As a result, various governments were led to rescue
financial institutions and exporters who often faced insurmountable
difficulties.

Canada was no exception to the rule. In 1944, the Export Credits Insur-
ance Corporation (ECIC) was established; it was replaced in 1969 by the
present Export Development Corporation (EDC). From their rather modest
beginnings, the ECIC and EDC developed rapidly; by the end of 1982, the
EDC declared assets of more than $5 billion.

It is thus necessary to examine more closely what has become a major
feature of Canadian trade policy. Essentially, the main question to be asked
is whether or not government export financing is necessary. What are the
benefits of such intervention for Canadian society as a whole, and what
are its economic and social costs?

The first section of this study briefly describes government insurance
and financing programs and their importance. The second and third sec-
tions contain an analysis of the cost of the capital invested and the suc-
cess or failure of these programs in terms of the objectives pursued. The
fourth and final section deals with future directions, based on conclusions
drawn beforehand in the study.

Because few studies on export financing have been carried out in
Canada, it should be indicated at the outset that the observations which
follow are drawn essentially from Government Assistance to Export
Financing, an earlier study by André Raynauld, Jean-Marie Dufour and
Daniel Racette, published in 1984 by the Economic Council of Canada.
The Council outlined its own viewpoint on the matter in Intervention and
Efficiency: A Study of Government Credit and Credit Guarantees Through
the Private Sector (1982, chap. 4).
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Government Insurance and Financing Programs

This section describes the nature and magnitude of export insurance and
financing programs in Canada. Such a description will, above all, enable
us to determine whether Canadian exporters receive less or more govern-
ment assistance than foreign competitors. This question is not as easy to
answer as it might appear.

EDC Insurance Programs

The EDC insures commercial and political risks up to 90 percent of the
value of transactions. Contrary to the situation which prevails in a number
of other countries such as Japan or France (for loans with terms of three
years or more), Canadian insurance programs are not compulsory. Simi-
larly, with certain exceptions, exporters may decide which risks to insure,
which countries to deal with, and what type of transactions to cover. For
example, the EDC insures less than one percent of Canada’s exports to
the United States, not because there is a lack of available coverage but
because exporters see no point in such insurance.

Commercial and political risks are insured. Commercial risks arise from
the buyer’s potential refusal to pay for the goods, except in the case of
a dispute. Political risks concern possible losses attributable to cir-
cumstances beyond the importer’s control, such as the freezing of funds,
the cancellation of import licences, wars, or revolutions.

Although the range of risks covered is fairly extensive and compares
favourably with that found in other countries, two important risks are
excluded — risk due to inflation in Canada and risk related to the exchange
rate when contracts are quoted in foreign currencies. Such risks increase
when long-term loans are involved. Since a number of other countries pro-
vide some protection in these respects, the Hatch Report (Canada, Depart-
ment of Industry, Trade and Commerce, 1979) and the Commons Select
Committee (Canada, House of Commons Special Committee on a National
Trading Corporation, 1981) have both recommended that the EDC offer
insurance policies covering both risks. The Economic Council of Canada
(1982, p. 59) appears to concur, as it reccommends that the government
respond to certain foreign programs which have no equivalent in Canada.

The EDC’s various insurance policies fall into five categories. The most
important one is global comprehensive short-term insurance, under which
the exporter insures various goods for a period of 180 days or less. In
1980, such policies accounted for 80 percent of EDC insurance. The second
category is medium-term specific transaction insurance, which applies to
individual orders. A third type covers production risks from the date
financing is approved until the loan is paid to the exporter. The fourth
category includes several types of security insurance which the EDC pro-
vides against unjustified calls on letters of credit, to protect either the
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exporter, a member of a consortium or the bonding companies. Finally,
foreign investments may be insured up to a maximum of 15 years and
for an amount equal to 150 percent of the initial investment plus retained
earnings.

Insured export receivables may be assigned without recourse to banks,
which then benefit from the same protection as the initial exporter, i.e.,
up to 90 percent of the value of transactions.

Table 4-1 shows the value of EDC-insured exports. The EDC’s insurance
activities expanded very rapidly during the 1970s. Since 1978, the value
of new policies has varied between $2 billion and $3 billion. Insurance
in force at the end of 1982 totalled $2.2 billion. This volume of business
is quite modest compared with that of most other industrialized nations
or to total Canadian exports. In 1982, the $2.3 billion in new insurance
accounted for less than 3 percent of Canadian exports to all destinations
(382 billion). However, these broad comparisons are not significant. As
noted earlier, the EDC insures only 1 percent of exports to the United
States. The need for insurance depends as much upon the characteristics
of the product exported as on the country of destination and the organiza-
tion of distribution networks. In Canada, for example, a relatively high
percentage of exports results from intra-company transactions and it may
be assumed that the need for insurance for these is not as great as for
arms-length transactions.

TABLE 4-1 Value of Exports Insured by the EDC, Selected Years
(in millions of dollars)

Year Insurance Insurance in force
Sold as of December 31

1972 499 561

1978 2,980 1,985

1980 2,695 1,854

1981 3,191 2,255

1982 2,287 2,197

Source: EDC Annual Reports.
Note: Excluding investment insurance; includes financed and insured exports as well as the
Canada account.

The very broad range of coverage ratios according to destination and
product confirms these hypotheses. Exports to Africa have a coverage ratio
of about 25 percent and those to Latin America about 10 percent. Mineral
products, metals and chemical products, which account for 35 percent of
overall exports, represent only a limited proportion of insurance coverage
(about 3 percent), while 50 percent of industrial and agricultural machinery
is insured.

A second aspect in the assessment of an insurance program cOncerns
the cost of premiums. As the EDC does not publish any information on
the matter, we have no alternative but to carry out our own calculations
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by comparing the premiums collected with the value of exports insured
during a given year to arrive at an average cost. Our calculations reveal
that EDC insurance cost 0.4 percent during the 1970s. In 1980 and 1981
it cost 0.445 percent and in 1982 its cost increased sharply to 0.721 percent.

In November 1980, a vice president of the EDC stated that the corpora-
tion’s insurance premiums were ‘‘the second lowest in the world, second
only to Japanese exporters.”” Our estimates and figures in Table 4-2 tend
to confirm this observation. Canadian exporters benefit from a competitive
and advantageous export insurance program even though the value of
exports actually insured is relatively low in relation to that of other
countries.

TABLE 4-2 Cost of Export Insurance, 1979

Countries %

France 0.85
West Germany 0.80
United Kingdom 0.60
Italy 0.50
Japan 0.30
Canada 0.53

Source: Canada: author’s estimates;
Other countries: Export-Import Bank of the United States.
Note: Premiums and fees earned as a percentage of the value of insured exports.

EDC Loans

The EDC is not just an insurance companyj; it is also an independent lend-
ing agency.

Financing

The EDC provides direct loans to foreign buyers of goods with high Cana-
dian content (60 percent), covering up to 85 percent of the value of exports.
The loans are medium or long term and are granted at a fixed price to
maturity. Until 1981, the EDC offered loans maturing after five years or
more, leaving the field open to commercial banks for shorter-term loans.
Since then, it has introduced forfeiting, which consists of discounting notes
issued by a foreign buyer in favour of a Canadian exporter. Such notes
have terms of two to five years. The formula is very advantageous. The
exporter is able to offer supplier’s credit to his customers without mort-
gaging his working capital, since he sells the claim to the EDC. In this way,
he is automatically protected from the risk of fluctuations in interest and
exchange rates, as the case may be, and automatically benefits from insur-
ance against commercial and political risks. Loans are no longer restricted
to exports of goods; they may also apply to sales of engineering, manage-
ment or survey services.
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Another form of long-term financing consists of general lines of credit
in favour of foreign countries. Such agreements alert Canadian firms that
certain countries are prepared to do business and that credit is available
in Canada. By the end of 1982, some 28 lines of credit were outstanding
in 16 countries.

In order to meet foreign competition, the Canadian government
announced in 1981 that it would allocate $300 million a year over three
years to mixed or parallel credit operations. This encompasses specific sub-
sidies which are intended to counterbalance similar ones offered by other
countries.

The foregoing raises the question as to what role commercial banks play
in financing exports. They still play a leading role in this area. Ninety per-
cent of Canada’s foreign trade requires short-term financing, which is pro-
vided almost exclusively by banks. Moreover, they remain the sole agen-
cies for paying or transferring funds through letters of credit, bank drafts
and currency transactions. Banks also offer medium-term credits and may
compete with the EDC regarding forfeiting for terms of two to five years.
Banks may likewise cooperate with the EDC in offering longer-term financ-
ing of various types. It should be remembered that EDC loans are restricted
to 85 percent of the value of transactions; generally, the EDC seeks the
collaboration of the private sector for up to 30 percent of its own financ-
ing. The banks’ involvement in EDC loans may be direct, with or without
recourse against the corporation, or it may take the form of a joint loan
under a single agreement or a parallel loan covered by separate agreements.
In all instances, banks will endeavour to assume the shortest terms at
floating interest rates, while the EDC will cover longer terms at fixed rates.

Since 1980, the banks’ participation in EDC loans has become symbolic.
It reached $800 million in 1978; in 1982, it totalled only $52 million.
Skyrocketing interest rates undoubtedly explain the banks’ retreat since
1980, although the existence of a more basic malaise between the two par-
ties cannot be excluded.

Loans

Table 4-3 summarizes EDC financing activities. At the end of 1982,
outstanding loans receivable totalled $5.65 billion. Ten years earlier, they
barely exceeded $500 million. Over the ten years, the EDC thus increased
its loan assets more than tenfold. As total Canadian exports during the
same period increased only fivefold, government export credits are now
twice as important as they were in 1972.

On a year-to-year basis, lending is more closely aligned with the general
economic situation and varies a great deal more. In 1982, loans approved
totalled about $2.5 billion. These authorizations are also less significant
because actual disbursements, shown in Table 4-3, are spread over an
average of three years.! In 1982, the EDC paid Canadian exporters $1.2
billion under agreements signed with foreign buyers. Such payments do
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TABLE 4-3 EDC Export Credit, Selected Years (in millions of

dollars)
Year  Outstanding as Authori- Disbursements Repayments Net
of December 31 zations Payments
1972 522 283 170 32 138
1978 2,602 1,760 697 191 506
1979 3,706 2,073 956 203 753
1980 4,293 929 1,031 285 746
1981 4,766 1,657 810 297 513
1982 5,635 2,460 1,216 419 797

Source: EDC Annual Reports; includes bank guarantees and transactions charged to the
Canada account.

not necessarily require new funds from the corporation, given that other
loans which have matured are repaid during the same year. Such
repayments totalled $419 million in 1982, with the result that net
disbursements amounted to $797 million. Gross and net payments are the
best indicators of the EDC’s current activities; they are used by the OECD
in its analyses of financial flows to developing countries.

The interest aroused by the volume of EDC loans focuses on the needs
of exporters. Is such financing extensive and adequate or does it fall con-
siderably short of desirable levels? It is impossible to answer this ques-
tion without completing this study. However, we can present a number
of preliminary observations at this point.

As in the case of insurance services discussed earlier, the fact that EDC
loans represent only a small proportion of overall exports does not
necessarily mean that exporters do not receive what is felt to be the
necessary support. EDC lending in 1982 represented only 3 percent of
overall exports, which is a very low percentage. However, it should be
kept in mind that about 90 percent of Canadian exports require short-
term financing, which is readily available from the banks. Requests for
intervention in this market are virtually non-existent. For this reason alone,
the 3 percent figure just mentioned is of no significance in analyzing the
situation.

Among other things, it is also necessary to look at the countries of
destination and the nature of the exported products, since the needs for
financing appear to vary according to both these factors. Export coverage,
shown in Table 4-4, is one useful indicator. Although the geographic areas
are too broadly defined, it is nonetheless remarkable that the EDC finances
57 percent of the exports to Africa and only a minimal percentage of
exports to Western Europe, the United States and Asia (mainly Japan).

The product breakdowns are also revealing. It is a well-known fact that
Canada exports far less manufactured goods than other industrialized
nations. Based on the international classification, manufactured goods
account for 54 percent of exports in Canada, 68 percent in the United
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TABLE 4-4 Geographical Distribution of Exports from Canada
and EDC Financing as a Percentage of the Total,
1977-1982 (annual averages)

Country of Total Loans authorized Financing as a % of
destination exports by the EDC exports in each
% % region
United States 67.2 16.9 0.7
Western Europe 12.3 3.6 0.8
Eastern Europe 2.5 19.1 20.3
Africa 1.3 28.4 57.1
Asia 9.5 7.4 P |
Middle East 1.7 6.2 9.7
Central America 2.1 4.8 6.1
South America 2.5 12.4 13.2
Oceania 1.1 1.1 2.8
Total 100.0 100.0
In billions (66.16) (1:75) 3.0
Source: EDC Annual Reports and Statistics Canada, International Trade Summary, cat.

no. 65-001.

States, 76 percent in EEC-member countries, and 96 percent in Japan.?
To the extent that government financing primarily covers manufactured
goods, other industrialized countries may have a far greater need for such
financing than Canada.

What is clear is that the EDC only makes loans covering manufactured
goods or services associated with them. As a result, it supports non-
traditional exports and is contributing to a gradual change in Canada’s
industrial structure. Among manufactured goods, capital goods receive
support from the EDC because, as noted earlier, the corporation specializes
in long-term credit.

Table 4-5 lists the main categories of products financed by the EDC.
As these breakdowns vary considerably from one year to the next, they
are presented here for longer periods. In the period 1976-80, industrial
equipment? generally benefited most from EDC credits (41 percent),
followed by nuclear equipment and service (25 percent), and transporta-
tion and electrical equipment. The range of products financed by EDC is
relatively narrow. This can be explained by the very nature of EDC’s
medium- and long-term financing and the industrial base of the Cana-
dian economy, which is relatively weak with regard to capital goods.

Total exports of capital goods during the 1976-80 period amounted to
$48 billion.* EDC lending, which is limited to 85 percent of financing,
totalled $6.7 billion (see note in Table 4-5). Therefore, the total value of
exports financed by the EDC over this period was $7.9 billion, or 16.4 per-
cent of the total exports of capital goods.
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TABLE 4-5 EDC Lending By Commodity, 1971-80

1971-80 1976-80
in asa % in as a %
millions of the total millions of the total

Industrial equipment 2,491 32.3 2,094 41.0
Aircraft 474 6.1 297 5.8
Railway rolling stock 348 4.5 117 2.3
Ships 912 11.8 210 4.1
Communications

equipment 486 6.3 298 5.8
Electrical equipment 733 9.5 293 57
Nuclear equipment

and service 1,687 21.9 1,307 25.6
Miscellaneous 585 7.6 490 9.6
Total 7,715 100.0 5,104 100.0

Source: EDC, Export Financing Services Evaluation, August 1982, p. 22.
Note: According to our calculations, EDC lending between 1976 and 1980 totalled $6,705
million, including related bank financing and the Canada account.

The Importance of Government Financing in Other Countries
As in certain theories of consumption, the exporters’ level of satisfaction
depends less on their own situation than on their perception of the advan-
tages their foreign competitors receive from their respective governments.
For the purpose of this analysis, these advantages may be determined in
two ways — in terms of exporters’ access to government financing as indi-
cated by the volume or importance of existing credits, and in terms of
the cost of the credit to exporters or the degree of subsidization associated
with it. This section examines the relative importance of government funds
allocated to exporting, and the next section deals with subsidies.

It is taken for granted in Canada that government export financing is
far lower here than in other countries. This perception is based on the
overall ratio between EDC loans and total exports, compared with the
situation prevailing elsewhere. For reasons mentioned earlier with respect
to countries of destination and the commodity composition of exports,
such comparisons are virtually insignificant. The conventional view can
also be traced back to statistics established on the basis of total outstand-
ing loans as of a given date, i.e., the volume of loans accumulated over
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a certain period of time. In this respect, it must be recognized that Canada
was later than other countries in intervening to provide export financing.
However, those balance sheet data give too much weight to the past and
not enough to the present situation as shown by loan authorizations or
disbursements in recent years.

Table 4-6 compares export financing for Canada and the United States.
Choosing a recent period, such as 1978-82, and taking total exports into
consideration in each country, it is obvious that Canada does more public
financing than the United States. Net payments are 2.25 times higher in
Canada than in the United States, relatively speaking (0.9/0.4). It might
also be mentioned that as the U.S. economy is ten times bigger than
Canada’s in terms of GNP, the same government financial effort in favour
of exports would result in loan payments ten times higher in the United
States. In fact, net disbursements are almost the same.

Table 4-6 Export Credits, EDC and EXIM Bank of the United
States, 1978-82 (annual averages)

EDC EXIM Bank
1. Gross disbursements
in millions of dollars 942 2,194
as a percentage of exports 1.25 1.11
2. Net disbursements
in millions of dollars 663 769
as a percentage of exports 0.90 0.40

Source: EDC Annual Reports; Export-Import Bank, Annual Reports; International
Monetary Fund, International Financial Statistics annual, Washington, D.C.
Note: Not corrected for exchange rates; EXIM loans include guarantees.

Another revealing way of establishing international comparisons is to
select only loans that mature after five years or more. Table 4-7 provides
data for Canada and five other countries. The assumptions are that the
EDC only intervenes with regard to long-term loans and that these are the
only terms which pose a problem in Canada. Accepting these assumptions,
it should be noted that in 1978, Canada loaned the most, without excep-
tion, of the six countries mentioned in Table 4-7, bearing in mind the
relative size of their economies.

Lending to developing countries is another indicator of the extent of
financing available. Indeed it can be argued that exports to those coun-
tries are the ones for which government financing is most needed. Accord-
ing to data in Table 4-8 for the period 1977-80, Canada outranked by
far the United States, West Germany, Japan and Italy, when the relative
size of its economy is taken into account. Where loan disbursements are
expressed as a proportion of each country’s exports to developing nations,
Canada ranks second, just after France.
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TABLE 4-7 Loans Approved with Terms of More Than Five Years,
1978 (in millions of U.S. dollars)

in GNP,
millions Canada = 1

Canada 1,554 1.0
United States 3,882 10.2
France 3,086 2:6
West Germany 2,516 3.2
Japan 2,149 4.1
United Kingdom 1,164 2.1

Source: Joan Pearce, Subsidized Export-Credit (London: The Royal Institute of Interna-
tional Affairs, Chatham House Papers, 1980), p. 28.
Note: All lending for Canada is expressed in U.S. dollars. GNP ratios were calculated for
1980.

Despite certain appearances, it thus seems clear that Canada occupies
a very respectable position on the international scene in terms of export
financing. Yet it must be pointed out that the EDC is not the only source
of financing for Canadian exports.

Other Financing Programs

Notwithstanding international comparisons, government financing is
available to Canadian exporters outside the EDC. At the federal level, one
obvious example is the Canadian Wheat Board, which offers short- and

TABLE 4-8 Net Disbursements to Developing Countries (LDC),
Official Export Credits, 1977-80 (annual averages)

Net disbursements Net disbursements Net disbursements

in millions of as a percentage  as a percentage of
U.S. dollars of GNP exports to LDCs®
Canada = 100 Canada = 100 Canada = 100
Canada 459 100 100 9.0 100
United States 778 169 15 1.3 14
France? 2,054 447 150 10.1 112
West Germany 137 30 10 0.6 7
Japan 739 161 40 1.6 18
United Kingdom® 1,085 236 150 5.6 62
Italy 190 41 30 1.4 16

Source: OECD, Development Cooperation; (Paris: OECD, 1982); International Monetary
Fund, International Financial Statistics (Washington, D.C.: 1984); United Nations,
The Yearbook of International Trade Statistics, Vol. 1 (New York: UN, 1981).

a. Credits classified as private.

b. Credits classified as private. With respect to government credit, the figure is -281, which
means that, on the average, repayments exceeded gross payments.

c. Exports to developing countries: total exports to LDCs in Africa, America, Asia and
Oceania, according to the United Nations’ classification. The countries selected are not
necessarily the same as those used by the OECD; this does not affect comparisons between
creditor nations.
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medium-term credit to developing countries. During the fiscal years ending
July 31, 1980, and July 31, 1981, the Board authorized loans of $1,045
million and $1,113 million, respectively, which are far from negligible.

While official development assistance is not intended to foster Cana-
dian exports, this is undeniably one of its consequences.5 We have
developed fairly detailed estimates of Canadian exports, by program, that
can be attributed to CIDA projects. For the 1979-80 fiscal year, such export
assistance represented 60 percent of CIDA’s total payments. If the same
proportion were applied to aid granted during the following two years,
export financing would reach $781 million in 1980-81 and $887 million
in 1981-82. Several provinces have also introduced export financing pro-
grams within the framework of the broader activities of their government
corporations. Although such financing is relatively limited, it is not negligi-
ble; it totalled about $60 million in 1980.

According to various calculations, actual disbursements of export credits
to developing countries in 1980 reached $2.2 billion, which is more than
twice the amounts granted by the EDC.

The Cost of Capital Invested in the EDC

The preceding section dealt with changes in the level of insurance and loans;
however, economic analysis is more concerned with prices, which we will
examine in this section. The purpose is to identify and measure the returns
on EDC activities and the cost of resources allocated to them.

Return and Cost

There are two basic concepts of returns and costs. The first is financial
in nature. A Crown corporation such as the EDC obtains capital from the
government and the market. The use of this capital implies a financial
cost which can be measured, for example, by the interest the EDC pays
on its borrowings. The notion of financial cost finds its counterpart in
the notion of financial return on investment. As noted earlier, the EDC
lends the funds at its disposal to foreign buyers of Canadian goods. It
earns interest income which, as a proportion of capital invested, produces
a certain rate of return. When administrative expenses are taken into
account, the difference between revenues and costs determines whether
or not the EDC is profitable.

The second analytical concept is that of social cost and benefits. The
social cost of resources used is equal to the return which society as a whole
has foregone by investing capital in the EDC rather than elsewhere in the
economy. This concept is called the social opportunity cost. Its counter-
part is a notion of social return equal to the financial return above plus
benefits derived from external economies which government export financ-
ing produces, or is supposed to produce, for society as a whole. Figure
4-1 illustrates these concepts.
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FIGURE 4-1 Concepts for Assessing EDC Activities

FINANCIAL CONCEPTS ECONOMIC CONCEPTS
Costs: . A .
1 Cost of borrowing capital 4 Return on capital in
= cost of the public debt the private sector
[ncome: 2 3[Return on capital invested
Interest income by the EDC plus external
= return on capital economies, such as job
invested by the EDC creation, improved
economic structure
Income Less 3 6
Costs: Financial return Social return

The Financial Cost

To determine the financial cost of capital, we will assume that the EDC
is an integral part of the federal government and that its contribution to
the public debt is marginal. Consequently cost measures that are generally
applicable to government investments will also be applicable to EDC loans.
The financial cost of capital is thus taken to be the average interest rate
on the current federal debt.6

The EDC’s financial returns would be readily apparent if the interest
rates charged to borrowers were made public. Unfortunately, this infor-
mation is kept secret,’ against all conventions, domestic or international.
The corporation’s financial statements enable us nonetheless to produce
estimates of financial returns that will meet the needs of our assessment.

The data are summarized in Table 4-9. The cost of borrowing capital
averaged 7.6 percent during the 1970s and rose gradually over that period,
reaching 9.9 percent in 1980 and 14.6 percent in 1982.

The interest earned by the EDC did not follow the increase in costs;
moreover, gross returns on loans were always slightly lower. During the
1970s, gross returns on loans receivable amounted to 7.2 percent, which
was 0.4 percent lower than the cost of borrowing capital. However, it
should be noted that the overall return on the EDC’s activities is better
than the return on loans, suggesting that insurance and short-term invest-
ments are more profitable than export loans. The net return is the most
relevant factor to be considered in our analysis, i.e., gross return less
administrative expenses. On this net basis, during the 1970s, costs exceeded
returns by an average of 0.7 percent for loans and 0.5 percent with respect
to overall activities. The situation deteriorated appreciably between 1980
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TABLE 4-9 Financial Cost of EDC Activities,® 1970-82

1970-80 1980 1981 1982
(percent)

1. Cost of borrowing® 7.6 9.9 11.0 14.6
2. Gross return®

on loans 7.2 8.6 9.1 9.9

overalld 7.7 9.9 10.3 10.3
3. Net return®

on loans 6.9 8.3 8.5 9.5

overall 7.1 9.4 9.7 9.7
4. Cost less net return

= rate of subsidy (1-3)

on loans 0.7 1.6 2.5 5.2

overall 0.5 0.5 1.3 4.9
5. Value of annual subsidy

in millions of current

dollarsf

on loans 11.3 46.5 86.7 217

overall 6.7 17.0 51.8 233

. Corporate account only.

. Interest paid on federal debt outstanding.

c. Interest and fees earned less annual provision for losses, over loans receivable less the
accumulated provision for losses.

d. Total revenues over total assets less provisions, as for loans.

e. Same definitions less administrative expenses.

f. Rate of subsidy multiplied by the corresponding invested capital.

o e

and 1982. For example, in 1982, the net return on loans was 5.2 percen-
tage points lower than the cost of capital invested.

The fact that a corporation such as the EDC lends at rates of interest
below its cost of borrowing constitutes one of the recognized measures
of subsidization. Based on these calculations, it appears that in 1982 export
loans were subsidized by about 5.2 percent, in the financial sense of the
word. As these loans generally represent 85 percent of the value of
exports,® the latter were subsidized at an estimated rate of 4.4 percent
(5.2 x 0.85).° Multiplying the 5.2 percent rate by loans outstanding yields
a total subsidy of $217 million in 1982 dollars.!? Such subsidies were
much lower during the 1970s; in current dollars, they averaged $11.3 mil-
lion per year.
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The Social Cost

Funds allocated to exports are obtained by reducing private investment,
private consumption or foreign investment. The social cost of the funds
is therefore a weighted average of the cost of each alternative, i.e., the
rate of return before tax on private investment, the rate of return after
tax on domestic savings (corresponding to the drop in consumption), and
the rate of return after tax payable to foreign investors. Jenkins (1977,
1980, 1981) sets the economic cost of capital in Canada at 10 percent in
real terms. Both Burgess (1981) and McCaughey, Mintz and Carriére (1981)
estimate the cost at 7 percent. The two estimates, 10 percent and 7 per-
cent, are used in this study.

The approach is very simple. The EDC earns revenues on its activities,
which are expressed in nominal terms in Table 4-9. Such rates of return
are first adjusted for inflation, then compared with the above estimates
of the social cost. The difference between those rates of cost and return
constitutes the rate of social loss on lending, or on the EDC’s overall activ-
ities. Table 4-10 outlines some of the results obtained. It is immediately
apparent that once corrected for inflation (measured by the GNE implicit
price index) the EDC’s net rates of return are all negative. On export loans,
the real return was -1.5 percent during the 1970s, -2.3 percent in 1980,
and -0.6 percent in 1982.

If the cost of the capital invested is equal to 10 percent and the rate
of return is -1.5 percent, as it was during the 1970s, the effective social
loss amounts to 11.5 percent of loans outstanding. In 1980, the rate of
loss was 12.3 percent and in 1982 it was 10.6 percent. When the social
cost of capital is set at 7 percent, all rates of loss are reduced by three
percentage points.

The value of losses is finally established by determining the product of
the rates and the relevant stock of capital. For example, in 1982, the loss
on loans totalled $443 million or $318 million, based on a cost of 10 per-
cent and 7 percent, respectively. Similarly, the social loss on the EDC’s
overall activities amounted to $494 million and $352 million,
respectively.!!

Numerous methods have been used to establish rates of subsidy and
social loss; one author may use several approaches simultaneously. For
this reason, it has been impossible until now to arrive at significant inter-
national comparisons. In his excellent study on the Export-Import Bank
of the United States, Baron (1983) discusses half a dozen different estimates
of subsidies related to export financing in the United States. The various
options depend on the reference cost of capital. The cost itself may be
the Treasury’s borrowing rate, short- or medium-term London Inter-Bank
Offered Rate (LIBOR), the rate of return on corporate bonds, and so forth.
Risk margins may be included and varied according to the different bor-
rowers. Various techniques may be used for calculating the relevant
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Table 4-10 Social Cost of EDC Activities, 1970-82

1970-80 1980 1981 1982

1. Nominal net return (percent)

on loans 6.9 8.3 8.5 9.5

overall 7.1 9.4 9.7 9.7
2. Real net return

on loans -1.5 -2.3 -2.1 -0.6

overall —-1.2 -1.2 -0.9 -0.4
3. Social cost less

real net return

= rate of social loss

on loans:

(10%) 11.5 12.3 12.1 10.6

( 7%) 8.5 9.3 9.1 7.6

overall:

(10%) 11.2 11.2 10.9 10.4

( 7%) 8.2 8.2 7.9 7.4
4. Value of annual social

loss, in millions of

current dollars

on loans:

(10%) 138.0 361.0 420.0 443.0

( 7%) 102.0 273.0 316.0 318.0

overall:

(10%) 149.0 389.0 435.0 494.0

( 7%) 109.0 286.0 315.0 352.0

Notes: Nominal net return is taken from Table 4-9. Real net return is nominal net return
adjusted for the GNE price index.

amounts of capital, either outstanding at year end or approved during
the year or for typical transactions, and these may or may not be translated
into present values. Results vary also depending upon whether subsidies
are related to the value of loans or the value of exports, and whether or
not the participation of other lenders is taken into account.

The procedure followed until now in this section produced estimates
of subsidies and social losses on an annual basis. When calculations are
effected with respect to several consecutive years, as in Tables 4-9 and
4-10, it is tempting to add up the subsidies or losses, as EDC loans are
long-term ones. However, the cumulative total of these amounts would
be inaccurate, as a loss sustained five years hence does not have the same

126  Raynauld



value as one incurred now. The appropriate approach is rather to calculate
the present value of the cumulative subsidy using a discount rate which
represents the cost of capital committed for the duration of the loans.

As such calculations are technical in nature, they are covered in an
appendix. It will suffice to draw the reader’s attention to the results
obtained using the most realistic hypothesis, according to which the EDC’s
total loan portfolio in 1982 had an effective average term of seven years
(Table 4-A2). That year, the rate of financial subsidy reached 25 percent
and the rate of social loss (at a capital cost of 10 percent) reached 57 per-
cent. The simplest way to interpret this result is to ask the following ques-
tion: What overall financial and social loss would have had to be sustained
had the EDC interrupted its activities at the end of 1982? Given that the
social loss is 10.6 percent a year (according to Table 4-10) and that it would
take seven years for all loans to be repaid, the answer is 57 percent of
the value of the loans, of which 25 percent constitutes a direct financial
subsidy. The present value of the social loss involved totalled nearly $2.4
billion as of 1982 (see Table 4-A2 in Appendix B).

While they are already considerable, these cost estimates are conser-
vative for two reasons. The 10 percent and 7 percent figures that concern
the social cost of capital employed do not take into account the fact that
loans to foreign countries are often riskier than domestic ones. In his
calculations respecting the United States, Baron (1983) adds an average
risk premium of 0.77 percent for 1980; according to the borrowing coun-
try, the premium may as much as double. In some of its calculations, the
EDC may also have used a premium of between zero and 3 percent.!?

We also have not taken into account the extension of the terms assumed
by the EDC when other lenders participate in the loans and are repaid first.
This problem has perhaps been negligible in very recent years, although
it was an important consideration in the past and may become important
again in the future.

As calculated, financial subsidies and social losses on export financing
amount to a gross welfare cost. Against this cost, a number of social and
private benefits may be produced. For example, part of the subsidies and
losses may be recovered by exporters in the form of higher profits. In a
comprehensive analysis, both social benefits and costs would be taken into
account and lead to a net positive or negative balance. The potential
benefits are examined in the next section.

Expected Social Benefits

If the Canadian government allocates more than $5 billion to insuring and
financing exports, knowing full well that in the process it is sacrificing
foregone benefits worth a few hundred million dollars a year, one must
assume that it is attempting to realize some objectives or obtain advan-
tages that cannot be achieved without its intervention.
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It is obvious that if these advantages are to be attributed to EDC initia-
tives, they must correspond to services or well-being additional to those
produced by the market. Otherwise, such intervention would only shift
activity from the private to the public sector without a net gain for society
as a whole.

Social benefits can be linked to two major considerations — efficiency
and redistribution. The efficiency of the market system may be increased
by positive externalities or by the removal of various market imperfec-
tions or failures. Moreover, governments have often shown in the past
that even “‘efficient’” solutions do not always suit them. As a result, they
consider as a benefit a change in the distribution of resources or income
in favour of certain target groups in society.

The basic objective of the Export Development Act is to encourage
Canadian exports. The corporation’s name clearly denotes its purpose;
section 10 of the act states that:

The Corporation is established for the purposes of facilitating and develop-
ing trade between Canada and other countries by means of the financial and
other powers provided in this Act.

Since 1944, this general intention has been clarified and expanded on
numerous occasions during parliamentary debates. Several other com-
plementary or peripheral objectives were added in the process. Among
the main ones are job creation and improved balance of trade, the diver-
sification of outlets in order to reduce the importance of Canada-U.S.
trade, and correction of the country’s industrial structure in favour of
manufactured goods. The purpose is also to supply certain services which
private financial institutions have not offered, such as long-term, fixed-
rate financing or especially advantageous insurance schemes. In recent
years, subsidies offered by foreign governments have often been mentioned
to illustrate the need to intervene in Canada. As for redistribution, the
EDC is supposed to contribute to regional development and to help pro-
mote small and medium-sized businesses in international trade.

These are the expected benefits which must be considered in this analysis
to assess their relevance and, as the case may be, to find out whether they
have been achieved. It will be impossible to respond convincingly to all
the questions posed; however, we will examine the evidence such as it is.

Additional Exports

At the outset, one might be tempted to assume that an export order insured
or financed by the EDC is an order which the exporter would not have
secured without the corporation’s assistance. Then the advantage would
be undeniable. However, nothing can be less certain. At least two cases
come to mind. Let us assume a product whose international price is 100.
In the first instance, the cost of production (marginal cost) in Canada is
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110. Thanks to a subsidy, the producer accepts the order, which is a
genuine additional activity. However, as the production cost exceeds the
selling price, the taxpayers pay the difference and the foreign importers
get the benefit. Now let us suppose that the production cost was only 90,
but that the producer set a price of 110, either because he was counting
on the EDC, or simply because he was aiming at a more comfortable profit
margin. The subsidy is paid, but the order would undoubtedly have been
accepted without it. The subsidy becomes a free-of-charge contribution
to the Canadian seller’s profit.

In the United States, two studies assessed by Baron (1983) endeavour
to determine the extent of export ‘‘additionality’’ associated with Exim-
bank programs. It would appear that the EDC drew inspiration from these
U.S. studies in reaching its own conclusions on the matter.

The methodology used in these studies can be summarized in the follow-
ing manner. The probability is established, between zero and one, that
a transaction would not have taken place without a government loan. Prob-
able transactions are then divided by the overall number of loans. Prob-
abilities are set according to a number of criteria, including the follow-
ing, which illustrate the reasoning involved.

o Access of the borrowing country to private capital markets: if a coun-
try does not enjoy ready access, it is deemed that the transaction would
not have taken place without a government loan. The loan is therefore
supplementary and the probability is equal to 1. Accessibility is measured
by the spread of country risk premiums.

o Access to subsidized financing: where the borrowing country can rely
on the assistance of a third country, it is assumed that the transaction
would not have taken place without an equivalent subsidy S = 1.

e Terms: the longer the term, the higher the value of S.

o The competitive nature of the product: where the product is the only
one of its kind, S = O.

* New outlets, new exporters: where a transaction is the first of its kind,
it is taken for granted that government intervention is essential and
S =1,

Once these probabilities have been established, each criterion is weighted
to obtain an overall probability applying to individual transactions. Then
an average rate of ‘‘additionality’’ can be computed for all loans granted.

An accurate description of the process is sufficient to reveal its major
shortcomings. Baron (1983) presents a devastating criticism. Estimates of
probabilities and weightings are highly subjective. The criteria selected
are debatable in that they are supposed to be unequivocally related to what
we are actually looking for — that is, the extent to which an importer
paid less for his credit than otherwise, in terms of the rate of interest,
maturity, the amount of the loan relative to the value of the transaction
and other conditions, if any. Obviously, the other components of the
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overall price offered should also be known. Even then, we still do not
know whether the product price net of financing is real or imaginary.

Services Not Available on the Market

In economic analysis, a government is justified in offering products or
services on a commercial basis when market failures can be found and
documented. It is very hard to establish such proof; it has not been
established in Canada in the field of export assistance.

However, the situation does raise many questions. It appears to be true
that, with regard to export insurance, the EDC has never had competitors
except in the case of exports to the United States. The reason is not imme-
diately clear. Private insurers may be reluctant to offer coverage when
transactions are not likely to recur, when terms are very long, and when
the foreign assets offered as guarantees cannot be seized. Moreover, a
number of contingencies for which compensation must be provided —
such as inflation — are not so much a risk as a certainty. On the other
hand, an examination of EDC insurance activities reveals that between 80
percent and 90 percent of its business involves policies maturing after less
than two years, experienced exporters, and what appears to be a satisfac-
tory range of risks. Moreover, this activity is very profitable for the EDC
despite the considerable freedom of choice relating to the risks left to
insured parties. One would think that such risks could be insured by the
private sector. Is this apparent market failure attributable to a lack of
competition, restrictive regulations, or a lack of imagination or informa-
tion? It is not possible to answer this question. In the absence of other
hypotheses, there is still the possibility that the very existence of the EDC
has created a stumbling block within the industry. If this is the case, it
should be noted that some firms have recently expressed their intention
to establish themselves in this market. The EDC should then encourage
such initiatives.

With regard to export financing, the situation is entirely different: banks
have participated in this market for a long time. As early as 1921, the
Royal Bank of Canada published Financing Foreign Trade, a study by
Graham Towers, who later became Governor of the Bank of Canada.

Banks have left to the EDC loans maturing after five years or more, with
certain exceptions, and loans with fixed interest rates (as opposed to
floating ones). The refusal of banks to provide credit at fixed rates at pres-
ent can readily be explained — the service is only provided because it is
subsidized. However, looking back to the times when business and finan-
cial conditions were more stable, the reasons that have led Canadian banks
to neglect this segment of the market are not clear. Nothing seemed to
prevent them from borrowing for terms identical to their loans, so that
a fixed interest rate should not have threatened them with bankruptcy.
European investment banks have operated in this way for a long time.
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Banks do experience problems that a Crown corporation like the EDC
does not encounter. As banks do not benefit from government guarantees,
the cost of borrowing on the market is generally higher for them. Similarly,
as they have to pay dividends and taxes, they must maintain a higher profit
margin. The EDC’s advantage with regard to the cost of borrowing is an
imaginary one from the point of view of society as a whole, because it
is only obtained at the cost of better repayment guarantees, which are
actually provided by all taxpayers.

Another source of reluctance on the part of the private sector concern-
ing export insurance and financing arises from its more limited power to
negotiate with foreign borrowers compared with the power of a Crown
corporation. Borrowers may prefer to deal with public rather than private
institutions because they gain special access to government officials from
whom they may obtain other concessions, thereby broadening the debate,
so to speak. On the other hand, the risk of default may be systematically
lower for a Crown corporation because borrowers see a link between loan
transactions and their success in other business dealings with the govern-
ment and may therefore behave differently than they would when bor-
rowing from a private bank.

Externalities

Arguments in support of export financing programs often mention impor-
tant externalities, i.e., the social costs or benefits, which by definition are
neglected in market decisions. The externality which is most frequently
noted is job creation. Any new order from a foreign buyer is generally
reported in the newspapers in terms of the number of jobs it will create.
In Canada, this argument is supplemented by the advantages to be derived
from diversifying traditional outlets and transforming the country’s indus-
trial structure. Occasionally, it is stated that export credits help reduce
pressure on the country to increase development aid.

Job Creation

The discussion above of additionality rates of export financing focussed
on the immediate impact on export demand of a drop in the selling price,
i.e. finding out the partial elasticities of supply and demand. That analysis
must be pursued much further, as these immediate effects may be rein-
forced or obviated by indirect effects which can only be understood in
a macroeconomic context. For example, it may be assumed that a firm
which obtains a big order spanning two or three years will have to grant
its employees hefty wage increases. Production costs may then rise, and
the same firm might lose contracts which it could have won without the
first order. The same reasoning applies to a number of other repercus-
sions which risk cancelling the immediate, positive effect — for example,
additional exports may increase the value of the currency and cause inter-
est rates and prices to rise.
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All of these considerations are taken into account in the shape which
is given to the aggregate supply curve (see Figure 4-2). In the segment on
the left, where the curve is horizontal and perfectly elastic to price, an
increase in demand such as an additional export, DyD;, leads to an
increase in output and employment without any inflation. On the other
hand, if we are already at point C, the additional export, D,Ds, leads to
an increase in prices without having any effect on output and employment.

FIGURE 4-2 Aggregate Supply and Demand
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These extreme cases rarely occur in the real world, although it is easy
to identify them concretely. When domestic output and employment
increase, it is because there is a serious depression and all resources are
in excess supply. At the other extreme, when the country is enjoying full
employment, it is, by definition, impossible to increase output.

Export support programs are special in that they are permanent. In order
for them to create the jobs they are supposed to create, the Canadian
economy should be in a state of permanent deep depression, which is
impossible. Beyond these absolutes, it might be recognized that a certain
proportion of the programs contribute to employment, as shown in the

132 Raynauld



centre of Figure 4-2. However, the evidence in this regard is disappointing.

In a study dated April 5, 1982, the EDC attempted to measure the
macroeconomic impact of its export credits,!3 using the TIM and CANDIDE
general equilibrium models. In an initial series of simulations, the increase
in exports is not a result but an explicit hypothesis whose impact is com-
pared with an equivalent drop in personal income tax. This exercise does
not answer our initial question, which is to determine whether or not total
net exports increase as a result of special financing.

In a second series of simulations of the CANDIDE model, the respective
impacts of export financing and an increase in government spending were
measured. Aside from the fact that these impacts are more favourable
to government spending, this simulation still assumes that aggregate supply
is perfectly elastic. This is precisely the critical variable whose nature and
value we are attempting to determine. The same applies to a simulation
carried out by researchers at the Economic Council of Canada.!4 Exports
increase by assumption, and government spending is a more effective
instrument to create jobs than export financing.

The only other relevant empirical results in this field concern the
crowding-out effect. After an examination of a large number of models
in this respect, we concluded that government attempts to stimulate
demand in Canada led to a crowding-out effect of a minimum of 0.5, start-
ing with the second year of the initial shock (Raynauld, 1984). We must
therefore exclude the possibility of a perfectly elastic aggregate supply
curve. At best, only half of the apparent direct effects might be attributed
to export assistance programs. This means paying a high price for uncer-
tain benefits which are obtained by chance when the international and
domestic economic situations permit.

Diversification of Markets
Another objective of export assistance is the diversification of external
trade. In this respect, the EDC allocates its resources in a desirable way.
About 60 percent of insurance and 70 percent of EDC credits cover coun-
tries other than the United States and European nations.!s

The problem raised by this objective is that it does not, in fact, con-
stitute an externality. Left to itself, the market always seeks to minimize
risks; producers naturally wish to obtain the most diversified investment
portfolios, customers or suppliers possible. Therefore, it might be argued
that diversification is already optimal and that the government, by pushing
further in this direction, is helping to create new distortions and increas-
ing risks rather than reducing them. This fact may explain the problems
encountered by policies fostering a third option for Canada.

Industrial Structure
The keen interest shown by governments in industrial structure, in the
degree of processing of exported goods or in innovation, indicates a public
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preference for which the individual producer has no use. This is indeed
an externality, although opinion is highly divided on the path to follow.
To some, industrial strategies are so much hot air; to others, they involve
the country’s survival.

Without going to the heart of the matter, we can set out at least two
verifiable criteria that might constitute an improvement in the industrial
structure: labour productivity and the social return on capital invested.
Industries aided through EDC financing between 1976 and 1980 achieved
an average hourly output of $23.86 in 1980, while productivity in the
manufacturing sector as a whole was $23.73, a difference of $0.13 an hour.
Looking instead at return on capital before tax, which in our view is a
more satisfactory criterion, the results are even less favourable to the EDC.
The actual return between 1976 and 1980 was 10.4 percent in sectors aided
by the EDC, while the return in the manufacturing sector as a whole was
11.9 percent. Therefore, EDC programs do not contribute to a better
allocation of productive resources.

Beyond these objective assessment criteria, it might be argued that
government intervention serves more general ends if we look closely at
the nature of the activities which receive government assistance. Refer-
ring again to Table 4-5, the juxtaposition of the goods in question, such
as nuclear energy, aircraft, ships, railway rolling stock and even com-
munications, is striking. These are activities which the government has
supported for a long time, for reasons related to national defence and
control of advanced technologies, or simply because government agen-
cies throughout the world are the main buyers of these products. In light
of this situation, the EDC’s intervention could be interpreted as being
aimed essentially at turning a profit on previous government investments.
The marketing of CANDU reactors is the best example of this.

If this argument is accepted, however, it must then be recognized that
the social benefits arising from EDC intervention are even more uncertain
and negative, as they help subsidize goods which are already heavily sub-
sidized in other ways. Far from compensating for distortions, such inter-
vention creates additional ones.

Foreign Aid

Government export financing may be regarded as one facet of the coun-
try’s general foreign policy. In this regard, a government might be inclined
to incur losses in exchange for political gains on the international scene,
or to secure certain broader economic advantages. Two examples come
to mind: the security of supplies and mixed credit. In the first instance,
export subsidies could be justified in exchange for certain guarantees of
access to oil or other raw materials. In the second, despite appearances,
mixed credit might cost a donor country less if the alternative is outright
government assistance. We must admit that such considerations are highly
speculative and that the arguments are hardly convincing.
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The Correction of Distortions

According to a standard academic argument in favour of government inter-
vention, the net result of a new distortion is indeterminate in an imperfect
world, as it may just as easily improve or further jeopardize the alloca-
tion of resources. Export assistance might compensate for the burden of
customs tariffs which raise the rate of exchange and penalize exporters.
Such assistance may thus contribute to increasing welfare and exports,
because the situation at the outset entailed a distortion which tended to
limit exports artificially.

We accept the validity of this argument. However, the solution does
not entail subsidizing exports, but eliminating tariffs and other obstacles
to trade which created the problem in the first place. The main reason
for this is that export financing is not neutral in relation to the industries
it favours. On the contrary, such financing is highly selective; it covers
a limited range of capital goods, most of which are already heavily sub-
sidized. One has only to think of ships, aircraft and the CANDU reactor
before concluding that the program cannot be a useful instrument for
effecting the necessary rebalancing of existing distortions.

In a similar vein, trade distortions might be regarded as creating a
discrepancy between the private and social value of foreign exchange. As
a result of tariffs and other selective taxes on imported goods, the observed
value of the Canadian dollar is too high. Thus, export subsidies might
help earn currencies whose social value is higher than their market value.
Jenkins and Kuo (1985) set this exchange premium at 6.5 percent of the
value of the currency acquired (on a net basis). However, net currency
acquired represents only a small proportion of the value of a typical export
order.

Foreign Government Subsidies

According to those who defend export assistance programs, the most
decisive — if not the least debatable — argument is the one regarding sub-
sidies which foreign governments give their exporters. This argument main-
tains that Canada will lose its customers in the absence of equivalent sub-
sidies. It is analogous to the thesis stating that a country must introduce
retaliatory tariffs in response to those levied by other countries.

The matter of fairness comes into play in support of this opinion. It
is true that certain exporters pay the cost of such undue foreign competi-
tion by losing sales for reasons unrelated to the market situation. The cost
of shifting activities is also involved, since the exporter, a victim of foreign
government policies, should do something else. For both reasons, some
compensation may be justified. The essential question — and a hard one
to answer — is to determine whether foreign subsidies are temporary or
permanent. If they are temporary, the best response is perhaps to offer
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equivalent subsidies, up to the cost of the next best alternative for the pro-
ducer. However, such subsidies must be strictly temporary. Where foreign
subsidies tend to be permanent, it is in everyone’s interest not to become
involved in ruinous competition. What advantage is there in producing
at a loss when the subsidy is actually paid to foreign buyers? If it is abso-
lutely necessary to subsidize someone, it may as well be a domestic
producer.

The rule which applies does not involve following one’s neighbours
blindly, but serving one’s own interests. To comply with this rule, it is
necessary to develop programs in such a way that the potential benefits
ultimately compensate the initial outlays — i.e., any export which is ini-
tially subsidized must become, in the end, an unsubsidized and profitable
one. This in fact is the same principle as in the theory of customs tariff
with respect to infant industries or learning by doing.

Redistribution

Aside from the question of efficiency in allocating resources, governments
have often intervened to modify the distribution of resources in favour
of particular groups. With respect to exports, it has been argued that
government assistance should favour small and medium-sized businesses
and contribute to more balanced regional development.

Both objectives strike us as inappropriate. Encouraging firms to assume
excessive risks is like tempting the devil. Exporting, especially to overseas
markets, requires a highly developed infrastructure, continuity and
perseverance, an abundant supply of working capital, highly diversified
expertise, and a long-term outlook. Such qualities are hardly the forte of
small and medium-sized businesses.

Regional development is best assured obviously by other forms of inter-
vention that are directly related to it, rather than by export assistance.

At the risk of oversimplifying the issue, the conclusions of this section
can be summarized as follows.

o An indeterminate though significant proportion of EDC activities
duplicate those in the private sector.

e About 85 percent of EDC insurance activities would be assumed by the
private sector under other circumstances.

« Fixed-rate lending with terms exceeding five years may reflect a market
failure under current conditions, although this represents a judgment
rather than a demonstration.

« Externalities related to employment and the balance of payments are
negligible; moreover, other policies are more appropriate for pursuing
these objectives.

« The diversification of outlets is not an externality.

e The improvement of the industrial structure might constitute an exter-
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nality, although the EDC does not contribute to it in any way.

« The EDC’s possible contribution to Canada’s foreign policy is not
known but is probably negligible.

* Export subsidies are inefficient as a compensation for tariffs or exchange
rates, compared with the elimination of initial distortions.

e Foreign subsidies call for strictly temporary ad hoc responses.

It is completely inappropriate to use export assistance to promote
regional development or small business.

Future Directions

Judging by the growth of its business, the diversity of the services it pro-
vides, and the satisfaction of exporters, the EDC is a dynamic concern
which carries out its responsibilities well.

However, as noted in the two preceding sections, the cost of these ser-
vices to society as a whole is very high, i.e., nearly $500 million in 1982
alone and $2.6 billion for the period covered by the loans (see Table 4-A2
in Appendix B). It is impossible to determine that these social losses are
justified by equivalent social benefits. Therefore, the role which the federal
government has assigned to the EDC must be reassessed.

A Substitute for or Complement to the Private Sector

If the EDC’s social benefits are so hard to determine, it is because a good
part of its activities duplicate those provided by private financial institu-
tions. The clearest example of this observation is the direct negotiation
of contracts with foreign buyers and Canadian exporters in spite of the
fact that the Canadian banking system is one of the most extensive in the
world. By the end of 1978, Canadian banks maintained 286 offices in 40
countries. In Canada, it is generally acknowledged that the banks are
strong, efficient and subject to satisfactory competition, especially since
the legislative changes instituted during the past two decades.

Under such circumstances, it would be surprising to discover that the
EDC makes up for obvious market failures. A more plausible hypothesis
is that, with time, and as a result of pressures from the private and public
sectors, the EDC has developed its activities and programs independently
of what the private sector might have done had it been asked to do so.

It is true that the Export Development Act does not require the EDC
to encourage private export insurance and financing in preference to its
own expansion. For example, the act does not stipulate anywhere that the
EDC should insure or finance exports as a last resort.!® On the other hand,
a close examination of House of Commons debates since 1944 leaves no
doubt as to the government’s intention in this respect. Members of Parlia-
ment have always claimed to give priority to private financial institutions,
assigning only a substitute role to the EDC in the form of complementary,
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different or additional services. The EDC is clearly supposed to do what
the market would not do in its absence. This requirement goes even far-
ther. In the case of market failures, the corporation must avoid setting
prices below the social cost of the resources it uses since, by definition,
no additional social benefit exists once the failure has been rectified. To
act otherwise results in unfair competition toward private financial
institutions.

The problems relating to economic structure, whose seriousness is often
deplored in Canada, have not, in our view, resulted from the weakness
of financial institutions. With regard to exports, there is a fairly broad
consensus that the lack of competitiveness among Canadian manufacturers
depends instead on the frequent lack of originality of their products, the
smallness of both the domestic market and the firms in question, and the
relatively high production costs. Although some will find this judgment
debatable, we believe that Canada’s difficulties in becoming established
as a manufacturing nation stem largely from the abundance of our natural
resources. The development of natural resources explains the drain of
capital, the high wages and an exchange rate which is unfavourable to
manufacturing. In a sense (and because of its resources) Canada has
become an overly precocious rentier. If this diagnosis is accurate it calls
for other support and organizational measures, rather than government
financing as such.

With regard to the social benefits generated by the EDC, the question
is more or less open. In any case, other, much more effective policies are
needed to achieve them. Under these circumstances, it appears inevitable
to conclude that the government must look increasingly to private finan-
cial institutions to insure and finance exports, subject to the exceptions
noted below.

This general orientation corresponds to that proposed by the Economic
Council of Canada in Intervention and Efficiency (1982) and to the ideas
put forward by Tremblay (1981).

Insurance

It would clearly be beneficial for the EDC to abandon short- and medium-
term global insurance. On the other hand, the EDC should be the prin-
cipal agent of a mixed reinsurance scheme and should continue to pro-
vide insurance as a last resort to cover major projects or exceptional risks.

Financing

A study by the Economic Council of Canada (1982) clearly establishes
that the EDC is more closely tied to government than similar institutions
in other countries. This certainly need not be the case. The direct supply
of credit and the negotiation of contracts would be better left to private
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financial institutions, and the EDC should offer generous rediscount
facilities on banking instruments as well as guarantees, if need be. It could
also maintain its original and useful practices of negotiating general
agreements with foreign governments.!”

Three problems have been identified in this market. The first relates
to subsidies granted by foreign governments. A satisfactory solution has
already been found and applied — providing specific ad hoc subsidies in
cases where a foreign competitor clearly benefits from such subsidies. The
internal mechanism to do this is already in place in the Canada Account
maintained by the EDC, to which all of these expressly subsidized tran-
sactions should be attributed.

A second problem for private financial institutions and exporters entails
fixed-price credit for terms of more than five years. With certain excep-
tions, the private sector could provide this credit if the EDC were to offer
appropriate guarantees, refinancing or rediscount.

One final obstacle remains — the general level of interest rates in Canada
compared with those in foreign countries. In other words, is it possible
to face international competition generally without having to subsidize
credit in Canada? This question warrants a thorough analysis which we
cannot undertake here.

The difficulty Canada experiences in meeting competition in interna-
tional markets can be partly explained by the fact that at a given exchange
rate, its interest rates are higher than elsewhere. (Wages and taxes are other
explanations for this difficulty.)

To overcome this problem, the Wallen (1980) report proposes a dif-
ferentiated interest rate system based on the value of currencies. The
approach is perfectly logical, although some doubt may be expressed about
how practical it is. The principle involves setting interest rates lower in
currencies which are likely to appreciate and higher in those subject to
depreciation. On January 1, 1980, the interest rate would have been 9 per-
cent in U.S. dollars and 10.5 percent in Canadian dollars. This leads us
to ask whether a borrower would have preferred the lower U.S rate and
the appreciation risk, or would have speculated on a drop in the Cana-
dian dollar. As borrowers have greater opportunities to export to the
United States than to Canada, they would probably choose the U.S.
dollar.' In practice, it is quite possible that Canadian exports will be
increasingly financed in U.S. dollars, leaving the Canadian export firms
to bear the relatively small risk of possible depreciation of the U.S. dollar.

Alternatives to Government Export Financing

We have shown in this study that government export financing does not
appear to provide an adequate, efficient response to problems encountered
by Canadian manufacturers with respect to international competition.
However, it is possible to turn the problem around and ask what might
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be the most appropriate policies for attaining a given goal. Such a
methodology requires general equilibrium models to determine the com-
parative impacts of various options. Research of this sort is still not very
advanced in Canada, although we have already mentioned certain simula-
tions which should be completed here.

First is a recent study by Damus (1983) which concludes that produc-
tion subsidies are preferable to export financing if the objective is to
increase real income or welfare. This conclusion is intuitively correct, as
export subsidies partly benefit foreign borrowers.

Harris (1983) also compares various policy options on the basis of stated
objectives. Using a general equilibrium model, his targets are employment,
trade and productivity. He then analyzes a series of five instruments of
intervention: subsidies on capital, labour, import substitution, export,
financing and rationalization of industry. The simulations indicate that
the net benefit of these measures depends heavily (and naturally) on the
objectives pursued and the characteristics of various industries. It is
obvious that export subsidies are preferable to other measures for encour-
aging trade, while labour subsidies are more efficient for employment,
and the rationalization of industry for productivity. We might also add
that export subsidies are especially useful in industries which benefit from
substantial economies of scale.

The general conclusion of this study may be stated as follows. Cana-
dian exports could be maintained and encouraged as well by private insti-
tutions as by the EDC if the latter’s role were truly limited to supporting
the private sector rather than supplanting it. On the other hand, the
macroeconomic objectives would be better served if the social losses
resulting from government export financing were eliminated and if more
general policies were selected for their achievement.

Appendix A4
Present Value of Subsidy and
Social Loss on EDC Activities

Subsidy is defined here as the difference between the cost to the EDC of
borrowing capital and the return, net of administrative expenses, the cor-
poration obtains on its assets. A social loss is deemed to be the difference
between the social opportunity cost of capital invested by the EDC and
the same return, net of administrative expenses (this time in real terms),
which the EDC earns on its assets.

Because of a lack of information on the interest rates related to annual
debit and credit transactions, calculations have been made on assets
outstanding at year end; interest rates and rates of return are averages
based on the same notion of stock.
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Exact maturities on EDC’s loans are not available. Calculations will be
based on effective terms of five and seven years. Generally, loans have
a nominal maturity of between nine and ten years and are repaid in two
equal annual installments. The average effective term is about five years
on loans paid out during the year, but closer to seven years on outstand-
ing loans, which is the approach followed here.

Rates of Subsidy

If the subsidy granted by the EDC is the difference between the cost of

borrowing and the return on capital, such a subsidy lasts as long as the

loan does. Therefore, we must add up the annual subsidies and express

this amount as a present value, taking into account the terms of the loans.
One can write:

8 = Cp— Ry (1)

where § is the value of the subsidy, Cy is the financial cost of capital,
R, is the net return on capital, with all variables being expressed in pres-
ent values.

The financial cost of capital used by the EDC is the average cost of the
public debt outstanding. This gives:

T-1 rPL
Ce= X 110 @

t=o0

where r? is the average rate of interest on public debt outstanding, L the
capital invested, and T the effective term.
Similarly, one can define the EDC’s return on its assets as follows:

T-1 rNL
Ry= 30 I+ 3)

t=o0

where rV is the net nominal rate of return obtained by the EDC.
The subsidy is then:

T-1 rPL — /NL
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The rate of the subsidy as opposed to its total value is defined as:
S T-1 rP — N
SZLZE (1 + rP)? 6)
t=o0
Assets, L, will later stand for loans receivable, on the one hand, and total
assets, on the other.

Rates of Social Loss

The rate of social loss is calculated using the same logic as that used to
determine the rate of subsidy. The value of the loss P is the difference
between the social cost CF of capital, i.e., 10 percent or 7 percent in real
terms, and the net return on EDC’s assets, (Ry), adjusted this time for the
implicit GNE price index. This gives:

P=Cp— Ry ()

and the rate of loss P will be equal to:

P T-1 rE - rX
pP=1= tE (1 + r)! ®)
=0

Results

Calculations related to equations (6) or (8) are straightforward. In 1980,
for example, r¥ was 9.9 percent and rV on EDC loans was 8.3 percent.
Thus, the spread was 1.6 percent, i.e., the cost to the EDC of borrowing
capital exceeded the return it obtained on it by 1.6 percent. Taking into
account loans receivable of Lgy + L79, $2,930 million, the total subsidy
2

for the year amounted to $46.5 million (see Table 4-9 or Table 4-Al in
Appendix A).

It is this subsidy for the year which is totalled over the period to maturity
of the loan portfolio and discounted by the borrowing rate r”. The pres-
ent value of the subsidy becomes $194.2 million. Dividing this amount
by loans outstanding, we get the subsidy rate we have been looking for,
namely, 6.6 percent.

Tables 4-A1 and 4-A2 provide the rates of subsidy and social loss for
each of the last three years (1980 to 1982) with respect to loans and EDC’s
assets overall, and on the basis of effective terms of five and seven years.

In 1982, the subsidy rate reached 20.1 percent on loans receivable. In
present value, these subsidies totalled $841.6 million, given the volume
of loans outstanding and an effective term estimated at five years. If the
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TABLE 4-A1 Rates of Subsidy and Social Loss on EDC Assets, in
Present Values, 1980-82 (terms estimated at five years)

1980 1981 1982
A. Subsidy
A.1 on loans
(a) Subsidy for the year,
in millions 46.5 86.7 217.0
(b) Present value of the total
subsidy, in millions 194.2 355.7 841.6
(c) Rate of subsidy on loans,
as a percentage 6.6 10.3 20.1
A.2 on overall activities
(a) Subsidy for the year,
in millions 17.0 51.8 233.0
(b) Present value of the sub-
sidy, in millions 71.0 212.5 903.7
(c) Rate of subsidy on assets,
as a percentage 2.1 5.3 19.0
B. Social loss (rE = 10%)
B.1 on loans
(a) Loss for the year, in millions 361.0 420.0 443.0
(b) Present value of total loss,
in millions 1,505.3 1,751.4 1,847.3
(c) Rate of social loss on loans,
as a percentage 51.4 50.5 44.2
B.2 on overall activities
(a) Loss for the year, in millions 389.0 435.0 494.0
(b) Present value of the total loss,
in millions 1,622.1 1,813.9 2,059.0
(c) Rate of social loss on assets,
as a percentage 47.7 45.5 43.4

term is seven years, the rate of subsidy is 25 percent.

With regard to the social cost of capital, i.e., the return which such
capital would have produced elsewhere in the Canadian economy, the rate
of social loss on loans receivable reached 44 percent in 1982, or $1.85
billion. With terms of seven years, the rate of loss if 56.7 percent, represent-
ing $2.4 billion.

Such results may seem astonishing given that proponents of trade
generally claim that Canada does not provide sufficient assistance to
- exporters. These figures indicate that when the EDC loans one dollar for
seven years, it imposes on Canadian society as a whole a loss of $0.57,
of which $0.25 represents a direct financial subsidy.

This conclusion is worth reflecting upon for possible qualifications. It
should be pointed out that these calculations apply to stocks or to the
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TABLE 4-A2 Rates of Subsidy and Social Loss on EDC Assets,
in Present Values, 1980-82 (terms estimated at
seven years)

1980 1981 1982
A. Subsidy
A.1 on loans
(a) Subsidy for the year,
in millions 46.5 86.7 217.0
(b) Present value of the total
subsidy, in millions 249.6 453.5 1,047.2
(c) Rate of subsidy on loans,
as a percentage 8.5 13.1 251
A.2 on overall activities
(a) Subsidy for the year,
in millions 17.0 51.8 233.0
(b) Present value of the sub-
sidy, in millions 91.3 270.9 1,124.4
(c) Rate of subsidy on assets,
as a percentage 2.7 6.8 23.7
B. Social loss (rE = 10%)
B.1 on loans
(a) Loss for the year, in millions 361.0 420.0 443.0
(b) Present value of total loss,
in millions 1,993.1 2,249.1 2,372.3
(c) Rate of social loss on loans,
as a percentage 65.9 64.8 56.7
B.2 on overall activities
(a) Loss for the year, in millions 389.0 435.0 494.0
(b) Present value of the total loss,
in millions 2,083.1 2,329.4 2,645.4
(c) Rate of social loss on assets,
as a percentage 61.3 58.4 55.7

EDC’s portfolio at a given date, such as December 31, 1982. They do not
reflect actual interest rates and rates of return in 1982, but the cumulative
total of conditions which prevailed prior to that time. The situation
described here is that of a balance sheet, not that of an income and expen-
diture account. Consequently, we are obviously not at liberty to calculate
another multi-year total of subsidies or social losses, as present value
already constitutes an amount which corresponds to the average duration
of the loans. This approach, which was imposed upon us by the lack of
information on annual flows, nonetheless includes several advantages. It
is much less sensitive to changes in the current financial situation and cor-
responds better to the notion of social cost used here, which is based on
medium- and long-term situations. In this respect, the results presented
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Appendix B
Selected EDC Tables

TABLE 4-B1 Export Development Corporation
Balance Sheet as of December 31, 1982 (in millions
of dollars)

Assets Liabilities
Loans receivable 4,710.4 Loans payable
Less: participation by Long term 3,333.3
other lenders 142.9
Short term 958.9
4,558.5
Accrued interest
Accrued interest and (payable) 156.9
fees (receivable) 132.5
Other liabilities
Investments
Accounts payable 59.4
Cash and short-term
investments 578.3 Deferred revenue 97.4
Canada bonds 26.2 Other 9.1
Accrued interest 10.6
Allowance for claims on
insurance 16.0
Other
Allowance for losses on
Unamortized debt discount loans 53.0
and issue expenses 21.6
Shareholder’s equity
Other 7.9
Capital 465.0
Retained earnings 186.1
Total Assets 5,335.0 Total Liabilities 5,335.0

Source: EDC, 1982 Annual Report.

are more reliable; they reflect more accurately financial transactions spread
over several years.

The disadvantage of this method is that it remains relatively abstract.
For the United States, Baron (1983) is able to establish rates of subsidy
and social loss by year, country, product and individual transaction. He
notes that the average rate of subsidy on loans authorized in 1981 was
29.7 percent; in 1980, 18.5 percent; and in 1979, 13.7 percent. Such rates
cannot be compared with ours, although they do suggest that the United
States also loses money on financing exports.

As noted earlier, our results underestimate the magnitude of subsidies
and social losses because the country risks are not taken into account in
the financial and social cost of the capital invested.
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The average term of loans receivable is a very important hypothesis.
It should be closer to seven years than to five, for three reasons. The first
one relates to the arithmetic of a constant flow of loans, repaid according
to a constant annual proportion. The effective term of such a portfolio
is seven years where the original loans have a nominal term of ten years.
The second reason arises from the fact that, as the volume of the EDC’s
activities has increased over the years, the loans receivable portfolio con-
tains a greater volume of new loans. The third reason is the practice
whereby banks obtain the full repayment of their loans before the EDC
does. Consider a $1,000 loan repayable at a rate of $100 per year for ten
years. If a bank participates in the financing and provides $300, for exam-
ple, repayments will be made to the bank during the first three years; the
EDC will only receive its share starting in the fourth year. This considerably
lengthens the effective term of EDC’s loans.

TABLE 4-B2 Export Development Corporation
Operating Account as of December 31, 1982
(in millions of dollars)

Income Expenditures
1. Loans and guarantees 1. Loans and guarantees
Interest earned 404.3 Interest expense 342.6
Fees earned 15.9 Provision for losses 6.3
2. Insurance and guarantees 2. Insurance and guarantees
Premiums and other income 14.7 Provision for claims 7.0
Investments 3. Investments
Interest earned 63.3 Interest expense 115.6
4. Administrative expenses 25.5
Total Income 498.2 Total Expenditures 497.1
Net Income 1.1

Source: EDC, 1982 Annual Report.
Note: Figures have been rounded off.

Notes

This study was originally written in French. It was completed in September 1984.

1. Disbursements accounted for only 53 percent of the loans authorized during the 1978-82
period. This calculation is derived from Table 4-3.

2. These proportions apply to 1980. Manufactured goods include categories 5, 6, 7 and
8 in the Standard International Trade Classification (SITC). Source: OECD, Foreign
Trade Statistics.

3. Group 31 (machinery) in the Standard Industrial Classification, Statistics Canada (1970).
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4. According to the 1970 classification of industries, the following ones are involved: 301,
305, 310, 321, 324, 325, 326, 327, 332, 335, 336 and 338.

5. Some claim that the purpose of development assistance is to encourage exports. The
argument which follows is all the more relevant.

6. In 1960, the GATT defined an export subsidy as a loan granted at a rate below the cost
of the public debt. See Hufbauer (1983, p. 344).

7. The annual report of the Export-Import Bank of the United States shows the interest
rates charged on each individual transactions.

8. Outstanding loans used in our calculations exclude the participation of other lenders.

9. This calculation is inaccurate for two reasons: first, the rate should be calculated on
value-added to give an effective subsidy rate analogous to effective protection rates.
Moreover, as the subsidy lasts for a long time, a present value should be calculated for
the duration of the loans. This matter is discussed later.

10. These results may seem astonishing, as the EDC has never recorded losses in its finan-
cial statements. The reason for this is that the cost of shareholders’ equity is nil in the
financial statements, while our method of calculation assumes that such equity is bor-
rowed (which, in fact, it is, by the federal government).

11. The overall rate of loss is lower than that on loans, although the stock of capital is greater.
Conversely, the annual rate of loss of 11.5 percent which prevailed in the 1970s led to
relatively smaller dollar losses, because the EDC made fewer loans.

12. The Euromoney Review presents ‘‘The Country Risk League Table’’ in which coun-
tries are classified according to the rate of interest they had to pay on government bor-
rowings in Euro-currencies from banking syndicates. The discrepancies noted express
the differences in risk.

13. See Export Development Corporation (1982).

14. Economic Council of Canada (1982, Appendix E, p. 165).

15. Averages for the period 1969-82.

16. An amendment made in 1983 to the act governing the EDC’s activities gives it explicit
powers with regard to reinsurance, although the power is not restrictive.

17. Lines of credit and intergovernmental agreements on investment are two examples of

very valuable initiatives which are the preserve of a Crown corporation and beyond the
means of a private firm.

18. This reason differs from the hypothesis of the illusion of interest rates mentioned by
several authors (see Hufbauer, 1983, p. 346). The most recent OECD agreement, reached
in July 1982, provides for an exemption from minimum interest rates in favour of the
Japanese yen. Exceptionally, there may be a trend toward differentiating interest rates
according to the currency.
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Y.

Domestic Adjustment to Trade Policy Changes
and External Shocks

Summary of the Proceedings of a Research Symposium

RODERICK HILL

On-going structural adjustment is a fact of life in any economy: firms
enter and leave industries, jobs appear and disappear, and capital flows
toward the areas of highest expected returns. However, in an open
economy such as Canada’s, the relationship with the rest of the world
— changes in the prices of imports and exports and changes in trade
policies — is an important source of pressure for adjustment.

How should public policy respond to adjustment pressures generated
in the external sector? Indeed, need it respond at all? We can attempt to
insulate the domestic economy from developments abroad and protect both
the status quo and the incomes of those factors of production that would
be adversely affected by change. Alternatively, we can recognize the costs
of preserving the status quo in terms of foregone opportunities to benefit
from enhanced foreign trade, and can design policies that facilitate adjust-
ment rather than resist pressure for change.

One’s view of the need for and the appropriate design of adjustment
policies in the light of pressures from the external sector depends on one’s
view of how well markets work. In an economy with smoothly function-
ing labour and capital markets, adjustment policies would be redundant.
However, in an economy characterized by regionally concentrated
unemployment and poor information or low mobility in labour markets,
adjustment policies can play a major role.

A research symposium on trade policy and domestic adjustment issues
was held by the Commission in Ottawa on January 27, 1984. In the sym-
posium, seven papers were presented, each followed by extensive discus-
sion. (Participants are listed at the end of this paper.) Gerry Salembier
outlined the sources of pressure for structural adjustment and the nature
of the market rigidities that make adjustment policies desirable. Richard
Harris presented three alternative views of the way the international dimen-
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sions of the economy work, and traced through the implications of each
for adjustment policies. He also stressed two special Canadian features
of the adjustment issue — interregional mobility of resources and the need
for the rationalization of industry through larger plant size. Michael
Trebilcock discussed the political economy of bailing out failing firms and
the implications for adjustment programs. David Richardson assessed U.S.
experience with trade-related adjustment assistance and discussed the abil-
ity of markets to provide adequate adjustment incentives, along with the
merits of providing adjustment assistance for firms or workers. Matthew
Robertson and Alex Grey provided estimates of the effect of trade on
employment in Canada and gave an overview and assessment of Cana-
dian trade-related worker adjustment programs. Harley McGee outlined
the philosophy of the Department of Regional Industrial Expansion (DRIE)
toward industrial adjustment and the programs now in place to deal with
adjustment issues. Finally, John Baldwin and Paul Gorecki presented a
summary of their recent empirical work on plant specialization, relative
plant scale, productivity, entry and exit behaviour of firms during the
1970s, and the implications of these findings for Canadian trade policies.

In this paper, both the symposium papers and the subsequent discus-
sion are summarized. The papers by Trebilcock, Richardson, Robertson
and Grey, and DRIE are included in this volume. The paper by Baldwin
and Gorecki appears in Canada-United States Free Trade, Volume 11 of
the Commission’s research series.

The Sources of Pressures for
Structural Adjustment

In his paper for the symposium, Gerry Salembier argued that structural
adjustment problems in Canada are generally not due to changes in either
foreign or domestic trade policy. In his opinion, other factors in the exter-
nal sector have been much more important as sources of pressure for
adjustment. These factors include increases in oil prices and the govern-
ment’s response to these increases, the international debt problem, volatile
export and import prices in the 1970s, and the increasing importance of
the newly industrialized countries (NICs) in world trade. However, both
changes in the domestic economy due to intersectoral shifts in demand
and changing productivity trends are even more important than external
factors.

In their paper, Matthew Robertson and Alex Grey presented empirical
evidence on the importance of foreign trade for employment in a sample
of 13 industries that have experienced substantial import penetration during
the past 15 years. Although changes in domestic demand and productivity
have been the most important factors influencing changes in employment,
exports and imports have in many cases had a significant effect. Over the
period 1967-81, imports reduced employment in these 13 industries by
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an average of 4.1 percent per year. Aggregate data tend to understate
adjustment difficulties because such difficulties are generally concentrated
in specific subsectors of broader industry groups.

However, despite the relative unimportance in the past of changes in
trade policy compared to other sources of pressure for structural adjust-
ment, future changes in trade policy could create adjustment problems.
This is especially the case for industries such as clothing and textiles, which
are now heavily protected. There is evidence that although the adjustment
problems due to changes in trade policy may have been less important
than problems due to other sources, changes in trade policy have
nonetheless resulted in changes in Canada’s industrial structure. The empir-
ical work reported by Baldwin and Gorecki clearly indicates that lower
Canadian tariffs have led to increases in plant scale in Canada (relative
to comparable U.S. plants), primarily in industries with a small number
of firms and high tariff protections. Lower tariffs have also increased the
length of production runs in Canadian manufacturing. Lower tariffs
improve Canadian productivity relative to that of the United States through
their effects on product diversity and relative plant scale and through the
increased market size made possible by trade liberalization.! Were
Canada, for instance, to negotiate a bilateral free trade arrangement with
the United States, future changes in trade policy could be even larger than
those we have experienced in recent decades, and the resulting pressures
for adjustment could be greater.

The symposium also explored the reasons underlying both changes in
trade over time and pressures for adjustment. It was noted by some par-
ticipants that in many cases, factor proportions are converging across
industrialized countries. Traditional explanations of comparative advan-
tage based on factor proportions were not seen as providing an adequate
explanation of why Canada has some types of manufacturing activity and
not others. Some participants stressed that the first firms into a market
gain a permanent cost advantage over potential entrants. If so, there may
be some rationale for the government’s initial subsidization of infant indus-
tries. As Harris noted, in this scenario, short-run industry dynamics
dominate long-run considerations.

The reasons for the increasing shift of basic, often capital-intensive
industries (such as steel and shipbuilding) to Nics were also discussed dur-
ing the symposium and the pressures for adjustment created by this trend
were examined. Some participants felt that this trend was due to institu-
tional rigidities in the labour markets in developed countries which keep
real wages in these industries too high, rather than to more fundamental
changes in comparative advantage. However, other participants believed
that changes in comparative advantage play a role.

Adjustment problems in labour-intensive industries, both here and in
the United States, were also discussed. It was noted that U.S. trade policy
tends to react defensively to adjustment problems, especially those com-
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ing from developing countries. When applied non-selectively, such policies
tend to damage Canadian interests and create adjustment problems here.
As was pointed out during the symposium, a bilateral free trade agree-
ment with the United States could conceivably ease pressures for struc-
tural adjustment in some of our industries, rather than — as is generally
presumed — creating new adjustment problems.

The possible reactions of multinationals to changes in the global
economy and the implications for adjustment policies were also discussed.
Will production in North America tend to be increasingly centred in the
United States, or will plants tend to remain in their present location but
specialize more? Harris was of the opinion that the concentration of pro-
duction in the United States was more likely to occur under present
circumstances than under a Canada-U.S. free trade area, where world
product mandating would seem the efficient outcome.

Experience with Adjustment and
Its Implications for Trade Policies

Both trade theory and empirical work generally support the idea that
multilateral trade liberalization would yield long-run gains to Canada.
However, as Richard Harris pointed out, the costs of moving toward the
long-run free trade industrial structure must be considered and mechanisms
must be developed to transfer income from the gainers to the losers.
Adjustment policies could both lower the cost of the transition and
redistribute income to compensate those affected.

Harris also suggested that in evaluating the costs and benefits of a
Canada-U.S. free trade arrangement, one must choose from different
models of the economy. In a full employment model with competitive
markets, both the gains from free trade and the adjustment costs would
be small. However, a full employment model with imperfect competition
in product markets presents a more complex picture. Two features are
important — the size of scale economies, which tend to provide the greater
part of the long-run gains from freer trade, and the short-run dynamics
of the adjustment process.

Harris claimed that the entry and exit behaviour of firms, although an
important determinant of adjustment costs, is poorly understood
theoretically. However, Baldwin and Gorecki’s empirical evidence sug-
gests that exit rates of firms tend to be constant across industries. Entry
rates, however, respond to changing conditions in each industry.

Harris also saw short-run considerations as affecting the size of benefits
of freer trade. These considerations include foreign firms’ decisions about
location, the ability of domestic firms to penetrate export markets suc-
cessfully, and the possible importance of the learning curve. (Learning
curves enable the first firms into a market to reduce their average cost
of production as their output grows and thereby gain a permanent advan-
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tage over potential competitors.) The key question in the case of the learn-
ing curve is whether firms in larger foreign economies could exploit it
faster, resulting in the demise of some domestic industries.

Another model of the economy outlined by Harris retains imperfect
competition in product markets but introduces rigidities in the wage-setting
process, so that tariff reductions generate unemployment in import-
competing sectors. Labour is slow to reallocate to other sectors. Adjust-
ment costs are higher in this model than in the full employment case, but
the size of adjustment costs depends on the stickiness of real wages.

The social discount rate at which the benefits and costs of trade
liberalization are discounted is also an important parameter, because the
discount rate affects the trade-off between long-term benefits and short-
term costs. If the social discount rate is low, as Harris felt was the case,
long-run benefits dominate short-run costs. However, a related issue
involves possible intergenerational effects; impeding the adjustment pro-
cess may enhance the income of Canadians today relative to that of Cana-
dians tomorrow.

Uncertainties about the flexibility of real wages and about the social
discount rate make it difficult to determine the value of the net benefits
of trade liberalization. Harris suggested that one must turn to past expe-
rience to get some indication of how increased exposure to trade has
affected industrial structure. One can perhaps thereby glean some indica-
tion of the net effects of further trade liberalization — taking into account
both the long-run gains and the shorter-run adjustment costs.

In discussing their empirical work on productivity, plant size, and pro-
tection, John Baldwin and Paul Gorecki touched on Canadian experience
during periods of adjustment. Using plant-level data, they explored
whether the theoretical predictions of greater plant specialization, greater
plant size, and increased productivity under a more liberal trade environ-
ment have been borne out as economies have become more open in the
1970s.

Baldwin and Gorecki concluded that lowering trade barriers does
generally lead to higher productivity, greater plant size, longer produc-
tion runs, and reduced product diversity. Over the period 1974-79, the
average length of production runs in a wide range of Canadian industries
increased substantially, while product diversity fell. Plants of American-
owned subsidiaries in general appear more specialized after standardiza-
tion for the number of commodities in each industry. When foreign-owned
plants are compared to domestically owned plants in the same industry,
foreign investment seems to have little measurable effect on product diver-
sity or the length of production runs.

It is frequently asserted that the combination of the tariff and the small
size of the Canadian market has been responsible for plants in the Cana-
dian manufacturing sector being smaller than the minimum efficient size
(that is, the size of plant at which the average cost of production is mini-
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mized). Assuming both that larger plants in the United States are of
minimum efficient size and that these plants can be used as a benchmark
against which to compare larger Canadian plants, Baldwin and Gorecki
found that the ratio of the size of Canadian to U.S. plants is about 0.6:1.
Their statistical analysis indicated that the size of the Canadian market
is one of the major determinants of this ratio — the larger the domestic
market, the greater the relative plant size. This analysis thus suggests that
a bilateral free trade arrangement with the United States would, on average,
lead to Canadian plants being similar in size to comparable U.S. plants.
Tariffs significantly reduce Canadian plant size only in industries with high
tariffs and high levels of concentration.? Strong export performance in
an industry is therefore collinear with larger plants, whereas a high ratio
of imports to domestic production is collinear with smaller plant size. The
evidence seems to suggest that Canadian plants competing with imports
are becoming smaller and more specialized over time.

Although Baldwin and Gorecki found that foreign investment has no
measurable effect on plant scale, one symposium participant noted that
efficiency aspects of foreign versus domestic firms may go undetected in
Baldwin and Gorecki’s data on plant size. To the extent that there are
firm-level or multiplant economies, foreign firms in some industries may
be more efficient even though this difference cannot be detected in the
data used by Baldwin and Gorecki.

Participants in the symposium seemed to agree that the Baldwin-Gorecki
results support the hypothesis that there are beneficial long-run effects
of both multilateral and unilateral trade liberalization in Canada. Harris
has provided indications of the adjustments that free trade with the United
States would induce.? Generally small intersectoral shifts in the labour
force result, but the rationalization within industries leads to large intra-
industry shifts in resources. According to Harris, it is conceivable that
these intra-industry adjustments may be less than the inter-industry adjust-
ments. However, establishing this point requires knowing the exact mix
of skills of each industry’s labour force before and after rationalization.

Two major issues therefore need to be faced in deciding upon appro-
priate trade and adjustment policies. First, although symposium par-
ticipants seemed to agree that it would be desirable for Canada to have
a few large-scale industries producing for the world market, free trade
may not produce this outcome — for example, because of the activist
industrial policies of other governments. Harris suggested that govern-
ment play a role in the initial planning and coordination of industries and
perhaps ensure that firms have access to the capital market on the same
terms as their competitors.

Second, if we remove our trade barriers as part of a general move to
free trade, some of our industries will face severe adjustments, especially
because of competition from low-wage developing countries and NICs. To
the extent that particular industries are regionally concentrated, one might
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expect that the costs of moving resources to competitive firms would be
lower. However, as indicated in the paper on Canadian adjustment policies
prepared by the Department of Regional Industrial Expansion, if an indus-
try is located in an already depressed region, regional disparities might
increase. Adjustment policies might have to respond through efforts to
locate new, viable industry in depressed regions. Retraining programs and
compensation for older workers might be required. Harris felt that these
measures would be less costly than continuing the current practice of pro-
tecting these industries. Furthermore, given the demographic structure of
the work force, postponing change would further increase costs.

The paper by DRIE also noted that all regions of the country currently
have adjustment problems in one or more industries: the western provinces
in wood and paper products, Ontario and especially Quebec in labour-
intensive manufacturing, and the Atlantic provinces in fisheries and
forestry. Harris remarked that if substantially freer trade is rejected in
favour of the federal government’s offer of increased protection, it might
be difficult to prevent the provinces from trying to implement their own
protectionist measures. In addition to perhaps damaging the internal
economic union, such protection might exacerbate interregional tensions
through the effects of the interregional income redistribution which pro-
tection creates. Canadian-content legislation for automobiles, for exam-
ple, would likely prove unpopular outside southern Ontario.

Adjustment Policies:
Their Rationale and Design

Government responses to adjustment can take any one of a number of
approaches. The approach chosen depends upon policy makers’ implicit
economic model and the assumptions about market failure embodied in
the model. Also important are policy makers’ views on the appropriate
role of government in the economy. Although market failures may exist,
it does not follow that all adjustment policies in response to these failures
improve economic efficiency. Policies seeking to promote adjustment may
also involve short-term protection. Temporary protection may be imple-
mented to permit orderly and less painful adjustment. However, if the
adjustment does not take place, the industry may remain dependent on
protection. Other issues in the design of policy include whether adjust-
ment assistance should be aimed at firms or workers, or at both, and
whether programs should be available to all or should be narrowly targetted
— and if so, at whom.

In the view of some participants, market economies inevitably contain
rigidities that increase adjustment costs related to trade or trade policy
and invite a policy response. Richardson cited imperfect information,
market uncertainties, and incomplete factor mobility as sources of
rigidities. Many participants cited wage rigidities in the labour market as
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the major problem. Labour market externalities were mentioned by
Trebilcock as of some importance in cases where failing firms lay off large
numbers of workers in a region where unemployment might already be
high. According to Trebilcock, providing subsidized employment
maintenance to a failing firm may sometimes be less costly than letting
the firm fail and providing alternative forms of employment maintenance
or social relief.

Capital market imperfections were given less weight by the symposium
participants, although Richardson cited adequate access to capital markets
to finance the human and physical capital investments needed for adjust-
ment as a possible rationale for assistance. However, in his examination
of bailouts of failing firms such as Dome, Massey, and Chrysler,
Trebilcock found no convincing rationale for providing public funds to
bridge finance for companies in temporary difficulty. If the firms are
indeed viable, there seems no reason why capital markets cannot provide
them with sufficient funds to continue operations. Trebilcock did,
however, cite a potential failure of the bankruptcy market in such cases
as Chrysler and Massey, where liquidation of a firm’s assets may fail to
take full account of their long-run social value as a productive unit.

Salembier mentioned other rationales for government intervention
through adjustment assistance: problems created by oligopolistic barriers
to entry; the inadequacy of market signals to provide incentives for large-
scale or long-term projects where social benefits exceed private benefits,
such as energy, infrastructure, and R&D projects; and international com-
petitive subsidization which, in some industries, can lead to excess capacity.

Richardson noted that although purely market-based adjustments may
be slow to occur because of rigidities, these rigidities may be not very
responsive to economic policy to the extent that they reflect social attitudes
and institutions. His view was that market forces are sufficient to generate
the required adjustments only as long as there are enough workers and
firms with adequate information, confidence, ambition, acceptance of risk,
and access to capital markets. Richardson further noted that there are
incentives to be part of this adjustment because workers and firms that
adjust usually earn windfall gains and avoid losses on their skills, capital,
and resource ownership.

It is possible, however, that this group of workers and firms may not
be large enough to handle the adjustments required either by large inter-
national fluctuations or by changes in trade policy. In addition, attitudes
and institutions may limit the number of workers and firms prepared to
carry out these adjustments.

Richardson also raised a number of questions about the design of appro-
priate trade adjustment policies:

» Should one direct adjustment policies primarily at firms or at workers?
« Are general or categorical adjustment policies superior? For example,
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unemployment insurance is a general policy; the provision of extended
income supplements to residents of a particular community is a
categorical policy.

« If one chooses categorical policies, should they be directed at all struc-
turally displaced workers or at trade-displaced workers in particular?

Governments can direct adjustment policies toward firms, helping them
adjust capacity and letting labour adjust without assistance. Or govern-
ments can target their assistance more broadly at the work force, letting
firms adjust as they will. Alternatively, governments can pursue an inter-
mediate course.

Richardson argued that adjustment policies should be directed toward
workers. His reasoning was that owners of capital are better able than
workers to adjust on their own because of the national and international
scope of capital markets and the information that owners of capital are
likely to have about prospects for change and alternative uses of their
resources in other industries. Richardson also saw financial markets as
capable of assessing the prospects of a firm with enough accuracy that
there is no need for governments to encourage modernization and prod-
uct diversification. Richardson’s view was that it is unwise to go to great
lengths to preserve failing firms per se rather than to help workers adjust.

Although Trebilcock did not see such an important distinction between
assisting firms and assisting workers, he nonetheless noted a weakness in
bailing out firms — the weakest firms in an industry are supported, and
the objective of achieving an efficient restructuring of the industry is often
not met. Although one can assist workers to some extent by subsidizing
firms, if rigidities or market failures are mostly in the labour market then
labour market adjustment policies might be more effective than policies
designed to assist firms.

The issue of target efficiency also arose in the discussion of general and
categorical policies. Harris saw general adjustment programs as desirable
because they preserve relative market signals. He saw adjustment policies
that assist rationalization within industries as especially important because
this rationalization is such an important part of the adjustment process.
In contrast, he saw narrowly targetted policies as more difficult to design.
Picking winners and losers among industries is easier than doing so at the
level of the firm. Baldwin agreed, noting that rankings of firms within
an industry are constantly changing. Because the dynamics of industry
structure are not fully understood, designing categorical policies is dif-
ficult. Baldwin also saw categorical policies as more likely than general
policies to damage the competitive process. Furthermore, politicians
responding to narrow political pressures are more likely to prefer
categorical policies to general policies.

These considerations were evident in Trebilcock’s examination of the
assistance offered to failing firms. Nevertheless, he felt that government
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bailouts, if done well, might be less costly than more general policies
designed to handle worst-case scenarios. In supporting categorical pro-
grams, Richardson felt that policies are most efficient if concentrated on
markets where the adjustment margin is narrow relative to the size of the
adjustment pressures involved.

In practice, existing adjustment programs in Canada have both general
and categorical elements. DRIE policies, for example, try to facilitate
appropriate broad industrial adjustments rather than narrowly targetted
responses. However, regional and social concerns often constrain the
implementation of policy. Most policies still tend to be aimed at particular
sectors and firms, not at regions.

Temporary protection is also used in Canada and elsewhere as a short-
term response to adjustment problems. The key problem, of course, is
ensuring that the assistance is both temporary and believed to be tem-
porary. As Richardson put it, if firms believe that they can achieve their
objectives through political pressure, they will become dependent on pro-
tection. When temporary assistance runs out, governments face the same
situation as they did initially and another dose of temporary assistance
is hard to resist. As the DRIE paper indicated, one must design temporary
adjustment policies so that firms and workers in the affected sectors do
not rely on such policies. This, of course, is difficult to achieve. Some
participants suggested explicitly temporary help, such as a one-shot cash
grant or an infusion of equity or assistance with sunset provisions. Another
suggestion was the use of forced mergers to accompany bailouts, thus
eliminating the original firm and preventing it from returning with fur-
ther requests for adjustment assistance. Although these types of solutions
may be desirable, it is difficult for governments to organize such ratio-
nalizations of industry, especially given the short time usually available
for acting on a request for adjustment assistance.

Also discussed was whether a case exists for special aid to trade-displaced
workers as opposed to aid to structurally displaced workers. Richardson
emphasized that a key argument in favour of trade adjustment assistance
is that the alternative may be protection. Adjustment assistance may be
looked at as a way of buying off protectionist forces and simultaneously
ensuring that foreign exporters have continuing access to the domestic
market. Because information is likely to be more mobile within a country
than across countries, unanticipated sectoral shocks will be larger for trade-
competitive factors than for factors that are not trade competitive. As
Richardson put it, trade adjustment assistance can help trade-competitive
factors adjust to and weather the mistakes that go with greater uncertainty
in international trade.

Those who made the case against special trade-related adjustment pro-
grams cited the difficulties of identifying which workers have been
displaced by trade and not by some other cause. In the United States, the
International Trade Commission adjudicates the cause of displacement
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for purposes of U.S. trade adjustment assistance. Although the task is
not simple, neither is it impossible, according to Richardson. In the discus-
sion, one participant compared a trade-displaced worker and one displaced
by imported technological change. He concluded that the only difference
between the strength of the two cases for adjustment assistance was that
good statistics exist on imports but not on technology. He suggested that
this fact seemed a poor reason for distinguishing between the two cases
and felt that they should be treated in the same way.

Because the data seem to suggest that trade is a relatively small factor
in dislocations, compared to changes in domestic demand, technology,
and productivity, the rationale for trade adjustment assistance was also
questioned. However, there are industries for which trade shocks are domi-
nant or could become so. Currently protected industries could be forced
to contract severely in the event of substantial trade liberalization and
would be clear candidates for special adjustment assistance.

Adjustment Policies for Firms

Adjustment assistance for firms can take a number of forms. Govern-
ments can help firms facing import competition to penetrate foreign
markets and acquire international marketing expertise. Research and
development can be encouraged through tax policies. Financial incentives
for modernization and restructuring can also be provided. Firms in danger
of bankruptcy (not necessarily for trade-related reasons) may be bailed out.

In his analysis of business bailouts, Michael Trebilcock emphasized the
dangers of tampering with the incentives that markets provide for an effi-
cient allocation of resources. It is important that entrepreneurs or owners
of capital not only receive the rewards from risk taking but also bear the
costs. If they can keep the rewards and systematically shift the costs to
others after the fact, incentives will be distorted toward high-risk ventures
and scarce resources will therefore be misallocated.

Trebilcock emphasized, however, that this is not an accurate descrip-
tion of the current state of affairs in Canada. Despite the large increase
in the number of bankruptcies (from 2,958 in 1975 to 10,765 in 1982),
economic Darwinism has for the most part been allowed to run its course.
Small bailouts have occurred, and some cases involving major firms have
cost hundreds of millions of dollars. Why were these particular bailouts
made, and were there sound economic reasons for them? Are bailouts only
a recent and temporary phenomenon? If not, how can the situation be
improved so that bailouts are better managed in future?

Trebilcock’s opinion was that Canadian policy on bailouts is largely
ad hoc. The economic adjustment process inevitably generates transitional
losses that fall unevenly on different subgroups within the economy. These
losses induce perceptions of social injustice and opposition to the required
adjustments. Bailouts may be seen as a response to these pressures. Bailouts
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may also be attempts to buy off potential political vetoes of more general
shifts in economic policies, such as tighter macroeconomic policies or
changes in trade policies. But among the bailouts cited by Trebilcock
(Dome Petroleum, Chrysler Canada, Maislin Industries, Massey-Ferguson,
Canadair, de Havilland, Consolidated Computer, and Bricklin), there is
no simple common thread. Trebilcock saw bailouts in Canada before
World War 11 as part of a national policy of developing infrastructure.
The aims of subsequent intervention, however, seem more obscure.

Given this history, Trebilcock suggested that one aim of policy should
be to reduce the number of candidates for bailout by making the adjust-
ments themselves easier to achieve. He suggested reforming bankruptcy
laws (to deal with the possible market failures noted above) and facilitating
mergers of weak and strong firms through changes in rules governing
foreign investment and antitrust legislation. Encouraging cost-reducing
innovations through subsidization of R&D could be an alternative to pro-
tection or other kinds of subsidies. Trebilcock also noted that labour
market policies providing severance payments to older workers, relocating
or retraining younger workers, and making payments to workers who get
jobs in different industries could help reduce pressures for bailouts from
firms in declining sectors.

Trebilcock suggested that it might be possible to devise a screening pro-
cedure for candidates for bailouts to determine, on the basis of the poten-
tial market failures discussed earlier, who should receive assistance.
Realistically, this procedure could not be applied to large firms because
intervention is usually a political matter. The drawback is that if the criteria
for bailout were made public, moral hazard would be created: firms that
believed themselves eligible for assistance would have an incentive to
behave recklessly.

Trebilcock noted that there are several policy instruments available for
bailing out firms: cash subsidies, loans or loan guarantees, partial or com-
plete public ownership, tax relief, and trade protection, among others.
Trebilcock suggested that loan guarantees have been heavily favoured
because they appear ‘‘off-budget,’” although recent experience with these
policies has made them less popular. They are risky, however, because
they may unfavourably affect the debt-equity ratios of failing firms and
may induce less cautious behaviour on the part of creditors.

Other forms of adjustment assistance used in Canada are documented
in the DRIE paper, presented at the symposium by Harley McGee. DRIE
programs are not designed to lead the industrial adjustment process; rather,
they are intended to promote a climate conducive to adjustment. DRIE
sees initiatives in the private sector as the appropriate driving force in the
adjustment process. However, in DRIE’s view, government involvement
may be needed in cases where companies have inadequate finances or
management ability to adapt successfully, where significant economic
decline may otherwise occur in a region, or where social considerations
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warrant involvement. As the following summary of major DRIE adjust-
ment programs indicates, the effects of geographically concentrated indus-
tries on a regional economy are of significant concern, particularly if the
location in question has a limited industrial base and the adjustment
requires plant closures. Long-run economic viability remains the main
criterion for assistance.

Although most DRIE programs have some effect on adjustment, broadly
defined, only a few have adjustment as their primary purpose. As the paper
by DRIE indicated, some programs are directed toward specific industry
sectors or subsectors, while others are universal. Methods of assistance
vary and include funding such as loans, contributions, ad hoc financial
assistance, and the remission of duties.

Universal programs seem directed primarily at improving the function-
ing of markets by improving market information (for example, by identi-
fying new market opportunities), reducing risk, and encouraging research
and innovation. Sector-specific adjustment assistance is directed toward
problem sectors such as textiles, clothing, footwear, pulp and paper, and
shipbuilding. There are also specific programs, such as the Industry and
Labour Adjustment Program (ILAP), which are focussed on particular
communities with severe adjustment problems. Other programs deal with
adjustment problems at a regional level.

The costs of DRIE programs are in excess of one billion dollars per year,
but only a portion of this cost is for adjustment per se. The major pro-
gram is the Industrial and Regional Development Program (IRDP). This
program has six elements: industrial development climate, innovation,
plant establishment, modernization and expansion, marketing, and restruc-
turing. Within this structure, a variety of adjustment-related actions take
place. Assistance under the program depends on the Development Index,
an index of economic disparity based on employment, income and revenue
(that is, the province’s fiscal capacity) and on the uses to which the
assistance will be put. Loan guarantees, contributions (sometimes
repayable), and participation loans are among the instruments used.

The Canadian Industrial Renewal Board (CIRB), created in 1981, also
plays a major role in providing industrial adjustment assistance. CIRB con-
sists of programs covering restructuring and community assistance for the
textile, clothing, tanning and footwear industries. All these industries have
found themselves on the whole unable to compete with cheaper imports. In
textiles and clothing, both the Multi-Fibre Arrangement (MFA) and various
bilateral arrangements impose quantitative restrictions on imports. Global
quotas are used to protect the footwear industry. Protection is supposed
to be closely linked to the restructuring, rationalization and modernization
of these industries. The aim of policy toward the clothing and textile indus-
tries is unclear. The development of international competitiveness in these
industries (or at least the elimination of special protective measures) has
been the stated goal of policy. However, policy actions, such as continued
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participation in the MFA and the lack of any timetable for dismantling
protection, have tended to belie these goals. For the footwear and tanning
industries, the only objective is decreased reliance on quotas.

Adjustment to external changes requires that in the long run resources
will have to be withdrawn from these industries. Strengthening and diver-
sifying the economic base of regions heavily dependent upon these indus-
tries is therefore an objective promoted by DRIE. Special investment
assistance for this purpose is available in designated communities. The
objective of complementary worker assistance, which uses such instruments
as early retirement benefits for laid-off workers, portable wage subsidies,
mobility assistance, and enhanced incentives for training, is to facilitate
the movement of labour out of these declining industries.

Adjustment programs providing assistance to specific industries such
as pulp and paper, shipbuilding, and automotive parts have also existed,
although they may have been subsequently subsumed by IDRP.*
Assistance included grants for productivity improvement; incentives to
modernize, increase energy efficiency, or abate pollution; as well as various
subsidies, loans, and remission of duties.

According to DRIE, it is difficult to determine the effectiveness of its
programs in moving resources from less efficient to more efficient firms
or from less competitive to more competitive industries because it is not
possible to determine what adjustment would have occurred without
government assistance.

Experience with Labour Adjustment Policies

Canada has never had a formal program like the U.S. Trade Adjustment
Assistance (TAA) program, and Canadian policy makers will therefore
have to rely primarily on the experience of others if they wish to design
policies of this type. American experience with TAA legislation is reviewed
by David Richardson in his symposium paper. Under the program, addi-
tional unemployment insurance benefits were provided to workers after
ordinary payments expired, and allowances for job search and relocation
were available. The original TAA consisted of income support aimed
specifically at trade-displaced workers. Over time, the definition of trade-
displaced changed, as did expenditures under the program. During the
1962-73 period, eligibility was severely restricted and expenditures were
low. Expenditures rose between 1974 and 1980 as eligibility criteria eased,
and Us$2.2 billion was spent in 1980. Rules were retightened in 1981, and
expenditures fell to about US$54 million by 1983.

One issue is whether the duration of unemployment was increased by
TAA because of the extended length of time for which benefits could be
claimed. One of the goals of the program was to compensate those injured
by changes in trade policies; a lump sum payment might therefore have
been more efficient. Richardson argued that what was involved was a trade
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shock followed by a series of unemployment spells. Generous compensa-
tion has been found to increase the length of the first unemployment spell,
but the correlation between compensation and the total length of all
unemployment spells was very low.

Although U.S. experience with TAA has been widely viewed as unsuc-
cessful in facilitating adjustment, Richardson argued that TAA had many
positive elements. A key point is that TAA was always seen as an alter-
native to the use of import barriers in a number of industries. TAA also
preserved market signals for adjustment while serving a signalling func-
tion itself. TAA certification signalled to employers and workers that a
plant or firm was under important competitive pressure from imports —
useful information to workers contemplating commitments and firms con-
templating investments. The parts of the program offering adjustment ser-
vices to workers were not much used, perhaps because little effort was
expended in offering adjustment services and because labour adjustment
may have been working effectively on its own. The chief drawback of the
program in the 1974-81 period was that it was not targetted narrowly
enough. Consequently, too many workers who received assistance were
on only temporary layoff or a reduced work week.

Canada has some experience with worker-related adjustment programs.
As Matthew Robertson and Alex Grey pointed out in their paper, general
policy instruments such as unemployment insurance and training and
mobility programs have been used to facilitate adjustment. There have
also been specific policies toward trade-related adjustment problems and
some localized adjustment difficulties in which trade played a part. For
instance, the Labour Adjustment Benefits Program provided $9.3 million
in preretirement benefits in selected industries (textiles, clothing, footwear,
and tanning) in 1982-83. This program reflects the belief that older workers
require assistance because few are re-employed once unemployed.

The Industry and Labour Adjustment Program (ILAP)’ was also a
major attempt to provide adjustment assistance. The program focussed
on 12 communities, chosen on the basis of the severity of unemployment
rather than on the source of these difficulties. ILAP consisted of enriched
labour market programs such as training and mobility assistance, job-
creation measures, and portable wage subsidies for older workers.

In evaluating the effectiveness of labour adjustment programs in
facilitating positive adjustment, Robertson and Grey noted that it is dif-
ficult to distinguish between structural, or permanent, dislocation (to which
these programs are directed) and cyclical difficulties. The effectiveness
of programs is probably limited to the extent that cyclical factors are
significant. The fact that a high percentage of workers in manufacturing
industries return to the same establishment after a period of unemploy-
ment indicates that this problem has been important.

In addition, the effectiveness of ILAP was impaired by its being intro-
duced in 1981 at the beginning of a recession. Data on expenditures pro-
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vided by Robertson and Grey indicated that of the estimated $97.2 million
spent on ILAP in 1981-83, $52.3 million went to job-creation measures,
$37.6 million to training, and much smaller amounts to mobility assistance,
wage subsidies, and manpower consulting services. Little adjustment
assistance was provided, and assistance for short-term job creation
predominated. ILAP was more successful at maintaining incomes and
assisting those in need than at bringing about labour adjustment. Of
workers laid off in industries falling under ILAP and CIRB, about 65 per-
cent returned to the same employer in their next employment spell, com-
pared to an average of 40 percent of all industries. However, one sym-
posium participant pointed out that one must look at the worker’s next
best alternative wage in judging these recall rates; this wage will strongly
influence whether or not the worker is interested in finding another job.

Robertson and Grey also mentioned another factor — the limited oppor-
tunities for alternative employment in communities heavily dependent on
import-competing industries such as textiles, clothing, footwear, and tan-
ning. Low levels of mobility in these communities may be attributed to
low skill levels and the high percentage of second wage earners in the work
force. A sizable number of workers experienced long unemployment spells;
yet the majority returned to their previous employer. Of those who did
not, most left the region.

Robertson and Grey concluded that separating cyclical and structural
factors and analyzing the effect of factors such as community size on the
adjustment process are essential to developing appropriate programs.

Conclusion

In the concluding session of the symposium, a number of participants
expressed the view that further pressures for structural adjustment in the
1980s will result in a continuation of the tendency toward negotiated trade
arrangements covering an increasing number of industries. One partici-
pant summed up this view by saying that countries are faced with the prob-
lem of how to divest themselves of declining industries at the least social
cost. Although economists declare that new employment opportunities will
arise automatically when the market is allowed to work, few people believe
these assurances. Instead, it seems politically imperative to find winning
industries; hence the pressures — which lead to managed protection —
to divide up global markets by negotiation.

It was agreed that pressures for adjustment will also continue as trade
policy changes. One can ease pressures from tariff cuts to some extent
by well-timed actions — timing tariff cuts to coincide with periods in which
the exchange rate is low (as suggested by Wonnacott) or with an upswing
in the business cycle (as suggested by Harris). If tariff cuts are bilateral
and confined to particular industries, adjustment problems may be con-
fined and policies better focussed. Harris also suggested that a federal-
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provincial agency could usefully coordinate trade and industrial policies
through the adjustment period after trade liberalization to help safeguard
the internal economic union. He also saw a system of general labour
mobility grants as desirable in promoting interregional labour mobility.

A further point made was that the adjustment process may continue
to be adversely affected by a continuation of high real interest rates.
Policies to lower real rates would facilitate adjustment; however, this is
primarily a problem for U.S., not Canadian, policy makers.

Debate took place throughout the symposium on the relative merits of
assistance to workers and assistance to firms, and on the desirability of
adjustment assistance for trade-related reasons only or for all cases of
structural adjustment, no matter what the cause. Opinion was divided on
both questions. Assistance to workers was argued to be more efficient than
assistance to firms if one was attempting to remedy imperfections or
rigidities in labour markets. However, assistance to firms may also be
rationalized to the extent that there exist imperfections in capital or prod-
uct markets. Moreover, assistance to firms affects their work force;
although indirect and more uncertain than the effects of assistance to
workers, these effects can be beneficial.

One participant suggested imposing performance requirements on firms
as a precondition for their receiving adjustment assistance. Tax or sub-
sidy incentives could be related to performance indicators such as pro-
ductivity, lowered costs, technical improvements, and modernization.
Firms would thus be free to reorganize their activities as they wished, given
the incentives.

The main arguments put forward for trade-related adjustment assistance
were the predominance of potential trade shocks in some sectors (for exam-
ple, a lowering of tariffs on industries currently heavily protected) and
its use as an alternative to protection (thus allowing trade liberalization
to proceed). The arguments for general structural adjustment policies rely
on the existence of market rigidities and imperfections, most of which are
unrelated to trade in particular.

There was unanimity that adjustment policies remain the key to future
initiatives in trade liberalization: in the absence of such policies, political
opposition from contracting industries and workers affected by trade could
thwart such initiatives. It was suggested that at least in the United States,
dissatisfaction with adjustment assistance in the 1960s and 1970s makes
further trade liberalization that much more difficult. The message for
Canada would seem to be that any bilateral free trade initiative with the
United States or a further round of trade liberalization under the GATT
should be considered alongside options for adjustment assistance.
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Notes

I wish to thank John Whalley for his extensive assistance in writing this paper. Tricianne
Burke-Smith, Paul Gorecki, Alex Grey, David Richardson, and Gerry Salembier made helpful
comments on an earlier draft.
1. Baldwin and Gorecki also found that relative productivity is greater the larger the Cana-
dian market (as measured by the number of plants of minimum efficient scale the market

can accommodate).

2. There is a strong positive correlation in Baldwin and Gorecki’s data between concen-
tration and foreign ownership, making the effects difficult to separate.

3. Harris’s summary of this intersectoral modelling of the effect of free trade on the Cana-
dian economy is included in Canada-United States Free Trade, Volume 11 of the Com-
mission’s research series.

4. For further details on these programs, see the paper by DRIE in this volume.

5. This program recently expired, and its functions were taken over by IRDP and a new
program to be administered by the Canadian Employment and Immigration Commission.
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6 #

Factor Market Adjustment Policies
in Response to External Shocks

J. DAVID RICHARDSON

““Adjustment’’ is an issue of great immediacy for industrial countries
today. The confluence of technological progress, demographic change,
cyclical swings, and fluctuation in oil prices and exchange rates seems to
have left some workers and industries (perhaps even countries) high and
dry. Others have been tossed, turned, and cascaded along by strong cur-
rents of growth and opportunity.!

Factor markets illustrate these adjustment pressures clearly. Bankruptcy,
plant closure, and chronic unemployment characterize many. Yet others
reveal buoyancy, unusual capital gains, and shortages of crucial skills.
Transformation of a bleak outlook into a promising one is of course possi-
ble for any factor owner, but usually requires retraining, relocating, refur-
bishing, and retooling. All such adjustment activities are painful, and all
require effort, time, and financial resources. The resource cost of adjust-
ment is high. Adjustment effort has little immediate material reward, only
the opportunity cost of goods that might have been produced instead. The
time and financial resources required for adjustment are similar. The
resource cost of adjustment seems, furthermore, to have been rising
recently, as measured by real interest rates. Real interest rates have been
forced higher by many influences — growing budget deficits, monetary
restraint, shrinking current-account surpluses of oil producers, and a
15-to-20-year legacy of undercapitalization. It is unfortunate that the cost
of adjustment has risen as the need for it has grown.

Government policy may have a desirable role here. The ‘“market for
adjustment’’ has shortcomings for which policy may be able to compen-
sate. Policy can sensibly encourage certain adjustments and slow down
others. To become more precise, though, requires answers to several impor-
tant questions. One is whether the case for government adjustment policy
is stronger for workers than for firms. Another is whether the case is
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stronger for external shocks than for domestic ones. The provisional
answers to these questions, outlined below, are yes and yes. Less provi-
sional answers await the outcome of critical discussion and research on
adjustment.2 A third question, not treated in this paper, is whether
“‘external shocks’’ should encompass commodity trade, international
investment, and migration, or only some of these. Shocks to any of them
are described below as trade-related shocks.

The United States has experimented for more than 20 years with an
import-triggered, worker-centred program described as Trade Adjustment
Assistance (TAA). While it has historically been more a compensation
policy than an adjustment policy, this fact has been overemphasized,
obscuring the relevance of U.S. experience under TAA for general adjust-
ment questions. The second section of this paper attempts to draw out
this relevance. Canada has also experimented with programs for workers
displaced by trade. Robertson et al. (1983) describe both Canadian and
U.S. programs.? The viewpoint presented below is that carefully struc-
tured trade adjustment assistance for workers is a sensible policy, especially
relative to likely alternatives.*

Trade Adjustment Assistance
in the United States

Provisions for trade-displaced workers under the TAA program are due
to expire in September 1985. Under TAA, income support for workers sup-
plements unemployment insurance (UI) receipts. It provided larger and
longer benefits than Ul until October 1, 1981, and only longer benefits
since that time. Income support for firms involves limited tax concessions.
Adjustment services for workers include training, counselling, job search
allowances, and relocation allowances. Adjustment services for firms
include free technical consultation and concessionary loans (low rates or
guarantees) for modernization. Only the income support for workers has
been tied very closely to trade displacement. Adjustment services and the
entire program for firms have generally been unfunded and folded into
other programs, to be administered by their offices.

In practice, the whole TAA program was nearly stillborn because of strict
eligibility criteria, until legislative liberalization occurred in 1974. It
burgeoned between 1974 and 1981, after which time disenchantment with
it led to legislative reversal. Eligibility criteria were tightened again and
income-support benefits were reduced. Adjustment services were
strengthened but the amount in annual dollars spent was insignificant.’
Program expenditures rose as high as $2.2 billion in 1980, but were
estimated to be as low as $54 million in 1983 (United States, 1982, p. 202;
Aho and Bayard, 1985, pp. 179-80; Hufbauer and Rosen, 1983, p. 6).
The United Auto Workers has brought at least three suits against the U.S.
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Department of Labor to carry out expenditures of even the greatly reduced
budget commitments (reported in the Wall Street Journal, August 16, 1983,
P 2)s

It has become commonplace in recent discussions of U.S. trade adjust-
ment assistance to speak of its tripartite goals: equity, efficiency, and
political efficacy.® Equity describes the goal of compensating those who
are deserving and have been injured by a government trade policy under-
taken in the name of society’s general welfare. Efficiency describes the
goal of promoting intersectoral adjustment of productive resources in
directions indicated by international market forces. And political efficacy
describes the goal of ‘‘bribing’’ or ‘‘buying off”’ the coalitions of agents
with credible political power that could block the desirable trade policy
and resource adjustment.’

With these goals in mind, U.S. trade adjustment assistance from 1974
to 1981 is thought to have been tolerably successful at providing compen-
sation for injury and responding to political threats, but quite unsuccessful
at facilitating adjustment.® Initially, there was general agreement that
TAA recipients were deserving — poorer, older, less educated, and more
typically with minority status. With respect to political efficacy, several
“‘successes’’ are often cited. The interpretation of eligibility requirements
was loosened somewhat during the early 1970s to offset growing political
support for the protectionist Burke-Hartke legislation. Eligibility was then
broadened formally in the Trade Act of 1974 as a sweetener to gain political
support for American initiative in the Tokyo Round of tariff negotiations
under the General Agreement on Tariffs and Trade. And U.S. administra-
tions opted for TAA rather than new import barriers in a number of import
relief cases from 1974 until 1980, thereby defusing political support for
the protectionist alternatives. (Aho and Bayard, 1981, pp. 40-43; and Huf-
bauer and Rosen, 1983, pp. 5-10, 24, provide useful summaries.)

Was U.S. trade adjustment assistance really ineffective at facilitating
adjustment? It is well documented that trade-displaced workers took very
little advantage of ‘‘adjustment services.”” But very little money or pro-
ductive resources were spent offering them (Aho and Bayard, 1981, p. 35;
1985, p. 31). So nothing ventured, nothing gained — or lost, either. And
if the ‘““market for labour adjustment’’ worked tolerably well for the United
States during the 1970s, as examined below, then it is perhaps just as well
that, in practical administration of the TAA program, adjustment services
were unused.® Whether the market for labour adjustment can continue
to work well in the 1980s, however, is quite another question. Some general
and international aspects of that question are analyzed in the following
section of this paper.

It is furthermore possible that U.S. TAA provides more adjustment
stimuli than just those represented by adjustment services. For example,
one of the less appreciated favourable impacts of the U.S. program on
labour market adjustment was its signalling dimension. If it did nothing
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else, TAA certification signalled to employers and workers that a plant or
firm was under important competitive pressure from imports. And it did
this on the face of it without significantly impeding any sympathetic adjust-
ment signals from the market itself.! The TAA program caused no signifi-
cant change in product prices or factor costs — or, more exactly, less
change than protectionist import barriers would have caused. Layoffs con-
tinued. Competitive pressures from imports continued. Market signals to
adjust were largely left intact. From this point of view, TAA certification
provided both symptomatic relief (equity-based compensation) and a
strong diagnostic signal that the patient was sick, leaving it to the patient
to take the requisite preventive medicine of responding to the market.!!
TAA certification may thus have encouraged a desirable sort of ‘‘leading
adjustment” — in the direction of cautious reserve for workers con-
templating commitments and firms contemplating investments in import-
sensitive sectors. ‘‘Leading adjustment’’ has the virtue of being controlled
by expected wages, prices, costs, and profits, all of which are flexible,
thereby contributing to market clearing and minimizing adjustment distor-
tions such as unemployment and excess capacity.

TAA may also stimulate desirable adjustment by discouraging inefficient
adjustment. If the alternative to TAA’s preservation of adjustment signals
is protection, then the adjustment result under protection is perverse.
Prices, wages, and profits all move in a direction to defer adjustment,
encouraging additional workers and larger firms, and increasing the size
of equitable compensation claims if protection is abandoned in the future.
For example, it seems arguable that more, not less, TAA compensation
was paid to U.S. garment workers, shoeworkers, and steelworkers in the
1970s because those sectors benefitted from increasing U.S. protection
during that time.

Factor-Market Adjustment:
General Considerations

Since the experience with TAA has been mixed at best, political support
exists in the United States today for a ‘‘radical’’ alternative. This alter-
native is to rely on market forces despite their distortions — that is, to
have no active policy of any kind. Doing something is not always better
than doing nothing, after all, even when external shocks are severe. When
markets fail, government may fail even more. And markets seem recently
to be succeeding in several striking ways — sustaining recovery, creating
new industries, and so on.

Yet is the market really working well in providing adjustment, especially
downward adjustment? A case can be made that market-based adjustment
in the United States is working less and less well, because of the large size
of recent international shocks and because of fundamental changes in social
attitudes and institutions. Trade-related labour adjustment policies are
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discussed as a desirable alternative to market reliance. Adjustment policies
for firms are argued to be generally undesirable in contrast to labour
adjustment policies.

Market Reliance (‘‘our policy is to have no policy”’)

Reliance on markets to provide adequate adjustment incentives is
fashionable in the United States today, at least in ideology if not in practice:

Adjustment assistance [does not of itself] effectuate adjustment. It is U.S.
policy to place primary reliance on market forces to facilitate adjustment in
affected industries . . . A better solution to the problems associated with shifts
in competitiveness is to promote positive adjustment of economies by per-
mitting market forces to operate. (Brock, 1981)

The basic tenet of American policy has been that the signals provided by the
marketplace to firms and workers provide the best guide to adjustments in
the economy and that the government’s primary responsibility is to pursue
macroeconomic policies that will help assure stable, non-inflationary growth.

(United States, 1984, p. 53)

But just how effective is the ‘‘market for adjustment’’? Does it succeed
reasonably well or fail? Do government adjustment programs succeed
better or fail worse? Aho and Bayard (1980, pp. 367-71; see also 1985,
pp. 157-60) provide a useful introduction to these questions in the con-
text of U.S. trade adjustment assistance. Their litany of problems with
market adjustment is familiar: imperfect information, uncertainty, incom-
plete factor mobility, wage-price rigidities, and insufficient access to the
capital market to finance the capital investments (human as well as physi-
cal) that are the concomitants of adjustment. The litany is worth repeating
because some of the entries on it are reflections of social attitudes and
institutions that are not very responsive to economic policy. These attitudes
and institutions may exact a sobering economic cost if they impede the
ability of the market to administer adjustment adequately.

Only one cautionary note needs to be added. Even with the problems,
market forces will be sufficient to generate acceptable adjustment as long
as there is a large enough margin of workers and firms, even a minority,
with adequate information, confidence, ambition, acceptance of risk
(observe how these personal attitudes are the counterparts to the apparently
impersonal forces labelled uncertainty, incomplete factor mobility, and
wage-price rigidities), and access to the capital market. Only the margin
matters. Characteristics, histories, and personalities of the average worker
and firm do not.!2

With that note of caution, there are two potential dangers in leaving
adjustment to external shocks to be achieved in the market. The first is
that international fluctuations may be so much larger than those of recent
history that they will ‘‘overwhelm’’ the margin of workers and firms who

Richardson 175



adjust to market signals. It may then be desirable for policy to mediate
the adjustment to the extent that the market cannot.

The second potential danger is that attitudes and institutions may shift
in such a way that the margin is narrowed, and even moderate fluctua-
tions cannot be accommodated by market adjustment. Attitudinal and
institutional sclerosis seems to be the ‘‘European disease.”” (Blackhurst
et al., 1977, pp. 44-52 provocatively title one section ‘‘Protection and the
Refusal to Adjust.””) There are signs that other regions are catching it.
In the U.S. Congress, there is fundamental questioning of market reliance
in U.S. international economic transactions, with surprising support for
a “‘negotiated’” world trade structure that would administratively constrain
and channel global market forces (Richardson, 1982, point 60). And Con-
gress may be faithfully representing a shift in social attitudes and institu-
tions that includes:

 adecline in intellectual curiosity and increasing satisfaction with shallow
and indulgent education, such that uncertainty and speculation displace
information and reasoned judgment;

» increasing expansion of ‘‘rights’’ at the expense of contingent privileges,
positions, and property — contingent on performance — such that
perceived entitlement to a particular job at a particular salary level in
a particular community constricts mobility and makes wages, work con-
ditions, and promotion paths rigid; and

« higher real interest rates, crowding out, and credit limitations relating
to wealth inequality, all of which shrink capital-market resources for
physical investment and for human investments in retraining and
relocating.

Each of these attitudinal and institutional shifts intensifies the distortions
that impede the market adjustment mechanism — imperfect information,
uncertainty, incomplete factor mobility, wage-price rigidity, and insuffi-
cient capital-market access.

If little can be done about these shifts in the short run, then it may be
desirable to have policies that provide incentives to re-expand the margin
of workers and firms that adjust. It is anomalous that the social shifts
so frequently decried in conservative diagnoses also undermine the con-
servative prescription for relief. Recourse to the market alone for adjust-
ment may be ineffective without complementary government adjustment
programs.

Some Questions

The discussion to this point begs several important questions. First, are
firms and workers really symmetric or does market reliance generate more
appropriate adjustment by firms than by workers? Second, are general
adjustment policies called for or are categorical policies superior, for exam-
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ple, for the long-term unemployed or the less educated? Third, given a
categorical policy, why have a special adjustment program for trade-
displaced factors of production as opposed, for example, to structurally
displaced factors?

Starting with the last question, there are several reasons why trade-
displaced factors might be distinguished from others facing chronic or
structural excess supply.'? First, trade-competitive factors can be argued
to face greater unanticipated sectoral shocks than others. Information is
generally more mobile (cheaper to acquire and to convey) within a nation
than across national boundaries.!* Trade adjustment assistance can help
agents adjust to and weather the mistakes that go with greater uncertainty
in international trade.!> Second, categorical trade adjustment assistance
is one of the most direct ways of responding to a properly disenfranchised
but nevertheless important constituency — foreign exporters and govern-
ments, especially of developing countries, who are concerned about the
predictability of access to export markets (Aho and Bayard, 1980a,
pp. 364-65). Most alternatives to TAA in this regard have beggar-your-
neighbor properties; TAA does not.

The chief reason for preferring categorical over so-called ‘‘general’’ pro-
grams is target efficiency (Weisbrod, 1977). In markets where adjustment
margins of workers and firms are wide enough to accommodate the size
of external shocks, there is no need for a government adjustment pro-
gram. Providing one anyway only wastes resources.

Adjustment Policies for Firms?

With respect to firms as distinct from their workers, the case for trade-
related adjustment programs seems weak on exactly these grounds. Adjust-
ment margins seem generally adequate. Capital markets are national and
international; labour markets are local. Risk-taking owners of capital are
presumably better informed than workers about prospects for international
change, and also about finding more lucrative employment of their
resources by moving to other industries. They therefore have more oppor-
tunities to diversify than workers. Firms are supported (or confronted)
by financial intermediaries with multinational scope or contacts who are
presumably even better informed than the firm about international and
interindustry prospects. Except perhaps for gargantuan high-risk
endeavours with long start-up periods and economically disenfranchised
future beneficiaries, one can argue that financial markets assess more or
less correctly the relative productivities of alternative firms and projects.
Therefore government programs to encourage modernization and product
diversification by trade-pressured firms would seem most often to inden-
ture workers and managers to an institutional shell that was already
revealed by the market to be comparatively unsuccessful. (If it had been
a successful firm, modernization and diversification would presumably
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have been profitable for it without special government encouragement.)
There seem to be few economic reasons for preserving institutions, espe-
cially unsuccessful ones, in contrast to preserving the skills and well-being
of individuals.!¢ So it would seem more productive to allow firms to die
rather than to modernize or diversify. After death, diversification does
take place, but on an individual basis by employees of the dead firm —
into new skills, new responsibilities, and relatively more successful institu-
tional shells (firms). The upshot of this argument is to cast doubt on the
wisdom of government programs aimed at the survival of firms rather
than at their (orderly) exit.!”

Adjustment Policies for Workers

A sensible trade adjustment policy for workers might put more weight
on adjustment and less on compensation than the historical U.S. TAA pro-
gram. Potential components of such a program would include: extension
of existing employment subsidy programs, such as tax credits for target-
ted jobs for workers certified as having been permanently (not temporarily)
displaced by trade; self-financing and voluntary loan/insurance programs
for such workers, to underwrite retraining and maybe relocating; and con-
ditional extensions of unemployment benefits beyond normal limits for
trade-displaced workers — conditional, for example, on employed workers
and firms bearing some sizable portion of the extra financial burden
through negotiated “‘cost-sharing.’’!® In addition, trade adjustment pro-
grams should avoid clear shortcomings in the administration, eligibility,
and design of past TAA experiments. Aho and Bayard (1980b, pp. 21-28)
make helpful suggestions along these lines.

Notes

This paper was prepared for the Symposium on Domestic Adjustment to Trade Policy Changes
and External Shocks, held by the Royal Commission on the Economic Union and Develop-
ment Prospects for Canada on January 27, 1984. Revised in January 1985.

1. United States (1984) describes today’s adjustment pressures comprehensively. See also
Pearson and Salembier (1983).

2. Three forums where such discussion and research are proceeding are the Institute for
International Economics (Washington), the Council on Foreign Relations (New York),
and the Organization for Economic Co-operation and Development (Paris). The first
has been funded by the Ford Foundation to conduct a study of the adjustment compo-
nent of trade policy. Three volumes are currently being edited by Gary C. Hufbauer
and Howard F. Rosen. The second conducted a series of meetings on U.S. trade and
adjustment policy as part of its 1983-84 study program (Aho, 1984). The third has com-
missioned a series of papers on employment growth in the context of structural change.

3. This paper is part of the OECD project described in note 2.

4. The following section builds on Richardson (1983a), and the section after that on Richard-
son (1983b).

5. Currently, for a worker to obtain income support, imports must be found to have been
a ‘‘cause no less important than any other cause’’ of worker separations. Support levels
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12.

are the same as state Ul benefits and are payable only after UI is exhausted. Total weeks
of Ul and TAA support cannot exceed 52 unless a worker is in an approved training
program, at which time 26 additional weeks of support are possible. Job search and
relocation allowances pay 90 percent of necessary costs up to $600 per worker (United
States, 1984, p. 149).

. The particular language to describe the goals is taken from Aho and Bayard (1980a,

1980b, 1981, 1985). See also Richardson (1980).

. ”’Policy” is always taken quite broadly to include preservation of the status quo, a passive

option that could be blocked by coalitions of protectionists lobbying for increased trade
barriers.

. See Aho and Bayard (1981, pp. 31-36; 1985, pp. 165-84); American Enterprise Institute

(1983), and Charnovitz (1984), who summarize and compare the relevant studies. Cropper
and Jacobson (1982) reveal evidence that suggests even the possibility of
overcompensation.

. Provision of adjustment services was the responsibility of Comprehensive Employment

and Training Act personnel, whose orientation and experience was toward the problems
of young, inexperienced, and disadvantaged workers. See also Aho and Bayard (1980a,
pp. 368-69).

. The word “‘significantly’’ is important because Utgoff (1982) suggests that TAA com-

pensation, which was neither taxed nor experience-rated (unlike unemployment insurance)
increased the labour supply in industries with high incidence of TAA certification,
decreased wages in such industries, increased layoffs in such industries, and increased
‘‘job attachment”’ in such industries.

. And TAA may have provided more. A highly tentative but intriguing possibility uncovered

by Richardson (1980, p. 350) is that although TAA compensation (being more generous
than unemployment insurance) increased a recipient’s first spell of unemployment, it
reduced the incidence and duration of subsequent spells. It thereby seemed to increase
the “efficiency’’ of job search. The first job taken after separation seemed to be a ‘‘better
match” for the worker, perhaps because of more generous TAA compensation.

Dore (1982) provides some engaging profiles of the easy adjustment undergone by British
textile firms and workers on the margin of adjustment to international competitive forces.
Many workers switched industries and acquired new skills without official assistance
or protracted periods of unemployment, even those who seemed least ambitious, skilled,
and mobile. Some workers even switched countries, moving to comparable or better
positions in the Sudanese and Philippine textile industries. And while firms took advan-
tage of government assistance when offered, ‘‘none of them . . . was prepared to ascribe
a very large role in their scheme of things to such assistance’’ (p. 313).

Jacobson (1982) reports similar conclusions for a margin of U.S. workers making

- adjustments during the 1960s (a period, however, of seemingly smaller shocks and lower

overall unemployment).

A point that is often missed in discussions of market-initiated adjustment is that it
should, in general, provide those adjusting with temporary supernormal rewards and
shield them from subnormal rewards. Workers and firms in the adjustment margin will
usually earn windfall gains and avoid windfall losses on their skills, capital, and resource
ownership. Windfall gains will be earned on factors in temporary excess demand; windfall
losses will be avoided on factors in temporary excess supply. The adjustment period
is a period of market disequilibrium by definition in which opportunities exist for the
same kind of supernormal rewards that are associated with monopolistic market posi-
tions. From this point of view, membership in the adjustment margin ought to be desired
and sought out, not feared. Ignorance, uncertainty, sloth and capital-market exclusion
are, of course, tempering factors. That is true, however, precisely because they are sources
of market failure, as described in the text, and should therefore be expected to obscure
the market’s rewards for those in the adjustment margin.

. It seems inappropriate to argue for a categorical trade adjustment program by reason-

ing that unemployment and income recovery are harder for trade-displaced workers.
While that may be true, as Richardson (1980, p. 349) describes (5 percent less employ-
ment, 1 percent less income recovery), it suggests a categorical adjustment program for
the hard-core unemployed, not for those who are trade-displaced. Linking a program
to trade displacement for this reason alone would be inefficient and arguably inequitable.
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14. See Grossman and Richardson (1982, pp. 20-22) for an expansion of these observa-
tions. The reason is straightforward and continues to hold even in the instance of possi-
ble gains from diversification of risk. Except for the largest multinational corporations
with operating roots in virtually all important economic centres, economic agents will
generally find it optimal to acquire less information about foreign markets and govern-
ment policy than about domestic equivalents. Presumably they proceed in such a way
that an extra dollar spent on gathering information would reap results of the same
marginal value for information abroad as at home. Then if information abroad is costlier
to acquire, because of cultural, linguistic, and communications differences, less of it
will be acquired than at home. The result is that economic agents will generally be bet-
ter able to anticipate and forecast domestic events than foreign events; they will be bet-
ter able to take advantage of those that are favourable and to insure against those that
are unfavourable. Or conversely, economic agents will be regretfully or happily sur-
prised more often from recurring foreign fluctuations than from recurring domestic fluc-
tuations. The variance of unexpected business shocks should be larger the more depen-
dent a sector is on exports or the more competitive it is with imports.

15. This argument for a categorical trade adjustment assistance program puts a high payoff
on credible governmental provision of information and signals, especially on the import
side of trade. It suggests the possible feasibility of a self-financing insurance/loan system
where favourable unexpected surprises provide the revenue for factors in tradables sec-
tors to pay the premia that tide them over unfavourable unexpected surprises (Grossman
and Richardson (1982, p. 26). See the Wall Street Journal, April 7, 1982, p. 27 for a
fledgling private job insurance program along these lines.

16. One of those few reasons might be that each firm is the most efficient institutional shell
for preserving the skills and well-being of its long-time employees. Yet that is a reason
for prolonging life and easing the institution’s last days on its deathbed; it is not a reason
for modernization and diversification.

17. A non-traditional exit-adjustment program for firms has been proposed by Hufbauer
and Rosen (1983, pp. 14-19). Owners of a trade-pressured firm would essentially be
bribed to leave their industry (although not their geographical region) by government
purchase of capital equipment at some negotiated value. The source of funds for such
purposes would be increased tariff revenues from conversion of U.S. non-tariff import
barriers to tariffs.

18. For example, it would seem that options to purchase additional unemployment insurance

could be made available on a plant-by-plant basis without undue increases in adminis-
trative cost.
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Y.

Trade-Related Worker Adjustment Policies:
The Canadian Experience

MATTHEW ROBERTSON AND ALEX GREY

Changing patterns of trade, although beneficial to Canada, have often
been accompanied by adjustment burdens to workers in import-competing
industries. In particular, the rapidity of some of the shocks to particular
sectors, combined with resource immobility, has made it increasingly dif-
ficult to adjust to exogenous economic events (Baldwin, 1984, p. 6). The
growing importance of trade, especially with the newly industrialized coun-
tries (NICs), is likely to cause significant structural adjustment in the Cana-
dian labour market. The purpose of this paper is to present a preliminary
survey of the nature of the worker adjustment problems posed by trade
and to briefly analyze Canada’s policy response. A more detailed descrip-
tion of adjustment policies in Canada is contained in a paper prepared
jointly by Employment and Immigration Canada and the U.S. Depart-
ment of Labor, titled The Effectiveness of Trade-Related Worker Adjust-
ment Policies in Canada and the United States (1984).!

In the first section of this paper, we attempt to assess the relative employ-
ment displacement effect attributable to trade in comparison with other
sources of employment adjustment. Previous studies have indicated that
the net effects of trade on employment for the United States and other
countries have generally been smaller than the effects of other sources of
employment change, such as domestic demand and productivity (Frank,
1977; Krueger, 1980; Sapir and Schumacher, 1984), leaving the impres-
sion that changes in trade are not an important source of domestic employ-
ment adjustment difficulties. However, no analyses have been undertaken
for Canada. On the basis of results in this paper, we conclude that domestic
employment growth in Canada has been significantly affected by import
penetration over the past two decades.

In assessing Canada’s program response, we present a brief overview
of programs, followed by evidence on the nature of adjustment processes
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in specific geographic areas. The focus is on the re-employment profile
of workers in trade-vulnerable industries for selected years in the 1970s.
In general, we find that in these industries, a large proportion of workers
return to the former employer after a period of unemployment, an impor-
tant consideration when designing and targetting labour adjustment
assistance. As noted by Baldwin (1984, p. 20), adjustment assistance pro-
grams accept market-induced structural change and try to cope in a positive
manner with the social costs of such change. In other words, this approach
does not try to prevent or slow down structural change based on shifts
in comparative advantages but tries to ease the adjustment problems faced
by workers and firms as a result of these shifts.

The Effect of Trade on Employment

Through both import competition and export growth, changes in the inter-
national competitive environment have the potential to significantly affect
Canadian employment, given the relative openness of the Canadian
economy. Since the mid-1960s, Canada has experienced growing import
penetration in a wide range of industry subsectors, especially as a result
of competition from the NICs. Labour market adjustment difficulties first
became apparent in relatively labour-intensive industries, such as leather,
textiles, and clothing. Imports subsequently gained a substantial market
share of more capital-intensive domestic industries based on more com-
plex technology, such as electrical and electronics products and transpor-
tation equipment. Table 7-1 gives an indication of the extent of import
penetration in a number of import-competing manufacturing industries.

TABLE 7-1 Import Penetration in Import-Competing Industries,

1966-81
Import Share of
Major Group Domestic Demand?

1966 1971 1976 1981
Rubber and plastics 14.5 18.1 21.0 21.0
Leather 14.4 23.5 34.6 33.3
Textiles 25.2 22.8 27.3 26.0
Knitting 11.3 27.3 35.7 29.2
Clothing 5.1 6.9 13.9 13.4
Furniture and fixtures 5.1 5.8 12:1 12.5
Primary metals 235 23.5 21.9 39.7
Metal fabricating 11.6 12.9 14.6 15.3
Machinery 64.2 66.3 71.2 74.7
Transportation equipment 39.1 65.7 70.7 73.3
Electrical products 21.9 21.3 34.5 40.5
Chemicals 23.0 25.0 29.2 31.3
Miscellaneous 46.2 49.2 51.6 58.2

Source: Industry, Trade and Commerce/Regional Economic Expansion, Manufacturing
Trade and Measures, 1966-1982 (Ottawa: ITC/DREE, 1983).
a. Domestic Demand = Shipments — Exports + Imports. All figures are based on data
in current dollars.
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By contrast, many of these import-competing manufacturing industries
and other sectors of the Canadian economy have experienced substantial
export growth. In many major groups within the standard industrial
classification (SIC) system, export markets for some subsectors have
increased rapidly, whereas other subsectors have experienced import com-
petition. Overall, trade has the potential to create both downside adjust-
ment difficulties, such as layoffs and plant closures, and upside adjust-
ment problems, such as skill shortages.

A preliminary estimate of the relative employment effect of foreign trade
can be made by decomposing employment growth on decline into the pro-
portion attributable to changes in domestic demand, imports, exports, and
productivity. Studies for the United States have indicated that the net effect
of trade on employment is relatively small compared with the effects of
changes in domestic demand and productivity (Baldwin, 1984, pp. 5-6;
Frank, 1977, pp. 29-32). Data for 13 Canadian industries that have expe-
rienced significant import penetration have been selected, and the method
used by Frank (1977) has been used to decompose employment growth
by source.?

Data on the relative effect of changes in domestic demand, productivity,
and international trade on employment in these 13 major industry groups
for the period 1967-81 are shown in Table 7-2. On the basis of these results,
it seems that changes in domestic demand and productivity have been the
major factors influencing employment shifts in these industries for this
period. However, changes in the international competitive environment
have had a significant effect on employment in the majority of these broad
industry groupings. This conclusion, however, must remain tentative
because the methodology does not take account of the behavioural rela-
tionships among the explanatory variables. For example, the interpreta-
tion of import figures is that, if imports had remained at their 1967 level
and all other factors had remained constant, employment would not have
been reduced by the appropriate percentage figure. However, such a
scenario is unlikely to have occurred, and factors affecting trade often
affect domestic demand and productivity. In addition, this simple decom-
position does not take into account the relationships among industries.
Such an analysis would require the use of an input-output model
(Lawrence, 1983, pp. 132-33).

These caveats recognized, some interesting findings may be noted.
Domestic demand was the most important source of employment change
in all 13 sIC major groups selected. Furthermore, productivity growth had
a more significant effect on employment than changes in trade in 9 of
these 13 industrial categories. However, imports reduced employment by
an average of approximately 4.1 percent per year between 1967 and 1981
for all these industries. The net effect of trade changes was to reduce
employment by approximately 1.4 percent per year for these 13 categories.
Employment losses exceeded 1.0 percent per year in 6 of the 13 industries,
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including those traditionally import vulnerable — leather, textiles, and
knitting — and those embodying more complex technology, such as
machinery, electrical products, as well as a miscellaneous group which
includes scientific and professional equipment, instruments, and sporting
goods and toys.

Two similar studies were done for the United States: Frank (1977)
studied the period 1963-71, Krueger (1980) the period 1970-76. Although
the period examined in this study, 1967-81, differs, comparison with these
two studies indicates that the average annual net employment loss due to
net trade (exports less imports) was greater in Canada than in the United
States in the majority of these 13 import-competing industries. In addi-
tion, employment growth as a result of exports and employment losses
resulting from imports appears to have been greater in Canada in the
majority of the 13 SIC major groups selected for this study. This result
is an indication of greater openness of the Canadian economy relative to
that of the United States.

Using information provided in Table 7-2, it is possible to estimate abso-
lute employment changes due to trade between 1967 and 1981. These results
are presented in Table 7-3. With all other factors held constant, increased
exports resulted in an increment of over 370,000 jobs in these import-
competing industries, whereas increased import penetration produced
employment losses totalling approximately 570,000 in these 13 industries.
The net effect of trade was thus a reduction in employment in these 13
industries of almost 200,000 between 1967 and 1981. The most substan-
tial employment decline attributable to net trade was in the miscellaneous
group, in which employment declined by approximately 90,000. Other
industries adversely affected by trade include machinery, electrical prod-
ucts, and traditionally import-vulnerable industries. However, the use of
aggregate data probably understates the adjustment difficulties (both
upside and downside) associated with trade; these difficulties tend to be
concentrated in specific industry subsectors (Pearson and Salembier, 1983,
p. 40). Overall, these findings do not indicate that trade has led to a net
reduction of employment in Canada; rather, these findings are a
preliminary estimate of the effect of trade on employment in particular
subsectors.

An Overview of Trade-Related Worker Adjustment Programs

In Canada, worker adjustment problems arising from trade have not
generally resulted in specific policy responses. In most cases, national policy
instruments (for example, unemployment insurance and training and
mobility programs) have provided sufficient assistance to deal with adjust-
ment difficulties arising from trade. However, in a number of instances,
there have been specific policy responses both to adjustment difficulties
stemming directly from trade-related difficulties and to situations where
trade has been one of several factors causing localized adjustment dif-
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ficulties. In Figure 7-1, a schematic overview of the history of adjustment

assistance in response to trade is presented.
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Initially, programs designed to alleviate adjustment difficulties arising
from trade had industry-wide application and were largely compensatory.
The Transitional Assistance Benefits (TAB) Program, in place from 1965
to 1976, provided supplemental unemployment insurance benefits to laid-
off auto workers. This program was designed to alleviate the potential
adjustment burden arising from the Canada-U.S. Automotive Products
Agreement of 1965. Over the life of the program, approximately 3,000
people received benefits. The Adjustment Assistance Benefits (AAB) Pro-
gram (1971-82) provided last-resort income maintenance to displaced
workers 54 years and older in the textile, clothing, footwear, and tanning
industries. Assistance was directed toward older workers because of the
difficulty this group had in obtaining employment after layoffs. Benefits
were available until retirement if circumstances warranted. Again, the
intent of the program was to compensate people adversely affected by
government trade policy decisions. The AAB Program was introduced by
the federal government as part of the Canadian textile policy of 1970,
which was designed to help the textiles and clothing industries adjust to
international competition. However, because of the severity of adjustment
difficulties in these industries arising from trade, eligibility for benefits
under the AAB Program was not specifically tied to changes in tariff
policy. Subsequent trade-adjustment assistance programs have also not
been tied directly to changes in tariff policy but have been triggered by
the severity of adjustment problems.

Adjustment assistance programs have expanded to provide assistance
designed to encourage worker retraining and relocation, not purely to pro-
vide compensation. In addition to providing assistance on an industry-
wide basis, programs have been targetted to specific communities experi-
encing severe adjustment difficulties. Although these adjustment programs
have responded to difficulties often stemming from several factors, trade
has been an important source of adjustment difficulties where these pro-
grams have been implemented. Table 7-4 presents an overview of expen-
diture estimates under three more recent programs — the Industry and
Labour Adjustment Program (ILAP), the Canadian Industrial Renewal
Program (CIRP)? and the Labour Adjustment Benefits Program (LAB).

Adjustment assistance to workers in the textile, clothing, footwear, and
tanning industries has been expanded under the current programs, LAB
and CIRP. Last-resort income maintenance for displaced older workers
continues to be made available under the LAB Program, which succeeded
the AAB Program. CIRP, introduced in 1981, provides a wide range of
enriched regular labour market programming for displaced workers in
designated communities heavily dependent on the textiles, clothing,
footwear, and leather industries. This programming includes enriched
mobility assistance, enriched training allowances (both institutional and
on-the-job), wage subsidies to encourage the re-employment of older
workers, and additional job creation measures in the communities most
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TABLE 7-4 Expenditure for Labour Adjustment Programs

Expenditures
Program Period Actual or Projected
($ million)
ILAP 1981-83 97.22
Training 37.6
Mobility 3.5
Wage subsidies 2.7
Job creation 52.3
Manpower consulting service —
Community adjustments
committees 1.1
CIRP 1981-86 S1.3%
Training (fiscal year) 33.8
Mobility 1.3
Wage subsidies 5.2
Job creation 10.2
Manpower consulting service 0.8
LABP 1982-83 9.3

(fiscal year)

Source: Employment and Immigration Canada

a. Expenditure estimates under ILAP and CIRP cover only labour adjustment measures.
Both these programs also contain industrial assistance initiatives. In addition, estimates
for labour adjustment expenditures for both programs include regular labour market pro-
gramming in designated communities in addition to enhanced measures included in for-
mal program funding allocations. Estimates for ILAP are actual expenditures for April
1981 through October 1983, but CIRP figures are estimates.

b. This program is ongoing. Expenditures in fiscal 1982-83 totalled $9.3 million. LAB entails
a potentially lengthy financial commitment. Average benefit costs per recipient are approx-
imately $60,000, and the benefit period can extend up to 10 years.

severely affected by layoffs. In addition, the Manpower Consultative Ser-
vice (MCS) works with both labour and management to ease the problems
of adjustment in situations of layoff and plant closure.

The Industry and Labour Adjustment Program (ILAP) (1981-84) has
been Canada’s major policy initiative in the area of adjustment assistance.
ILAP provided a package similar to CIRP’s enriched labour market pro-
grams to displaced workers in 12 designated communities. Communities
were selected for assistance on the basis of severity of unemployment, not
according to the source of the difficulties. However, trade was a signifi-
cant cause of adjustment difficulties in a number of designated com-
munities, including Windsor and Chatham, which experienced substan-
tial layoffs in the auto and auto parts industries. The program package
included enriched training assistance, enriched mobility assistance to
encourage workers to relocate, wage subsidies to encourage the re-
employment of older workers, and job creation measures. In addition,
income support for laid-off older workers who could not be re-employed
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has been made available in the designated communities under the LAB Pro-
gram. In the affected communities, efforts were made to encourage local
participation in seeking solutions to adjustment difficulties through com-
munity adjustment committees. These committees brought together
representatives of business, labour, and the federal government and played
an important role in coordinating the delivery of adjustment assistance
to the affected communities.

The Effectiveness of Labour Adjustment Programs

Labour adjustment programs normally incorporate designation criteria
directed at structural, that is, permanent, dislocation rather than at cyclical
difficulties. However, it is often difficult in practice to distinguish between
the two. For example, in the automobile sector, structural factors resulting
from improved technology and increased competition from abroad, as
well as slow growth in domestic demand, were both factors in the employ-
ment dislocations in the industry over the past several years. If cyclical
factors are significant, the effectiveness of labour adjustment programs
may be limited. For example, in manufacturing industries, a high percent-
age of workers return to their former establishment after a period of
unemployment. This factor is an important consideration when the effec-
tiveness of adjustment assistance programs is being assessed.

Assessment of the adjustment programs should be based on whether
the programs maintained workers’ income, serviced all those in need, and
facilitated positive adjustment, that is, the movement of labour into more
productive employment. ILAP’s introduction during a period of cyclical
downturn severely curtailed the effectiveness of labour market adjustment
measures, such as training and mobility assistance, designed to operate
in conjunction with existing labour market flows. As a result, these com-
ponents of ILAP were taken up in limited number. In addition, the dif-
ficulty of distinguishing structural from cyclical problems resulted in a
relatively high use of short-term job creation measures under ILAP.
Another difficulty encountered in the ILAP initiative was defining bound-
aries for community designation. Often, communities just outside the
designation zones were excluded. In addition, only workers in the
designated industries in these communities were eligible for assistance. At
first glance, it therefore seems that ILAP was successful in assisting those
in need and, when combined with unemployment insurance, in maintain-
ing workers’ income. However, the labour adjustment side of the pro-
gram encountered difficulties in encouraging positive adjustment to struc-
tural changes affecting these industries.

An indication of the importance of cyclical factors affecting import-
competing industries can be obtained by examining the re-employment
profiles of workers laid off in industries strongly affected by cyclical fac-
tors.* Such industries include the leather, textiles, knitting, and clothing
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industries, which have received assistance under CIRP, and transportation
equipment (the auto and auto parts industries have received assistance
under ILAP).

Results for these industries are shown in Table 7-5 for workers laid off
in 1975 (cyclical downturn) and 1978 (cyclical upswing). This table indicates
that approximately 65 percent of laid-off workers in these industries
returned to their former employer in the next employment spell. The
average for all industries is approximately 40 percent. This percentage was
roughly the same in both recessionary and non-recessionary periods;
however, in 1975, there was a significant shift in the distribution of
unemployment’s duration.

At this preliminary stage, these results can be interpreted only generally.
First, they suggest that programs geared to facilitating adjustment to struc-
tural change risk picking up workers temporarily laid off because of cyclical
factors. Second, these results indicate that there is limited alternative
employment in many smaller and medium-sized communities heavily
dependent on import-competing industries. Mobility is often limited,
especially among workers in the textiles, clothing, footwear, and tanning
industries. Limited mobility could be due to the relatively low wages
prevailing in these industries, the high percentage of second wage earners
employed in these industries, and the relatively poor academic background
of workers in these industries (Employment and Immigration Canada,
1983, p. 3).

A similar situation arose among laid-off workers in the United States
under the Trade Adjustment Assistance (TAA) program (1974). Under the
Trade Expansion Act (TEA) of 1962, workers whose job loss was certified
to result from tariff reduction were given compensation in the form of
allowances over and above weekly unemployment insurance benefits. Few
qualified for assistance as a result of restrictive eligibility criteria. Subse-
quently, eligibility requirements were greatly liberalized under the TAA
Act. Workers were eligible for assistance if imports had contributed
“‘importantly’’ to the workers’ unemployment. The result was a substan-
tial increase in the number of people receiving TAA benefits (Employment
and Immigration Canada and United States Department of Labor, 1984,
pp. 2-5). The majority of recipients — one estimate was 77 percent —
were on temporary layoff or reduced work week (Mathematica Policy
Research, 1980). Over one-half of TAA recipients were in the automobile
industry (Employment and Immigration Canada and United States Depart-
ment of Labor, 1984, p. 14). Overall, the TAA program was not very suc-
cessful in promoting labour market adjustment.

In spite of the strong tendency of workers in these import-competing
industries to return to the former employer, it is apparent that there is
still a serious problem. This problem is reflected in the relatively high pro-
portion of people who experienced relatively long spells between employ-
ment. Even in a period of cyclical upswing, more than 15 percent of peo-
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ple laid off in these industries were unemployed for more than 52 weeks.
The majority of these long-term unemployed returned to the former
employer, which indicates considerable unemployment hardship. It is also
apparent that the majority of those who do not return to the same employer
left the region; this fact suggests limited alternative employment oppor-
tunities in many of the communities where these industries are located.

Summary

Foreign trade has had a significant effect on employment in Canada and
has the potential to create both upside and downside labour adjustment
difficulties. Even at the level of major industry groups, import penetra-
tion has been a major source of employment decline. Because import com-
petition usually affects specific industries, it is most likely that adjustment
problems are more severe than is indicated by these results. In particular,
many import-vulnerable industries are in smaller communities with limited
alternative employment opportunities. Export growth in many of these
SIC major groups is often concentrated in specific subsectors and therefore
has the potential to create skill shortages.

Adjustment assistance to trade-displaced workers has generally been pro-
vided through regular labour market programs, such as training and
mobility assistance and unemployment insurance. However, Canada has
established specific programs (ILAP and CIRP) to provide adjustment
assistance, most recently to communities experiencing serious structural
unemployment. In a number of cases, foreign trade has been a signifi-
cant factor causing layoffs in these communities. However, it is difficult
to isolate layoffs due to structural causes from layoffs caused by cyclical
factors. That the two problems are often combined makes it difficult to
target adjustment assistance programs.

Overall, there is a need for closer scrutiny of the adjustment process,
particularly the dynamics of labour adjustment in small areas. In par-
ticular, the separation of cyclical from structural problems and the analysis
of the effect of various factors (for example, community size) on the
adjustment process will be valuable in the development of appropriate pro-
gram responses. The growing trade in services, which has the potential
to affect the labour market in Canada significantly, must also be analyzed.
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Notes

This paper was prepared for the Symposium on Domestic Adjustment to Trade Policy Changes
and External Shocks, held by the Royal Commission on the Economic Union and Develop-
ment Prospects for Canada on January 27, 1984. The views expressed are those of the authors
and are not necessarily those of the Government of Canada or Employment and Immigra-
tion Canada. The authors acknowledge the assistance of Lise C6té and Marion Rae in prepar-
ing the paper.

1. Background paper for an OECD conference, ‘‘Employment Growth in the Context of

Structural Change,”’ held in February 1984.

2. The decomposition is based on the equation re = rd (D/SHIP) + rx (X/SHIP) —
rm (M/SHIP) — rp, where re, rd, rx, rm, and rp are the average annual percentage
growth rates in employment (E'), domestic demand (D), exports (X ), imports (M), and
productivity (P). The ratios D/SHIP, X/SHIP, and M/SHIP are the ratios of domestic
demand, exports, and imports to shipments. All figures are in 1971 dollars. The deriva-
tion is based on SHIP = D — X + M and P = SHIP/E (SHIP in real terms is used
as a proxy for output). Differentiating with respect to time and cross multiplying gives
the equation used to decompose employment growth or decline by source (Frank 1977,
p. 27).

3. This program is operated by Employment and Immigration Canada in conjunction with
the Canadian Industrial Renewal Board, which oversees the operation of joint
labour/capital adjustment assistance programs. The total budget for the board is $267
million for 1981-86.

4. Information was obtained from the Record of Employer (ROE) file of the Department
of Employment and Immigration. Each time an individual separates from an employer,
he or she is issued an ROE, which states tenure with the employer, the reason for the
separation, and other information. The employee must present the ROE to a CEIC
employment office to be eligible for UI benefits.
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Y.

The Political Economy of Business Bailouts
in Canada

MICHAEL J. TREBILCOCK

The Nature of the Issues

In a market economy, risk-taking by economic agents, both firms and
individuals, is an essential feature of the process of resource allocation.
At least in theory, the price system appropriately compensates agents for
taking risks and creates appropriate economic incentives that influence
capital investment according to the amount of risk entailed. In the nature
of things, however, losses do sometimes occur and economic agents are
required to bear the costs associated with them. But when their investments
are successful, the agents receive a return to capital to compensate them
for the risk that the investment might have failed, with the loss of both
the capital and any return. This is the essence of entrepreneurship in a
capitalist system. In Joseph Schumpeter’s memorable phrase, competitive
markets involves ‘‘a perennial gale of creative destruction.’’! While there
are both winners and losers in such a process, a system that encourages
private risk-taking fosters an economic dynamism that makes society as
a whole materially better off.

The basic premises of such an economic system would obviously be
violated if private economic agents took risks and captured the rewards
of successful investments but could systematically shift the costs to others
ex post when they failed. A system which separates the bearing of costs
and the receipt of rewards from private risk-taking would create perverse
and highly inefficient economic incentives to cavalier or irresponsible
undertaking of activities, whatever the risks and whatever their potential
social value. Over time, this would result in a gross misallocation of socie-
ty’s scarce economic resources. At the limit, it would be tantamount to
gambling with other people’s money.

In the Canadian economy, many firms in fact realize substantial
economic successes while other firms fail. The federal Superintendent of
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Bankruptcy reports that 46,654 business went bankrupt during the 1975-82
period. The annual number of new business bankruptcies jumped from
2,958 in 1975 to 10,765 in 1982 (see Table 8-1). An unknown but substan-
tial number of additional firms were privately liquidated either by volun-
tary termination or by creditor-managed receiverships.

TABLE 8-1 Bankrupt Estates Accepted, 1975-82

Consumer Business Total
1975 8,355 2,958 11,293
1976 10,049 3,136 13,185
1977 12,772 3,905 16,677
1978 15,938 5,546 21,484
1979 17,876 5,694 23,570
1980 21,025 6,595 27,620
1981 23,036 8,055 31,091
1982 30,643 10,765 41,408
Total 139,674 46,654 186,328

Source: Insolvency Bulletin, Canada, August 1983, Federal Superintendent of Bankruptcy.

In all of these cases, economic Darwinism was allowed to run its course.
However, in a small number of other cases, governments at various levels
in Canada have actively intervened to bail out failing firms in an effort
to avert this fate. This phenomenon has acquired a high public profile
in recent years with government bailouts of a number of major private
sector firms. A recent report in the Financial Post* lists a number of
recent federal bailout efforts (see Table 8-2).

A study of the political economy of business bailouts in Canada must
address several basic questions.

« Why do governments bail out some failing firms but not others?

« Are there sound economic rationales, consistent with efficient resource
allocation, that may justify at least some of these bailouts?

o Are incentives created by our political system for collective decision
makers to intervene in some cases but not others? Will these incentives
yield policy outcomes that are congruent with sound economic policy?

« Can economic or political analysis assist us in evaluating the particular
choice of bailout instrument once a decision has been made to intervene
in some form?

» Are the recent business bailouts by government merely a passing period
piece, a peculiar function of current economic conditions with few
historical analogues and little future likelihood of replication, and thus
of limited enduring moment for Canadian public policy making?

« If potential business bailouts are likely to remain a major problem for
Canadian policy makers, is there room for improvement in current
policies to reduce the number of bailout candidates, to choose wisely
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in deciding which failing firms to support, and to fashion more effec-
tive bailout instruments once a decision to support has been taken?
e Does comparative experience from other countries offer any insights
at a positive level into the factors that spawn bailout candidates, that
induce government intervention, or that shape the choice of instrument
of intervention, or any additional insights at a prescriptive level into
possible improvements in Canadian policy making in this area?

In contemplating these issues, it is useful to view business bailouts by
government in the context of economic and political mechanisms that shape
the economic adjustment process. The dominant economic objective of
such a process is presumably to facilitate the movement of resources from
declining to expanding sectors as technology changes, as comparative
advantage shifts, or as consumer tastes change, causing changes in relative
prices. Unfortunately, however, this process of adjustment is likely to
generate transitional losses that will often fall unevenly on different
subgroups within the economy. This may induce perceptions of social
injustice and in turn raise opposition to the adjustments, which may require
political intervention to settle.

As Lester Thurow argues in his recent popular book, The Zero Sum
Society,? failure by policy makers, especially economists, to address the
distributional impacts of change has often meant that adjustments needed
to make the community better off in the long run did not occur or were
long deferred, as the losers translated their sense of grievance into political
opposition. What Courchene? has called the socialization of market risk
may at a general level be one of the most striking shifts in public policy
making in Canada during the post-Second World War period. This pro-
cess arose from the massive growth of social welfare programs directed
to individuals and of industrial assistance programs directed to firms,
which coincided with the deployment of activist Keynesian macroeconomic
policies and the emergence of strong regional development pressures and
policy responses to them during this period. These policies make it increas-
ingly difficult politically for governments to renounce responsibility for
the performance of the economy at large or of particular sectors within it.

In the context of bailouts specifically, one may interpret some of the
recent bailouts as welfare responses in an open economy with a decen-
tralized and diffused political structure and with fragmented labour
organizations. This then makes it more difficult to forge the more encom-
passing policy responses needed to counter the economic and social con-
sequences of an economic recession. The absence of more inclusive political
institutions and interest groups may lead unavoidably to an emphasis on
narrow, short-run perspectives.’ Alternatively, at least some of the recent
bailouts can be viewed as attempts to mute potential political opposition
to more general shifts in economic policies, especially macroeconomic
policies including higher interest rates, needed for long-run stability. In
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this sense, some bailouts may represent a rational reconciliation of
economic, distributional, and political considerations. However, the fact
remains that recent bailouts are highly ad hoc and diverse in nature and
are difficult to rationalize in terms of any over-arching industrial strategy.
This stands in sharp contrast to crisis assistance by Canadian governments
to failing firms prior to the Second World War. Bailouts of canals, railways
and wheatpools were all intimately linked to the country’s National Policy,
and their development and maintenance was widely perceived as providing
central infrastructural underpinnings to the political and economic integra-
tion of the nation along an east-west axis. Explaining recent bailouts in
a political economy framework is a more elusive task.

Prescriptive Implications for
Future Policy Making

In evaluating possible improvements in existing government policies or
practices for dealing with failing firms, it may be useful to isolate three
separate areas of policy making:

» policies that facilitate private adjustment processes and reduce the inci-
dence of bailout candidates;

» policies that determine which residual failing firms should receive
government assistance of some kind; and

 policies that influence the choice of a particular instrument of assistance,
once a decision to intervene has been taken in principle.

Reducing the Incidence of Bailout Candidates

A number of marginal policy shifts may help to reduce the number of
firms in jeopardy of failing.

While bankruptcy per se may lead to the redeployment of a firm’s assets,
such action may fail to take fully into account the integrity of the long-
run social value of those assets as a productive unit. Reform of bankruptcy
law may be useful in covering the gap. Chapter 11 of the U.S. Bankruptcy
Act, for example, provides for court-imposed corporate reorganizations
that maintain a firm as an entity. While there are obvious problems with
ex post court-imposed variations in the legal burden of security holders,
there may also be some circumstances in which either strategic behaviour
or transaction costs may prevent classes of creditors and shareholders from
reaching some long-run resolution that would maximize the overall value
of their competing claims.

The merger of a failing firm with a stronger firm in an industry may
often be an efficient form of structural adjustment in an industry. Policies
that make mergers more difficult or costly inhibit such adjustments. Exam-
ples include excessively categorical antitrust laws, unduly restrictive foreign
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investment controls, and securities laws that impose costly conditions on
takeovers, such as the requirement that a takeover bidder must make the
same offer to all shareholders as is made to the owners of the controlling
shares. Such policies may discourage this form of adjustment.

While operating losses sustained by companies can be carried forward
to some extent under the income averaging rules of tax law, these rules
may be of little value to a company with severe cash-flow problems and
lacking immediate prospects of income against which to set off these losses.
While clearly there are major moral hazard problems that require careful
analysis, tax policy in some circumstances could be altered to allow
operating losses to generate a negative liability and positive payouts from
the Treasury as an alternative to future tax relief by way of loss
carry-forwards.

As an alternative to tariff protection for declining industries (for exam-
ple, textiles and shoes) or direct subsidies to maintain existing levels or
forms of activities (for example, shipbuilding), there may be a case for
shifting emphasis in assistance to such industries toward more investment
in research and development. Such a policy change could be used either
to reduce costs through technological innovation and attain a higher degree
of long-run competitiveness or to establish specialized market niches in
such industries or diversify out of the industry over time. Inducing orderly
change, rather than preserving the status quo, should be a key feature
of any assistance.

Apart from unemployment benefits, there may be a case in declining
industries for dealing with the human capital costs of decline. Such
measures could include greater emphasis on formal retraining programs
for younger workers, severance payments for older workers, and wage
subsidies to employers in other industries who hire workers from designated
declining industries. Alternatively, cash payments could be made to
workers from declining industries upon securing employment outside the
industry. This last strategy may possess an important advantage over for-
mal retraining programs insofar as it facilitates the acquisition of on-the-
job training and experience in specialized job settings. These strategies
share the objective of facilitating an exodus of labour out of declining
industries in an orderly and compassionate way rather than subsidizing
employment indefinitely, either directly or indirectly, at existing levels in
these industries. To the extent that subsidies are entailed, these are directed
to expanding sectors. Importantly, these strategies can most effectively
be implemented when the economy generally is buoyant, and reasonable
opportunities of alternative employment outside the declining sectors exist.

Clearly one of the major factors in the financial difficulties faced by
a number of firms that have been the subject of recent bailouts was the
dramatic escalation in interest rates on debt outstanding. This was the result
in part of major shifts in macroeconomic policy both in Canada and the
United States, as well as increases in energy prices. It is a truism to note
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that marked instabilities in the macroeconomic environment inhibit long-
range planning and business confidence in the investment climate, as well
as increasing the incidence of firm failures. Moreover, political pressures
on government to intervene in the case of these failures increase to the
extent that public perceptions view the failures as direct consequences of
government policy making and attach blame on government and respon-
sibility for redressing these consequences.

Government Assistance to Failing Firms

Assuming that general adjustment processes, even modified ones as sug-
gested above, do not save a firm from the prospect of bankruptcy, the
question then becomes when, if at all, government should intervene to
attempt to save the failing firm (abstracting for the moment from the ques-
tion of the choice of instrument).

Canadian historical experience and comparative experience from other
industrialized democracies demonstrate that governments nearly always
extend help to failing firms if they are large enough and implicate enough
politically salient interests. Bankruptcy is unlikely to prove a politically
acceptable option. Some form of bailout is likely to be forthcoming and
the live policy question is largely reduced to the choice of bailout instru-
ment and the particular terms of it. To advocate otherwise is to ignore
political realities. Moreover, to argue for institutionalization and more
rigorous structuring of the decision-making process for these very large-
scale bailouts is to discount two serious classes of difficulties. First, the
unique nature of large-scale bailouts makes it impossible to design a pro-
gram that could effectively specify criteria, choice of instrument, decision-
making processes, budgetary appropriations and so on for all exigencies.
Second, institutionalizing the bailout process may well increase the inci-
dence of business bailouts because of moral hazard problems created for
corporate management, creditors, and the bureaucracy in terms of perverse
incentives to stimulate demand for bailout forms of assistance. Conse-
quent changes in attitudes toward risk-taking may seriously increase
resource misallocation.

Medium and small-scale bailout candidates now are typically handled
bureaucratically rather than politically, through programs like the federal
Enterprise Development Program, administered by the Department of
Regional Industrial Expansion, and the provincial Ontario Development
Corporation. A more analytical approach to the bailout decision may be
possible for them, with predetermined criteria and a structured decision-
making process distanced somewhat from the political process. However,
even here, where political pressures to bail out may be less severe, the very
existence of a bureaucracy and a defined process committed to perform-
ing the bailout function again creates a type of moral hazard problem or
perverse incentives for corporate management, creditors, and government
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officials. Moreover, given the pluralistic and diffused nature of our
political system, the set of objectives for such an agency is likely to be
nebulous and perhaps even contradictory; this makes it difficult to screen
relatively wide-ranging and diverse claims for assistance against rigorous
criteria.

These difficulties notwithstanding, it seems conceptually possible and
analytically desirable from an economic perspective to isolate the particular
form of market failure that is claimed to be exemplified for any particular
case. It is imperative to develop some kind of reasonably rigorous grid
to categorize which market failures are eligible for government assistance.
Otherwise, government will find itself overwhelmed with requests to
evaluate potential investments. This not only is likely to put more weight
on cost-benefit methodology than it can reasonably bear, but also risks
turning government into a lender of first resort in a wide range of situa-
tions. With respect to potentially relevant forms of market failure,
arguments about ‘‘gaps’’ in the Canadian capital market, especially the
terms of loan capital and the availability of equity capital, carry little con-
viction beyond perhaps very small businesses. Arguments about the failure
of the bankruptcy market may have some relevance in cases where pro-
ductive systems or processes would lose much of their value if they were
broken up by liquidation; Massey-Ferguson and Chrysler are two exam-
ples. In other cases where physical or human capital is relatively mobile,
Maislin for example, or where the company’s principal assets are natural
resources whose value may be largely unaffected by a change of owner-
ship even on a piecemeal basis, as with Dome Petroleum for example,
the bankruptcy market failure argument has limited force.

Arguments about labour and related externalities are likely to have more
general force, particularly in a recessionary environment where the social
costs, direct and indirect, of large scale and regionally concentrated layoffs
may be substantial. Here, subsidized employment maintenance with a fail-
ing firm may sometimes be socially less costly than firm failure, and indeed
less costly than alternative forms of employment maintenance or social
relief, although only temporary subsidies would seem justified by these
considerations.

This suggests a role for formal economic analysis in first identifying
relevant and significant forms of market failure and then estimating broad
orders of magnitude for the costs and benefits of responding to these
failures in various ways. It might be added that even in the case of large-
scale bailouts, where political considerations may often overwhelm the
implications of formal economic analysis, such analysis still may exert a
useful and disciplining influence on political decision makers. However,
for the most part, this is contingent on publicizing the results of this kind
of analysis in a timely fashion. Significantly and regrettably, the analysis
underlying bailout decisions has not been formally made public, either
ex ante or ex post, whether the decision was a political or a bureaucratic
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one. A serious attenuation of political and bureaucratic accountability is
the obvious (and objectionable) result.

The Choice of Bailout Instrument

Once governments have decided in principle to intervene on behalf of a
failing company to pre-empt or counteract the consequences of failure,
they must make difficult decisions about the form of the intervention.
The instrument employed may take the form of cash subsidies, loans, loan
guarantees, credit insurance, partial equity ownership, outright public
ownership, tax relief (expenditures), trade protection measures, govern-
ment procurement policies or regulatory protection. Within each instru-
ment, modalities may vary widely; for example, various conditions may
be attached to direct forms of financial assistance. In addition, assistance
may be targetted not on the firms themselves but on the various subinterests
that will suffer losses in the event of insolvency. For example, policies
may be directed to providing extended unemployment insurance benefits
to unemployed workers, adjustment assistance (severance payments or sub-
sidized retraining) to workers, prescribed minimum notice requirements
for mass layoffs or prescribed minimum severance payments in such event,
wage credits or subsidies to induce re-employment of laid-off workers by
other employers, new publicly supported investments in alternative business
activities in the locality affected by a firm failure, or subsidies to con-
sumers to induce an increase in demand for the output of the failing firms,
for example, with retail sales tax rebates.

In recent bailouts in Canada, as with the earlier bailouts of the railways,
a strong predilection is evident in policy making toward the use of loan
guarantees (or insurance). This exhibits some disquieting features. Because
loan guarantees are an off-budget item in the government’s budgetary pro-
cesses, political and bureaucratic accountability is attenuated (and may,
of course, in part explain their popularity). In addition, the preference
for loan guarantees may bias the capital structure of failing companies
toward an even more highly leveraged debt-to-equity ratio when the origin
of their difficulties may be too high a debt load, particularly in periods
of high interest rates. Moreover, the existence of a loan guarantee may
induce less cautious behaviour on the part of creditors. Thus, again, moral
hazard problems arise with corporate management, government, and
creditors in the administration of a loan guarantee policy.

Governments face another difficulty with crisis assistance to firms in
containing the level of assistance over time. Having made an initial grant
of assistance, governments can hardly refuse further grants of assistance
(with a resultant increase in the probability of firm bankruptcy) without
creating political problems out of perceptions (perhaps incorrect ones) that
the initial grant of assistance was a mistake. Repeated assistance makes
governments vulnerable to strategic behaviour by corporate management
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and creditors and may attenuate incentives for firms to restructure in effi-
cient ways, for example, by downsizing operations, which a one-time-only
grant might have induced. Similar problems arise for governments in
enforcing the conditions attached to grants of assistance, such as main-
taining employment levels, making changes in product mix, downsizing,
or restructuring. Failure by firms to adhere to such conditions confronts
governments with politically difficult decisions about whether to withdraw
assistance granted or to withhold further assistance where the governments
might then be publicly perceived as responsible for a firm’s subsequent
failure. As a result, many conditions in recent bailout arrangements in
Canada have been frequently violated, often apparently without conse-
quence. On the other hand, to present a balanced picture, it is necessary
to acknowledge that governments have terminated assistance in a number
of cases, resulting in subsequent firm failures, as happened for Maislin,
ccM, White Farm and Clarke-Irwin. In other cases, the terms of prof-
fered assistance have been sufficiently stringent to force substantial restruc-
turing and downsizing on the part of the failing firms, as in the cases of
Massey-Ferguson and Dome Petroleum.

Another difficulty faced by governments when fashioning forms of ad
hoc crisis assistance to failing firms is that it is typically the weakest firms
in an industry that seek assistance, often at short notice. Then a rapid
government response is imperative if the crisis facing the firm is to be
averted. This distorts policy making in important ways. First, decisions
tend to focus too much on microeconomic issues of supply and demand
facing a firm and are unlikely to take full account of broader industry
problems of which the failing firm may be merely symptomatic. Second,
bailing out the weakest firms in an industry may do nothing in the long
run to induce efficient industry restructuring (as opposed to firm restruc-
turing) and indeed may be counter-productive in this respect. Comparative
experience, especially from Europe, suggests a much greater willingness
on the part of government to use the issue of a failing firm in an industry
to induce a restructuring of the industry, for example, by inducing mergers
of weaker firms with stronger firms as a condition of financial assistance.
Somewhat ironically, this experience also points up the need for less fre-
quent but more assertive government intervention if the background
adjustment mechanisms canvassed earlier in this paper are in place.

Where intervention is unavoidable, governments might attach condi-
tions to ensure that assistance does not simply perpetuate a state of
weakness in an industry and that firms do not become dependent on con-
tinuing government support. To illustrate, governments have provided
bailout assistance to three failing farm machinery companies, namely,
Massey-Ferguson, White Farm, and Co-operative Farm Implements. Each
of these companies had serious excess productive capacity in an industry
generally plagued with this problem. This has given rise to claims by some
of the assisted companies that they cannot compete with other assisted
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companies which are ‘““dumping’’ products on the market below cost, by
virtue of the government assistance. The aggrieved firms have then called
for further assistance. Moreover, terms in the bailout arrangements in some
cases, for example Massey, have required the firms to maintain Canadian
employment at certain levels. The combined effect of these policies has
been to inhibit rather than to facilitate the restructuring and downsizing
of the industry in a way that holds out some prospect of long-run economic
viability. The tension between short-run political objectives and long-run
economic objectives is clear in this context.

Another example of the same phenomenon is the abortive bailout of
Maislin Industries Ltd. The government chose to support the company’s
continued existence. Knowledgeable industry sources claim, on the other
hand, that the government had the opportunity early in the bailout pro-
cess to induce a merger with either of two other major Canadian-owned
carriers headquartered in Montreal, perhaps through a conditional cash
grant to support an orderly reduction of the excess capacity in the merged
companies that may have occurred in the short run. Instead, with the com-
pany’s recent receivership, its route licences have been bought from the
receiver by a U.S.-based carrier. In terms of the government’s stated objec-
tives in intervening, the outcome seems almost the worst possible on all
relevant scores.

The only recent example in Canada of a more managed approach to
salvaging failing firms by policies directed at an industry as a whole is
the bailout of the Atlantic fish processing companies. In this case, most
of the major companies in the industry were consolidated, although a
number of inefficient local processing plants were perpetuated. It is too
early to judge whether this recent initiative will prove successful. However,
preliminary indications do not warrant optimism.

Conclusion

Failing firms and concomitant claims on government for assistance have
been a prominent feature of Canadian economic history. Recent bailout
experience, while presenting its own particular complexions, is not a new
phenomenon. If the past is any guide to the future, bailouts will remain
an intractable problem for Canadian policy makers. Indeed, increasingly
rapid rates of technological change and shifts in comparative advantage
in a more competitive and demanding international economic environ-
ment may well make the problem more acute. Hence, the bailout
phenomenon must be viewed as an integral part of attempts to grapple
with the social, economic, and political implications of our processes of
economic adjustment.
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Canada’s Industrial Adjustment:
Federal Government Policies and Programs

DEPARTMENT OF REGIONAL INDUSTRIAL EXPANSION

Canada depends on trade for much of its prosperity. Any changes in trade,
whether they result from specific trade policies or from unrelated external
events (or shocks) that distort established trade patterns, have repercus-
sions on the nature and direction of Canada’s economy. The repercus-
sions may be either positive or negative in terms of affording opportunities
or threatening the status quo. In either case, the existing structure of the
domestic economy is affected.

Change over time is inevitable in the external environment. Recently,
however, the rate of change has been increasing rapidly. Furthermore,
the impact of some external shocks has been of a magnitude heretofore
largely unparalleled.

Trade patterns have also changed and the pace is quickening. One
noteworthy cause is the development of trade in manufactured goods from
newly industrialized countries (NICs). NICs thus compete directly with
traditional trading nations and NICs frequently have a comparative advan-
tage over their competitors. This changed situation has led to a greater
interdependence of national economies and trading relationships to form
a world economy. Any significant change now produces ripple effects on
a worldwide scale. Canada, with its reliance on trade and its susceptibility
to external shocks, is not immune and must make adjustments to this
change.

This paper reviews the external events of the past two decades and
recounts the actions over the same period by the Department of Regional
Industrial Expansion (DRIE) and the former departments of Regional
Economic Expansion (DREE) and Industry, Trade and Commerce (IT&C)
to address industrial adjustment. Horizontal policies such as fiscal or immi-
gration policies are excluded, as are domestic trade policies generally.
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The phenomenon of industrial adjustment is difficult to describe. It can
be viewed in the broad sense as encompassing changes of any kind — for
example, technological changes, organizational or structural changes, or
changes in management and marketing practices. In the narrow sense, it
may involve the complete restructuring of an industrial sector or subsec-
tor — for example, textiles or automotive parts.

Trade Policy Changes and External Shocks

““It is axiomatic that external developments are crucial in any analysis of
Canada’s economic performance and prospects,”’’ the Economic Council
of Canada noted in its Tenth Annual Review, Shaping the Expansion
(Ottawa: Information Canada, 1973).

Over the past two decades, there have been a number of trade policy
changes and significant events that affect the anticipated direction and
growth of the Canadian economy. These changes and events have required
Canada to change its course of action by making adjustments of a general
nature across many industrial sectors, or by making more radical adjust-
ments in individual sectors such as textiles in order to adapt to the threats
or opportunities presented.

Trade Policy Changes

The Multilateral Trade Negotiations (MTN) and the General Agreement
on Trade and Tariffs (GATT), especially the Kennedy and Tokyo rounds,
were designed to reduce tariffs and increase the access of signatory coun-
tries to each others’ markets. However, there has been a tendency in some
cases for industries that have been adversely affected to lobby for protec-
tionist measures. In other cases, non-tariff barriers have been deployed
to achieve the effects previously obtained through tariff barriers.

Some countries have signed trading and economic agreements to form
common market areas — for example, the European Economic Commu-
nity, the European Free Trade Area, or those involving several African,
Caribbean and Pacific countries. Others have signed bilateral agreements.
The development of these power blocs in international trading relations
limited some of Canada’s opportunities for trade, and have thus required
Canada to make certain domestic adjustments.

Under the General System of Preferences, Canada and certain other
countries have agreed to provide unilateral tariff preferences for a range
of manufactured goods exported from developing countries. As a result,
Canada may have to make some domestic industrial adjustment. A variety
of trade policy instruments affecting industrial adjustment have been intro-
duced over the last two decades. Examples include the use of safeguards
permitted under the GATT, such as anti-dumping restrictions and counter-
vail duties against export subsidies; the renegotiation of tariff concessions;
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the use of safeguards as provided for in the General Preferential Tariff;
the decision that the tariff reductions resulting from the MTN should be
phased in gradually rather than introduced immediately, in addition to
the use of partial or full exemptions from the formula tariff cuts, as per-
mitted. To deal with industrial adjustment problems, Canada has imposed
selective import controls, such as introducing quotas on certain items like
acrylic and worsted yarns, negotiating import levels for selected goods with
other countries, or requesting import licences for specific products such
as worsted fabrics.

Significant External Shocks

Major shocks — some of them sudden and somewhat unexpected, others
evolving over a longer period of time — are as follows:

« rapid advances and frequent changes in technology;

¢ the OPEC agreement, which led to significant increases in oil prices and
caused a cycle of price rises that had a major impact on the world
economy and altered the existing structure of comparative advantages;

e currency instability, the increased volatility of exchange rates, the
floating dollar, and the devaluation of the U.S. and Canadian dollars;

o worldwide inflation, caused by abnormally high interest rates worldwide,
which stemmed from increases in oil prices and in the prices of goods
heavily reliant upon oil-related inputs and which resulted in some
decrease in investment, aggravated by the tight money policy in the
United States and by excess demand following the expansive policies
during the early 1970s in Canada and elsewhere;

e the underutilized capacity in some Canadian industries resulting from
an unanticipated global slowdown in demand leading to increased costs
_and price pressures and very strong competition for available markets,
as well as from slow growth, recession, and reduction in trade volumes
in the United States as that country attempted to improve its own balance
of payments;

« the industrialization and internationalization of Third World countries,
and the emergence of newly industrialized countries have increased
Canada’s awareness of world economic interdependence;

+ the impressive success of Japan and of recently industrialized countries
which are often able to compete effectively with Canada, partly because
of low productivity in some Canadian industries;

e the development of new resource bases and new sources of supply which
in some cases has led to a decline in the relative importance of Canada’s
export trade in minerals, metals and other primary products while, at
the same time, putting a premium on exports of manufactured goods;

« the changes in demographic patterns such as population aging, par-
ticularly in the industrialized countries, which has altered the size and
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composition of the labour force and overall patterns of demand for
products;
« the difficulties of Third World countries in meeting their debts; and
e the spread of large multinational corporations.

Effects of Changes and Shocks

Trade policy changes and external events have presented opportunities as
well as threats for Canada. In some cases, companies are able to make
the adjustments necessary to remain viable, to increase profits or to take
advantage of new opportunities as they arise. In other cases, companies
may have inadequate finances or management ability to adapt successfully.
A government role of one kind or another may therefore seem warranted
in some circumstances in order to facilitate adjustment and prevent
economic decline. Since most adjustment occurs through private sector
motivation, the government role should be minimal.

Significant adjustment problems have occurred in Canada as a result
of strong import competition in a number of sectors including textiles,
clothing, footwear, consumer electrical products, and segments of the
metal fabricating industries. Certain resource-processing industries includ-
ing wood and paper products, primary metals and non-metallic mineral
products require extensive modernization and rationalization in order to
remain competitive (often in the face of declining demand). In addition,
furniture,some sectors of food processing and shipbuilding industries have
encountered adjustment problems. Although adjustment measures in some
industries may reduce employment, the measures are necessary if industry
viability is to be regained.

External events have different impacts on the various regional economies
in Canada. In some cases, industries requiring adjustment may be con-
centrated in only a few geographic locations. This is particularly true of
textiles, clothing and primary metals industries. If the affected community
has a limited industrial base and if adjustment measures strongly suggest
plant closure, then the effect on the regional economy may be of crucial
importance, even though the impact at the national level may be con-
siderably milder. At the same time, the opportunities for potential benefit
stemming from a required adjustment are likely to be greater in some
regions than in others.

Among the major Canadian regions, some industries have been iden-
tified as possible targets for industrial adjustment policies. These include:

* in the western provinces, wood and paper products and some secon-
dary manufacturing;

« in Ontario, the manufacturing sector, particularly those industries which
are labour intensive;

e in Quebec, the clothing, furniture, and footwear industries, which are
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labour intensive and which face strong import competition (Quebec
forest products also face worldwide competition); and

 in the Atlantic provinces, the mineral and oil and gas off-shore indus-
tries, which are likely to require adjustment, and the fisheries and
forestry industries, which are also likely to benefit from restructuring.

Rather than simply reacting to strong import competition, Canada could
initiate timely adjustment of industries which, if actively seized and accu-
rately assessed, could yield a comparative advantage in trade of products
such as technologically advanced producer goods.

DRIE Philosophy Toward Industrial Adjustment

In a market economy, industrial adjustment is a natural process whereby
labour and capital move from non-competitive sectors to more produc-
tive, higher-return activities. The DRIE approach with respect to this pro-
cess is in line with the department’s overall philosophy of relying on private
sector initiative. Rather than directing the industrial adjustment process,
the department has designed various programs to facilitate necessary
changes and to provide an environment conducive to the adjustment
process.

Though industrial adjustment is an on-going process, it does not always
proceed at an even pace. Shocks or large changes to the economic system,
including reduction in tariffs, increases in oil prices and swift develop-
ment of supply capability among NICs have, in a relatively short period
of time, dramatically affected the longer-run prospects of some industries.
In response to such situations, government involvement is sometimes con-
sidered necessary, particularly when the social benefits of adjustment
outweigh private sector costs.

There are two kinds of government response to adjustment which seem
appropriate. The first relates to the very short term, in which temporary
protection or other emergency measures may need to be employed. It is
essential, however, to design these measures so that firms and workers
in affected sectors do not rely on them, because such measures cannot
be permanent. The second and most significant type of government
response involves mechanisms (including financial incentives where appro-
priate) to facilitate those shifts in resources which are necessary to ensure
long-run economic viability. Intra-industry and interindustry rationaliza-
tion are common features of this adjustment process. Government involve-
ment often takes the form of aid to firms to restructure operations and
to retrain or relocate workers. There is also a requirement to provide a
more extensive form of assistance to those workers who, for one reason
or another, cannot be retrained or relocated geographically. \

Another important contribution of government toward industrial adjust-
ment is awareness of regional sensitivity. A declining industry located or
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concentrated in a disadvantaged region has special problems. To prevent
increases in regional disparities, government efforts to attract new and
viable industries to the location in question may assist the adjustment
process.

DRIE’s approach to industrial adjustment relies largely on private ini-
tiative to drive the economy and to restructure industrial activities based
on the external environment (both threats and opportunities). Overall, the
major philosophy of DRIE is to promote a climate conducive to rapid
growth and to efficient allocation of resources. This involves concentrating
attention on the economy’s flexibility and ability to adapt to changing
circumstances, as well as operating programs designed to ease the burden
of the adjustment process in particular cases.

DRIE Programs for Industrial Adjustment

The present DRIE organization incorporates many programs from the
former DREE and I1T&C departments, as well as programs undertaken
jointly with other departments, such as the Industry and Labour Adjust-
ment Program (ILAP) shared with the Employment and Immigration
Department. Inasmuch as any financial or other support to industry may
result in an adjustment of some sort, most of these programs can be con-
sidered to make some contribution toward adjustment. Only a small
number of programs such as the General Adjustment Assistance Program,
the Industry and Labour Adjustment Program, and the Canadian Indus-
trial Renewal Board were introduced largely for industrial adjustment
purposes.

Some programs are directed toward specific industry sectors or subsec-
tors, while others are universal. Methods of assistance vary and include
funding such as loans, contributions, ad hoc financial assistance, and duty
remission.

Types of Programs

Universal programs for firms are generally aimed at improving knowledge,
providing commercial intelligence, strengthening the financial condition
of business, encouraging research and innovation, facilitating rationaliza-
tion and restructuring, identifying and developing new market oppor-
tunities and reducing risk. Program activity of this type has been found
to be particularly helpful to small and medium-sized firms.

Assistance can also be provided on a case-by-case basis for large com-
panies facing extraordinary situations as a result of the need for adjust-
ment. Companies are usually major companies in an industry sector or
of strategic importance.

Programs for firms in specific industry sectors are also available to pro-
vide adjustment assistance for firms facing special problems of rationaliza-

220 DRIE



tion and restructuring. Such sectors include textiles and clothing, leather
and footwear, automotive parts, shipbuilding, and pulp and paper.

Programs for communities where the major employer is an industry fac-
ing severe adjustment problems have been developed to offer special
assistance to overcome the social problems related to labour aspects. One
important program of this nature is the Industry and Labour Adjustment
Program formerly operated jointly by DRIE and the Employment and
Immigration department.

Programs at the regional level focus on adjustment problems encoun-
tered by firms heavily concentrated in particular regions, such as textiles
in Quebec, automotive assembly and auto parts in Ontario, and the
fisheries on the two coasts. Their problems are likely to be aggravated
when the economy is on the downside, when a traditional industry may
be in decline through obsolescence or when it meets superior com-
petitiveness from newly emerging competitors. Though not primarily
adjustment programs, the Regional Development Incentive Program and
General Development Agreements (GDAs), now generally replaced by
Economic Regional Development Agreements (ERDASs), could be used to
deal with adjustment in such cases. (The GDAs may have had more
relevance in dealing with opportunities presented in specific areas.)

The following programs or activities are considered to have (or to have
had) significant industrial adjustment elements. Programs applying to most
industry sectors include:

o the Industrial and Regional Development Program (IRDP), which in
1983 subsumed the Enterprise Development Program, Regional
Development Incentives Program, and the Institutional Assistance Pro-
gram, Support for Technology Enhanced Productivity, Cooperative
Overseas Market Development Program and the special area programs
for Montreal and the Magdalen Islands, and which in November 1984
dropped the rarely used restructuring element of the IRDP (Appendix
A provides a detailed summary of the IRDP as modified in 1984);

 the Enterprise Development Program (EDP) of the former IT&C depart-
ment, which in 1977 subsumed a variety of earlier programs, including
the Program for Advancement of Industrial Technology (PAIT); Indus-
trial Design Assistance Program (IDAP); Program to Enhance Produc-
tivity (PEP); General Adjustment Assistance Program (GAAP);
Automotive Adjustment Assistance Program (AAA); Footwear and Tan-
ning Industry Adjustment Program (FTIAP); and Pharmaceutical Indus-
try Development Assistance Program (PIDA) (some of these programs
were industry specific); and

o the Industry and Labour Adjustment Program (ILAP), which includes
the community-based industrial adjustment program (CIAP), formerly
operated jointly by the 1T&C and Employment and Immigration depart-
ments and now modified under DRIE;
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individual Company Restructuring, which aided such corporations as
Chrysler, under joint auspices of the former 1T&C and DREE depart-
ments; and

the Regional Development Incentives Program (RDIP), formerly spon-
sored by DREE.

Programs offering adjustment assistance to specific industry sectors
include:

the Footwear and Tanning Industry Adjustment Program (FTIAP),
administered by the General Adjustment Assistance Board, and the
Fashion Design Assistance Program, administered by the Canadian
Industrial Renewal Board (CIRB), under the auspices of the former IT&C
department;

the Pulp and Paper Modernization Program for mill rationalization and
restructuring under joint administration by DREE and IT&C;

the Shipbuilding Industry Assistance Program (SIAP) under IT&C; and
the Automotive Adjustment Program, also under IT&C.

The following programs and activities are considered to have (or to have
had) some impacts on adjustment:

the Industrial Energy R&D Program (IERDP), formerly operated by IT&C
and now administered by the Energy, Mines and Resources department;
the Support for Technology Enhanced Productivity (STEP) program
under IT&C;

duty remission under IT&C;

the Program for Export Market Development (PEMD), formerly admin-
istered by IT&C, now operated by the Department of External Affairs,
but delivered largely through DRIE;

the Montreal Special Area Program, formerly operated by DREE;
the Institutional Assistance Program (1AP), formerly operated by IT&C;
the Small Business Loans Act (SBLA), formerly administered by IT&C,
now by DRIE;

the General Development Agreements (GDAs), including subsidiary
agreements which in some cases were industry specific, formerly admin-
istered by DREE; and

the Defence Industry Productivity Program (DIPP), formerly run by
IT&C, now delivered through DRIE.

Appendix B describes the major adjustment programs operated by the
former departments of DREE and IT&C, and the major program of the
recently established DRIE, the Industrial and Regional Development Pro-
gram in which one program element, restructuring (now terminated), was
devoted exclusively to industrial adjustment; other program elements can
be applied to adjustment in some cases. Appendix C describes other pro-
grams which influence industrial adjustment.

222 DRIE



The Overall Effectiveness of DRIE Activities

The Industrial and Regional Development Program plus other existing
DRIE programs and activities provide a variety of measures to assist indus-
try (and, in the case of ILAP, workers) to adjust to a changing environ-
ment. The Canadian Industrial Renewal Board and ILAP were designed
solely for adjustment purposes, and certain program elements in the IRDP
(in particular, Innovation and Modernization/Expansion elements) pro-
vide assistance for additional adjustment needs.

It is difficult to determine the degree of success in responding to adjust-
ment that has been achieved through DRIE action. It may have led to
movement of labour and capital from less efficient to more efficient com-
panies or from less competitive to more competitive industries, thus
strengthening the viability of the Canadian economy. Or it may have pro-
vided opportunities for companies to take advantage of in making an
adjustment. In some cases, especially in single-industry towns, the social
costs involved add another dimension of adjustment, which is hard to
measure.

The private sector makes its own responses to industrial adjustment,
thus making it difficult to separate what adjustment occurred as a result
of government assistance and/or encouragement from what would have
occurred in its absence.

Appendix A
Summary of Industrial and
Regional Development Program Coverage

Element: Innovation

To encourage the development of new products and processes and to
increase industrial productivity and international competitiveness through
support of research and development projects which show promise of
economic success or strategic importance to a region and which would
not be undertaken without support.

Maximum Level of Assistance Offered

Tier I
and
Special
Eligible Projects Tier 1 Tier 11 Tier 11 Tier 1v
1) Studies 33.3% 40% 50% 50%

Assistance may be made
available toward the cost
of hiring qualified con-
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Maximum Level of Assistance Offered

Tier 1
and
Special
Eligible Projects Tier 1 Tier 11 Tier i1 Tier 1v

sultants for studies on
project feasibility, tech-
nology transfer, market
research and venture cap-
ital search associated with
prospective innovation
projects.

2) Developing New Prod- 33.3% 40% 50% 50%
ucts or Processes
Assistance may be pro-
vided for projects to
develop or demonstrate
new or improved prod-
ucts or processes, includ-
ing pollution control,
which are scientifically
feasible, entail significant
technical risk and repre-
sent attractive prospects
for commercial exploi-
tation.

3) Developing Technolog- 33.3% 40% 50% 50%

ical Capability

Projects for the improve-
ment or expansion of
technological capability
which do not lead directly
to identifiable sales may
be supported if the tech-
nological capability is of
strategic importance to
the firm and the regional
industrial development
priorities of the govern-
ment.
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Maximum Level of Assistance Offered

Tier 1
and
Special
Eligible Projects Tier 1 Tier 1I Tier 111 Tier 1V

4) Development and Dem-  33.3% 40% 50% 50%

onstration

Projects to develop or
demonstrate new prod-
ucts or processes, but
which do not entail sig-
nificant technological
risk may be supported in
a way similar to those in
2) above, the assistance
being repayable upon
successful commercial
exploitation of the
resulting product or
process.

5) Design 33.3% 40% 50% 50%

Assistance may be made
available for the design
of a new, durable prod-
uct capable of being mass
produced that offers
good prospects for com-
mercial exploitation.

Element: Establishment

To assist in the establishment of new production in regions with relatively
higher economic disparity.

Maximum Level of Assistance Offered

Special
Eligible Projects Tier 1 Tier 1 Tier 1 Tier 1 Tier IV
1) Studies N/A  30% 30% 37.5% 37.5%

Funding may be provided
toward the cost of hiring
qualified consultants for
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Maximum Level of Assistance Offered

Special
Eligible Projects Tier 1 Tier 1 Tier 11 Tier 1 Tier 1v

studies of project feasibil-
ity, market research or
venture capital search
associated with a pros-
pective establishment
project.

2) Plant Establishment N/A  17.5% 17.5% 25% 30%
Funding may be made
available for the estab-
lishment of new facilities
for manufacturing or
processing.

The minimum approved capital costs to be eligible for assistance under
2) above have been established as:

Tier Group Establishment
I N/A
I Special $50,000
11 50,000
111 25,000
v 5,000

Element: Modernization/Expansion

To increase industrial productivity through the improvement, moderniza-
tion and expansion of existing manufacturing and processing operations.

Maximum Level of Assistance Offered

Special
Eligible Projects Tier 1 Tier 1 Tier 11 Tier 111 Tier 1V
1) Studies N/A  30%  30%  37.5% @ 37.5%

Assistance may be pro-
vided toward the cost of
hiring qualified con-
sultants for project
feasibility and other
studies, market research
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Maximum Level of Assistance Offered

Eligible Projects

2)

3)

Special
Tier 1 Tier 1 Tier 1 Tier 1 Tier 1v

and venture capital
search for projects
associated with moder-
nization, productivity
improvement or expan-
sion.

Modernization
Assistance may be made
available for the acquisi-
tion of new advanced
machinery and equip-
ment which modernize or
significantly enhance the
productivity of existing
activities in manufactur-
ing and processing.

Expansion
Assistance may be made
available for the expan-
sion of existing manufac-
turing or processing
operations.

4) Funding may be provided

to manufacturers and
processors for the first
installation of micro-
electronic devices in their
products and operations,
for the design of custom
micro-electronic devices,
and for incorporation or
application of electronic
dependent products, or
systems in products, pro-
cesses, production meth-
ods or facilities.

N/A  17.5% 17.5%  25%  25%

N/A  17.5% 17.5%  25%  25%

N/A  30%  30%  37.5%  37.5%
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The minimum approved capital costs to be eligible for assistance under
2) and 3) above have been established as:

Tier Group Establishment

I N/A
I Special $50,000
11 50,000
111 25,000
v 5,000

Element: Marketing

To facilitate the identification, development and exploitation of new
domestic and international market opportunities, and to enhance com-
petitiveness within existing markets.

Maximum Level of Assistance Offered

Tier 1
and
Special
Eligible Projects Tier 1 Tier 11 Tier 11 Tier 1v
1) Assistance may be 45% 45% 45% 45%

available to economic,
business or technological
centres and similar non-
profit organizations for
activities promoting the
acceptance of Canadian
standards and product
specifications, for market
research and analysis,
trade shows or other
events or for the publica-
tion and dissemination of
catalogues to promote
Canadian products if the
purpose is to increase the
marketing and processing
operations.
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Maximum Level of Assistance Offered

Tier I
and
Special
Eligible Projects Tier I Tier 11 Tier 11 Tier IV
2) Studies 25% 30% 37.5% 37.5%

Funding may be available
toward the cost of hiring
qualified consultants for
feasibility studies.

Program for Export Eligible Eligible Eligible Eligible
Market Development
(PEMD)

Although not part of
IRDP, PEMD will be
delivered by DRIE on
behalf of the Department
of External Affairs in
support of DRIE’s conti-
nuing responsibilities for
trade promotion in
Canada.

Appendix B
Major Adjustment-Related Programs

Industrial and Regional Development Program (IRDP)

To enhance the flexibility, effectiveness and regional sensitivity of govern-
ment assistance, most of the major programs of the former DREE and IT&C
were replaced by the Industrial and Regional Development Program (IRDP)
introduced in July 1983. IRDP subsumed the Enterprise Development Pro-
gram, Regional Development Incentives Program, and the Institutional
Assistance Program, Support for Technology Enhanced Productivity,
Cooperative Overseas Market Development Program, and the special area
programs for Montreal and the Magdalen Islands (Appendix A provides
a detailed summary of the IRDP, modified in November 1984). The IRDP,
intended to respond to economic development priorities established by
the government without creating additional new programs or perpetuating
less relevant ones, differs from former programs in several respects. It
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is based on a philosophy of selectivity and value for money so as to reduce
the tendency of some sectors and companies to develop a dependence on
program assistance. Projects are subject to negotiation and assistance is
awarded according to departmental priorities.

The program is the means whereby DRIE implements the provisions of
the act, formerly known as Bill C-165, to provide financial assistance to
commercial operations for industrial development in all regions based on
need (as identified through Tier Group designation) and on the specific
purpose for which the assistance is used (as established according to criteria
determined on the basis of program elements).

A Development Index classifies census divisions into one of four Tier
Groups according to economic disparity. The index is based on employ-
ment and income levels and on the fiscal capacity of the province in which
the division is located over the most recent three years for which data exist.
Tier Group IV comprises the areas containing the most disadvantaged 5
percent of the population, Tier Group I1I, those areas with the next 15
percent, as well as Yukon and Northwest Territories included here for
administrative purposes, Tier Group II, the areas with the next 30 per-
cent, and Tier Group I, the remaining 50 percent of the population. The
level and type of assistance varies according to Tier Group.

There exists also, for certain cases, a Tier I special category which allows
enhanced programming in areas experiencing acute short-term problems.
Assistance is not provided for any projects or activities that are unlikely
to make a significant contribution to the economic or social benefit of
Canada, or to projects that would be carried out in the absence of federal
assistance.

Assistance is provided for viable projects meeting eligibility criteria (out-
lined below) at various stages of development from inception of the idea
through innovation, plant establishment, modernization or expansion and
marketing. Originally IRDP included two additional elements, Industrial
Development Climate and Restructuring. The department believes that
the Climate element can be dealt with more effectively through federal-
provincial agreements. The Restructuring element was dropped because
it was rarely used. Assistance is in the form of contributions (repayable
or not). Program modifications were made in November 1984 in an attempt
to improve the program’s efficiency, to focus on projects/activity likely
to increase industrial productivity and international competitiveness, and
to ensure that support is provided in areas of the country where it is most
needed. Maximum levels of assistance were reduced (as indicated in Appen-
dix A) to approximate the average level actually employed. The Modern-
ization/Expansion element is no longer available to Tier I, and projects
related to tourism and Crown corporations are ineligible (because these
are more appropriately funded through federal-provincial agreements and
the legislatures, respectively). The program set the following eligibility
criteria:
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» Companies — manufacturers and processors (as defined in Program
regulations).

e Incrementality — no project may be supported unless it would not pro-
ceed, insofar as location, scope or timing are concerned, without such
support.

e Commercial Viability — the project and persons undertaking the proj-
ect must be considered to be commercially viable within reasonable
bounds of risk.

e Significant Economic Benefits to Canada — the project and exploita-
tion of the results of the project must represent significant economic
benefits to Canada.

Program expenditures for fiscal year 1983-84 amounted to $195.8 million.

The program provides for the first time, a regionally sensitized, multi-
faceted program of industrial financial assistance for private sector ini-
tiatives in all parts of Canada. Another feature of the program is its flexi-
bility to provide the type of assistance appropriate to a given industry,
area or community at a given time. The IRDP addresses the needs related
to industrial development by affording opportunities to apply the benefits
of technology and other innovations to existing industries in all parts of
Canada to ensure their long-term viability and growth. The program-
provides for effective regional development by instituting a strong incen-
tive to Canadian firms to invest in those areas in Canada which are in
the greatest need of that investment. Program delivery is local, aimed at
providing a one-stop shopping approach to government assistance to
industry.

Enterprise Development Program (EDP)

The Enterprise Development Program, incorporating a number of ins-
truments applicable to adjustment problems, was introduced in 1977 to
help the growth of manufacturing and processing sectors by providing
assistance to selected firms to make them more viable and internationally
competitive. The program was replaced by IRDP in 1983. The thrust of
the program was to foster innovation in the design and development of
new or improved products or processes and to assist adjustment to chang-
ing circumstances (upside and downside adjustment). In addition, the pro-
gram laid special emphasis on opportunities for electronics projects, secon-
dary manufacturing affected by GATT tariff reductions (and by non-tariff
barriers), and footwear and tanning.

The ten regional and one central Enterprise Development Boards report-
ing to the minister of IT&C authorized financial assistance to companies.
Regional Boards authorized assistance only to applicants with annual sales
of $5,000,000 or less, and assistance of $200,000 or less. EDP provided
support by:
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» contributing up to 75 percent for companies with annual sales up to
$10 million or up to 50 percent (for companies with annual sales over
$10 million) of project costs for new product identification, product
development, product design, productivity improvement and associated
consultants costs;

¢ providing loan insurance for up to 90 percent of a term loan from a
conventional lender for a 1 percent annual fee for adjustment projects
(to encourage mergers or increase working capital or enable the pur-
chase of capital items); and

 providing special purpose assistance through loans and consulting grants
to encourage restructuring in the footwear and tanning industry, to
facilitate mergers and acquisitions, and to take advantage of export
opportunities and restructuring opportunities opened up by the Tokyo
Round tariff negotiations.

To be eligible for EDP assistance, firms had to meet the following criteria:

 the economic viability of the project and company had to be positive;

« for loan insurance, the firm had to have been unable to obtain financ-
ing on reasonable terms (last resort financing); and

» for contributions, the project must have represented a significant burden
to the firm in relation to its resources.

The program was not directed to large-scale or community-based adjust-
ment needs.

Industry and Labour Adjustment Program (ILAP)

The budget of October 2, 1980, provided a special allocation of $350
million over four years ‘‘to promote industrial restructuring and manpower
training and mobility in areas of particular need.”’

ILAP was initiated in anticipation of major new adjustment pressures
affecting sectors not subject to special protection measures as well as those
affecting protected sectors. Farm machinery, autos, shipbuilding, primary
metals, and pulp and paper were faced with adjustment problems as a
result of import competition or other factors impinging on domestic and
foreign demand, such as high interest rates, large energy price increases,
or product or market decline. It was anticipated that affected industries
might not be able to undertake viable projects which were in the best
economic interests of Canada without government assistance. Concern
was also expressed for communities heavily dependent on a major industry,
and faced by severe dislocation resulting from recent large-scale perma-
nent layoffs. ILAP provided a ‘‘safety net’’ to the unemployed, as well
as assistance to restructure industries.

ILAP operated as an industrial and labour adjustment fund with indus-
trial development and restructuring benefits delivered by the Community
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Based Industrial Adjustment Program and the Industry-Specific Restruc-
turing Program. A substantial portion of the funding allocated to ILAP
was set aside to supplement the national Critical Trade Skills Training
program (CTST), to finance the Canadian Industrial Renewal Board, and
to provide for additional labour adjustment measures in 1982.

Prior to the introduction of the ILAP, federal aid in respect of special
labour adjustment and industrial restructuring situations tended to be
linked to evidence that federal action had contributed to the adjustment
problem. It came to appear more useful to consider the impact of industrial
change per se rather than its causes. Despite a wide array of universal
labour adjustment programs and an ability to assist the rearrangement
of debt as part of a financial restructuring, a need was identified to rein-
force the adjustment process and to broaden the scope of federal assistance
in a highly targetted manner to deal with special labour and industry adjust-
ment situations.

The following forms of assistance were provided under ILAP:

* contributions of up to 75 percent of consultant costs of projects to
establish, expand or restructure operations;

e contributions of up to 75 percent of consultant costs associated with
merger and acquisition projects;

e contributions of up to 75 percent of consultant costs for operational
analysis and restructuring plans;

* repayable interest-free contributions of up to 50 percent of related capital
costs, to encourage project undertaking;

» Ciritical Trade Skills Training (CTST) to firms participating in the pro-
gram, with reimbursement of 100 percent of trainee wages to a max-
imum of $250 weekly (for the first year) to firms training people under
the program; and

* early retirement subsidies, increased mobility allowances and provisions
for temporary productive employment for workers affected by
adjustment.

To be eligible, selected firms and projects had to be viable with net
economic benefits accruing to a designated community from a project
unable to proceed without government assistance. A further requirement
was that the project should not create competitive overcapacity in the sector
or industry. As of December 1983, funds approved under ILAP amounted
to $79 million and created an estimated 8,000 jobs.

ILAP was scheduled to expire on March 31, 1984. A modified ILAP,
focussing on the labour aspects of the original program has replaced it.
Modified ILAP provides enriched mobility assistance for Level 1 designa-
tions, and special early retirement benefits under the Labour Adjustment
Benefits Act for Level 2 designations.
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Company-Specific Restructurings

Starting in the late 1970s, companies sought government intervention to
support massive restructuring after they had exhausted all private sector
measures to solve their adjustment-related problems. Due to the enormity
of the companies’ financial problems and adjustment difficulties and the
implications for employees, suppliers, communities, banks and other major
Canadian and foreign institutions, IT&C enlisted cabinet’s decision-making
authority to consider what measures the government should take. Types
of assistance granted included:

» loan guarantees;
o guarantee of preferred share issue; and
» repayable grants and contributions.

Regional Development Incentives Program (RDIP)

The Regional Development Incentives Program was introduced in 1969
to stimulate and to preserve production and employment opportunities
in designated areas and to facilitate the implementation of selected oppor-
tunities identified under the General Development Agreements (GDAS).
This program is now subsumed under the IRDP. The program provided
development incentives in support of the establishment, modernization
or expansion of manufacturing and certain other facilities. Its purpose
was to encourage firms to locate, modernize or expand in designated slow-
growth regions. An interdepartmental committee advised the minister on
offers of incentive assistance to applicants (generally only for projects with
capital costs of $2,000,000 and up).
Forms of assistance included:

¢ non-repayable and repayable incentives based on approved.capital costs
of at least $25,000 or approved capital costs of $5,000 with at least five
direct eligible jobs; and

¢ loan guarantees based on capital costs of at least $100,000, authorized
for most manufacturing and processing industries and a restricted
number of new commercial projects, with a maximum guarantee com-
mitment not exceeding 90 percent of the original principal amount of
the loan.

Textiles and Clothing

During the first half of the 1970s, considerable progress was made in reduc-
ing the proportion of imports (primarily textiles) governed by bilateral
agreements, but low-cost clothing imports made deep inroads. Canadian-
made clothing and certain textile industries were unable to compete with
low-cost imports, particularly from countries where trading was managed
by the government.
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The 1970 Textile Policy was introduced ‘‘to create conditions in which
the Canadian textile and clothing industries continue to move progressively
toward viable lines of production on an increasingly competitive basis inter-
nationally.”” The two major policy elements were restructuring and pro-
tection. The policy was introduced to meet the threat posed by imports,
against a background of changes in technology, production methods and
demand. Major features of the policy included the following elements:

o the Textile and Clothing Board (to ensure that protection was linked
to restructuring);

e the Fashion Design Assistance Program;

e the Adjustment Assistance Benefits Program for Displaced Workers;

« the Bilateral Arrangements and Export Promotion Program; and

o the establishment of development and productivity centres for the tex-
tile and clothing industries.

Support was available under the former General Adjustment Assistance
Program for guarantees and loan insurance, special case loans, and grants
for consulting costs related to restructuring plans. Special protective
measures were available in cases of actual or threatened serious injury from
low-cost imports (in cases where adjustment plans were acceptable).

The Textile and Clothing Board had the power to conduct inquiries to
ensure that import protection was linked to restructuring, and to recom-
mend special protection measures to the Minister of IT&C upon submis-
sion by producers of acceptable adjustment plans. A major program to
promote exports through trade fairs, shows and missions was launched
for the clothing and textile industries. Aided by the fashion explosion of
the late 1960s, the Fashion Design Assistance Program attempted to
develop Canadian designers and to enhance the Canadian fashion design
image domestically and internationally through Fashion Canada Mode.

The 1981 Update of the 1970 Textile Policy was announced by the federal
government in June 1981 for the Canadian textile and clothing industries.
The policy allocated $250 million over five years to restructure, rationalize
and modernize the domestic industries while ensuring continued adequate
levels of protection during the adjustment period. It also provides
assistance to communities and workers affected by foreign competition
in these industries through the creation of the Canadian Industrial Renewal
Board (CIRB) to administer the Sector Firms Program (restructuring) and
Business Industrial Development Program (community assistance), a
worker assistance program (administered by CEIC) and the renegotiation
of bilateral arrangements with state-trading countries or countries pro-
ducing low-cost goods for a five-year period ending December 31, 1986
(administered by External Affairs).

The objectives of the programs under the CIRB are:
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¢ to promote the revitalization of the textile, clothing and footwear
industries;

» to develop an internationally competitive textile and clothing industry
and thereby gradually reduce the need for special measures of protection;

« to promote the strengthening and diversification of the economic base
of regions heavily dependent upon these industries; and

¢ to assist workers displaced as a result of industrial adjustment.

CIRB assistance takes the form of contributions for viable companies and
projects.

Under the Business and Industrial Development Program, particular
regions heavily dependent on textiles, clothing and footwear are identified
as ‘‘special’’ areas. These areas are given special priority under the pro-
gram. In addition to all federal services to industry, CIRB offers investors
in special areas the following forms of assistance:

« contributions of up to 75 percent of consultant costs for developing
restructuring and modernization plans, developing feasibility studies for
mergers and acquisitions, and developing proposals to establish
manufacturing, processing or other commercial activities;

« contributions of up to 50 percent of capital and pre-production expenses
of projects to restructure or establish manufacturing or processing activ-
ity in designated communities; and

 loans of up to $1.5 million, and loan insurance of up to 90 percent for
mergers and acquisitions.

The CIRB also provides assistance in the form of contributions of up to
100 percent of consultant costs for the creation of long-range industrial
development plans for designated communities. Portable wage subsidies,
mobility assistance, enhanced training allowance incentives and early retire-
ment benefits for laid-off workers are administered by CEIC. In addition,
the Multi-Fibre Arrangement (1I), allowing restraints on cotton textiles
and products and wool and man-made fibre textiles and products was
renewed for the 1982-86 period. Bilateral arrangements covering a wide
range of low-cost clothing imports have been negotiated for the same
period.

Footwear and Tanning Industries Adjustment Program

The Footwear and Tanning Industries Adjustment Program was intro-
duced in 1974 in response to intense competition from low-cost imports.
It was administered initially by the General Adjustment Assistance Pro-
gram Board and later by the Enterprise Development Board until 1981.
The program provided no formal mechanisms for establishing bilateral
import restraint arrangements, relying instead on Canada’s use of global
quotas on all or on certain footwear imports, along with normal tariff
protection. Major features of the program included the following elements:
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¢ establishment of a Development and Productivity Centre;

o establishment of the Adjustment Assistance Benefits Program for
Displaced Workers (administered by the Department of Labour);

e export promotion assistance; and

e improved market analysis and information.

The objective of the program was to provide companies with financial
assistance through grants of up to 80 percent of the consultant costs for
review and implementation of restructuring plans. It also provided direct
loans for mergers and the acquisition of new equipment. In addition, the
Footwear and Leather Institute of Canada was established in 1976 to pro-
vide companies in the industry with specialized services covering produc-
tivity improvements, marketing, personnel and financial management. Fur-
thermore, various quotas were introduced by the government covering a
range of footwear.

On November 24, 1981, following a determination of serious injury from
imports, the federal government announced a new policy for the Cana-
dian footwear and tanning industries comprising a $17 million financial
assistance program to be administered by the Canadian Industrial Renewal
Board, with a three-year global quota of 34.1 million pairs on all imports
of non-leather footwear including canvas for the period December 1, 1981
to November 30, 1984.

The objective of this adjustment policy is to restructure and rationalize
the domestic footwear and tanning industries in order to reduce the indus-
try’s reliance on quantitative import barriers and to assist communities
and workers affected by foreign competitors. The objective of a global
quota is to provide a more stable market in Canada, especially in the face
of severe competition from low-cost imports, so that the domestic footwear
industry can continue to restructure and modernize.

Industry restructuring is assisted through the Canadian Industrial
Renewal Board’s programs for firms in specific industry sectors. Com-
munity diversification is offered through the CIRB’s Business and Indus-
trial Development Program, and worker assistance is offered through pro-
grams administered by the Employment and Immigration department.

Pulp and Paper Modernization

As a result of competitive difficulties, the shortfall in capital investment,
technological changes in machinery, new products and changing wood
resources, the federal government and concerned provincial governments
decided that there was a need to upgrade and modernize existing facilities
in the pulp and paper industry. The purpose of the program was to
stimulate investments in order to improve the viability and efficiency of
the industry and to provide assistance for cost-reduction and moderniza-
tion in order to improve the industry’s competitiveness.
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Through various cost-sharing subsidiary agreements with New-
foundland, Nova Scotia, New Brunswick, Quebec and Ontario, $276
million was budgeted for capital costs of projects under this program over
a five-year period starting July 1980. The program provides incentive grants
of up to 25 percent of capital costs for modernization, efficient utiliza-
tion of energy resources, and pollution abatement of primary pulp and
paper facilities.

Shipbuilding Industry Assistance Program (SIAP)

Federal assistance to the shipbuilding industry has been provided by a series
of subsidy programs. The Shipbuilding Industry Assistance Program,
which replaced the Ship Construction Subsidy and the Shipbuilding Tem-
porary Assistance Program, provides incentives for improved performance
through increased productivity and efficiency. SIAP was introduced in 1975
when the world shipping industry encountered serious difficulties resulting
in part from increased oil prices, a downturn in world trading activity and
defensive support measures by most shipbuilding countries.

In part, the government motives for the introduction of the program
are based on the desirability of maintaining employment and the need for
a marine infrastructure to support Canada’s role as a world trader. Arc-
tic sovereignty is also a factor. The objective of the program is to main-
tain and improve the industry’s viability and competitiveness in bidding
for new domestic and foreign orders in the face of foreign competition.
Program assistance includes:

 asubsidy of the approved cost of a vessel built or converted in Canada,
beginning with 17 percent, declining by 1 percent in each successive year
until it reached 9 percent; however, from February 1977 to June 1980,
the rate was reset at 20 percent, reverting after this date to 9 percent;

¢ a productivity improvement credit of 3 percent of the cost of vessels
entitled to a subsidy or vessels purchased by the federal government,
payable through a matching grant of 50 percent in cases where an equal
investment was made by a shipyard for approved performance improve-
ment leading to an upgrading of facilities.

Automotive Adjustment Assistance Program (AAA)

The purpose of the Automotive Adjustment Assistance Program was to
assist Canadian automotive producers in expanding their operations and
making them more efficient. The program was introduced as a result of
the Canada-United States Automotive Products Agreement, which created
an entirely new trading environment for automotive parts manufacturers.
Under it, new cars produced in North America could be transported
between the two countries without duty, provided that certain production-
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to-sales ratios and Canadian value-added requirements were met.

AAA was administered by the Adjustment Assistance Board from 1965
to 1977. The Board had a private sector chairman and included the deputy
ministers of finance, labour, national revenue, customs and excise, and
industry, trade and commerce.

Forms of assistance provided under the program included:

¢ loans to automotive parts manufacturers and suppliers of materials,
accessories and tooling used in the industry;

e a tariff remission application review system to remit duties on imported
production machinery and equipment which was not available from
Canadian producers within the time needed to meet production
schedules; and

e benefits paid to laid-off automotive workers certified by the Adjust-
ment Assistance Board administered under the Department of Labour’s
Transitional Assistance Benefits Regulations.

During the 1970s, regulations concerning automobile emissions, safety,
fuel economy, imports and down-sizing have placed more pressures on
automotive parts producers as the North American and world automotive
markets changed.

Appendix C
Program Activities with Some Impact on Adjustment

Industrial Energy R&D Program (IERDP)

The IERD Program encourages research and development of new and
improved processes and equipment that will reduce energy consumption
in industry and ensure the widest possible use of this technology. It was
initially administered by IT&C and is now directed by the Department of
Energy, Mines and Resources. The program provides contributions of up
to 50 percent of the total estimated cost of approved projects excluding
capital expenditures associated with building, machinery and laboratory
equipment. Contributions provided in 1981-82, prior to the introduction
of the National Energy Program, were $0.6 million. In 1982-83, the figure
reached $2.7 million.

Support for Technology-Enhanced Productivity (STEP)

STEP, introduced in January 1982, was designed to enhance productivity
in Canadian industry by encouraging the use of new electronic-dependent
production, process and design technologies and the use of micro-
electronics to improve quality and create new products. It was initially
administered by IT&C, and is now subsumed under IRDP. Financial incen-
tives were available to support consultant studies to examine the feasibility
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of applying modern electronic-based technology to manufacturing and
design processes and products. Depending on the type of project, assistance
could be as high as 100 percent. Financial assistance was also available
for R&D and capital investment projects that could substantially enhance
Canadian supply capability in electronics and production automation
technology. Maximum contributions were 75 percent of R&D, 50 percent
of equipment costs and 15 percent of building costs. Expenditures under
STEP in 1981-82 amounted to $8.5 million.

Duty Remission

A number of duty remission (or waiver) programs exist, covering the
following items: machinery, power cruisers, front-end wheel loaders, shir-
ting fabric, televisions, Singer sewing machines, automotive components,
and off-highway vehicles. The programs, originally directed by IT&C, are
now under DRIE auspices. The machinery program, for example, encour-
ages modernization investment by assisting the acquisition of advanced
production equipment at the lowest possible cost through the remission
of duty on machinery not available from Canadian manufacturers. Sales
tax is also reduced via the reduced duty-paid value.

Program for Export Market Development (PEMD)

PEMD provides incentives for Canadian firms to enter export markets for
the first time or to expand into new export markets, by sharing costs incur-
red. Formerly administered by IT&C, it now falls under the jurisdiction
of the Department of External Affairs, but is delivered largely through
DRIE. Assistance is available for export initiatives such as:

 specific project bidding;

+ market identification;

e trade fair participation;

e incoming buyer visits;

 development of export consortiums; and

* establishment of a permanent presence in foreign markets.

In addition, assistance is available for the export-related activities of non-
profit organizations and for agriculture-related activities, specifically fish
and food.

Under PEMD, the federal contribution is repayable at specified terms
if export sales are achieved as a result of the assistance. PEMD provided
approximately $27 million in contributions to export market development
in 1983-84.

Montreal Special Area Program

The Montreal Special Area Program provided financial incentives for the
establishment, expansion and modernization of facilities in two areas:
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Metropolitan Montreal and the non-metropolitan region. It was formerly
administered by DREE and is now subsumed under IRDP. The maximum
level of assistance was 25 percent of approved capital costs.

Institutional Assistance Program (IAP)

IAP provided financial support to non-profit institutions offering special-
ized services to industry, or to fund activities or studies which foster indus-
trial development in Canada. It is now subsumed by IRDP. Money was
provided to a wide variety of institutions to enable them to provide research
on a fee-for-service basis to industry. Support was conditional on the insti-
tute’s achievement of self-sufficiency within a reasonable period of time.
The program also provided scholarships, and funding for special studies
and university courses.

Small Business Loans Act (SBLA)

Under the provision of the SBLA, all chartered banks and other approved
lenders are authorized to make guaranteed loans to small business enter-
prises for the purchase or modernization of equipment or premises and
the purchase of land. The program term has an expiry date of March 1985.
It was administered initially by IT&C and is now administered by DRIE.
The loan rate is set at 1 percent above prime. A maximum of $100,000
in loans can be outstanding at any one time.

Loans can be used to finance up to 80 percent of the cost of fixed or
movable equipment, and 90 percent of the cost of the purchase or con-
struction of new premises, renovation and the purchase of land. In 1984,
the government guaranteed over $939 million in respect of over 33,000
small business loans.

General Development Agreements (GDA)

GDAs provide flexible mechanisms for federal-provincial coordination of
developmental programming. They have been in force in each province
except Prince Edward Island, where a Comprehensive Development Plan
is in place. GDAs had a 1984 expiry date, after which DRIE was to negotiate
new Economic Regional Development Agreements.

Defence Industry Productivity Program (DIPP)

In 1959, the federal government made a deliberate decision to end domestic
development of major weapon systems with the cancellation of the Avro
Arrow fighter program. To maintain the defence technology base and to
support the Canada/U.S. Defence Production Sharing Agreement, it was
deemed necessary to provide industrial assistance to replace the weapons
development programs administered by the Department of National
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Defence. It was in this context that the DIP Program was initiated in 1959.
Formerly delivered through I1T&C, it is now delivered through DRIE.

The objectives of the DIP Program are:

the promotion of economically viable defence exports and related civil
exports;

the maintenance of a defence industrial base in Canada; and

the development and maintenance of an advanced technological capabil-
ity in the industry.

The types of support provided by the DIP Program are as follows:

innovation project development for new products for export, generally
called R&D projects, with federal funding of up to 50 percent and usually
no more than 35 percent;

capital assistance for upgrading Canadian manufacturing equipment in
defence-related companies, generally called Capital Assistance projects,
with federal funding of up to 50 percent and usually no more than 35
percent;

source establishment for helping Canadian companies to absorb non-
recurring front-end contract costs when competing against the U.S.
defence industry, generally called Source Establishment projects with
federal funding of up to 50 percent and usually no more than 35 per-
cent; and

market feasibility studies to determine the market for an existing prod-
uct, or to determine characteristics required to fill a market need, with
federal funding of up to 50 percent and usually no more than 35 percent.

Grants and contributions in 1983-84 amounted to $144.2 million.

Notes

This paper was prepared for the Symposium on Domestic Adjustment to Trade Policy Changes
and External Shocks, held by the Royal Commission on the Economic Union and Develop-
ment Prospects for Canada on January 27, 1984. Revised in January 1985.
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10

Exchange Rates, Financial Markets and
Trade Liberalization

Summary of the Proceedings of a Research Symposium

RODERICK HILL

In raising the issue of the reduction of Canada’s trade barriers, whether
this is part of a bilateral or multilateral reduction in protection, or part
of a unilateral move toward free trade, policy makers must consider the
way in which the exchange rate would respond to such action. In turn,
movements in exchange rates may effect trade policy through their effects
on the international competitiveness of domestic industries and the
pressures for protection felt by policy makers.

The links between trade policies, exchange rates, capital flows and finan-
cial markets are typically downplayed or even ignored in the traditional
textbook approach to international trade theory. In the long run, monetary
factors are assumed to have no influence on real trade flows, and so the
links between exchange rates and trade policy are assumed not to be wor-
thy of further study.

Recently, however, as floating exchange rates have become more
widespread, the short-run links between trade policies and exchange rates
have attracted more attention. The large U.S. fiscal deficit, high U.S. inter-
est rates, and large capital inflows into the United States have made it
clear that volatile and perhaps fundamentally misaligned exchange rates
can generate pressures for increased protection. The worry is that protec-
tion generated by those factors may not be easy to remove once the
misalignment is corrected. Present U.S. fiscal policies therefore pose two
issues for Canadians through the links to exchange rates and interest rates.
What are the consequences for Canada from what many observers claim
is a significant misalignment between major currencies? And how will this
affect the trade policies of Canada’s major trading partner?

However, this does not exhaust the issues for Canadians arising from
these linkages. Another set of questions concerns the possible effects of
changes in trade policy on capital markets and on transborder capital flows.
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Will capital that has been attracted into Canada by Canadian protective
barriers leave? Several different forms of trade liberalization are poten-
tially open to Canada: unilateral free trade, and bilateral or multilateral
free trade agreements. It might therefore be asked whether the nature and
organization of financial and capital markets makes one form of trade
liberalization more or less desirable than another. Would exchange rate
effects have to be taken into account and, if so, would one exchange rate
policy make trade liberalization more attractive than another?

On February 10, 1984, the Research Advisory Group on Trade Policy
(Economics) held a research symposium on exchange rates, financial
markets and trade liberalization. The purpose of the symposium was to
examine these issues and their consequences for Canadian international
trade policy.

David Richardson presented a paper examining the links between
exchange rates and trade policy, demonstrating that resource misalloca-
tions can result from exchange-rate misalignment and volatility. In the
same session, John Williamson discussed the nature of currency
misalignments, the response of trade flows to them and the costs involved.
Both Richardson and Williamson evaluated various possible policy
responses to the currency misalignments that they believe are present in
the current global situation, and both agreed that central banks in several
countries should jointly act to stabilize exchange rates.

In a subsequent session, Michael Parkin examined the consequences of
a Canadian move toward unilateral free trade under either fixed or flexi-
ble exchange rates, and also under the exchange rate policies that the Bank
of Canada has followed in recent years. He stressed that maintaining a
predictable and widely understood monetary policy on the part of the cen-
tral bank was far more important for capturing the gains from freer trade
than the choice of fixed or flexible rates. In a companion paper, David
Longworth considered whether or not undesirable short-run exchange rate
responses might occur after a bilateral free trade agreement with the United
States. The options available to the Bank were also examined. Russell
Boyer analyzed what might follow a move to unilateral free trade under
fixed and flexible exchange rate regimes. He asked whether it was possi-
ble to overshoot the new equilibrium exchange rate if flexible rates were
chosen. The last paper of the symposium was presented by David Burgess,
in which he considered the impact of both unilateral free trade and bilateral
free trade with the United States on foreign direct investment (FDI) flows
into Canada. He stressed that whether FDI increases or decreases as a con-
sequence of trade liberalization, it is the real income gains resulting from
freer trade which are of primary importance in improving the welfare of
Canadians. In his opinion, whatever the desirable flow of inward invest-
ment into Canada, it should be achieved through instruments other than
trade policies.
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This paper summarizes the main points made both in the papers
presented and in the discussion they generated. The various sections deal
with the issues of misalignment and volatility of exchange rates and with
their implications for trade policy, the consequences of more liberal trade
policies both for exchange rates and the choice of exchange rate regime,
and the effects on direct investment of either unilateral or bilateral free
trade. The papers presented at the symposium by Richardson, William-
son, and Longworth are also included in this volume. The paper by Burgess
appears in Canada-United States Free Trade, Volume 11 of the Commis-
sion’s research series.

Misalignment of Exchange Rates
and Protectionist Pressures

In an open economy such as Canada’s, the exchange rate is an important
variable. Its short-run volatility may have undesirable effects on resource
allocation as would its misalignment against other currencies.

In his paper, Williamson defined misalignment as a persistent depar-
ture of the exchange rate from its long-run equilibrium value. This long-
run or ‘‘fundamental’’ equilibrium should be regarded as the average,
trade-weighted, real exchange rate expected to generate a current account
surplus or deficit equal to the underlying capital flow over the business
cycle.! Richardson similarly defined misalignment as a situation in which
the current value of the exchange rate differs from its expected long-run
equilibrium value.

Although there was disagreement among symposium participants about
whether or not misalignments occur, if they do indeed occur, it was agreed
that these could only be explained by different speeds at which various
markets clear in response to shocks. Not all markets clear instantaneously,
as a result of rigidities of various kinds. Markets that clear relatively quickly
are spot or auction markets. Financial and commodity markets are the
most common examples. However, spillovers from more slowly clearing
markets to the faster-clearing ones can cause misalignments in financial
markets, including foreign exchange markets. However, if further shocks
beyond those originally occurring are not encountered, the exchange rate
will converge on its long-run equilibrium value, and the sluggish variables
in other markets will adjust and the misalignment will vanish. But, if the
shocks recur often, then misalignments may remain for some time.

Only if the spillovers of sluggish adjustment into financial markets are
long enough and sharp enough can it be said that the misalignment of
exchange rates will cause serious resource misallocation problems. William-
son pointed out, for example, that an overvaluation is equivalent to a tem-
porary uniform export tax and import subsidy. How temporary it is, in
the view of economic agents affected, is the important issue. If there are
adjustment costs involved in changing trade flows, exchange rate changes
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perceived as temporary will have little effect. However, if a temporary
misalignment is perceived as being permanent, then deviations of the
exchange rate from its long-run level may induce costly misallocations.

Irrationality was also cited by some symposium participants as a possi-
ble contributing factor to misalignment. However, to the extent that it
exists at all, it was seen to be likely of secondary importance empirically.

Williamson referred to the 1975-76 period during which the Canadian
dollar was overvalued as an example of possible exchange market irra-
tionality. He felt that there are often all too few market participants who
form their expectations using the fundamental determinants of the
exchange rate. It is difficult to say, however, whether the 1975-76 episode
resulted in important misallocations and hence significant losses.
Longworth suggested that the costs of episodes such as this can be signifi-
cant if the volatility of exchange rates is such that it becomes, in effect,
a significant misalignment. He also referred to the value of the Canadian
dollar in the summers of 1981 and 1982 as evidence of periods of possible
overreaction by exchange markets.

In his paper, Longworth stated that exchange rates may also be affected
by expectations formed using inappropriate forecasting models of the
economy. Or else, ‘‘fads’ may occur, as market participants shift from
the use of one model to another in forming their expectations. Speculative
bubbles are also a possibility.

Under flexible exchange rates, short-run volatility in exchange rates can
exist without causing problems for trade policies. Experience with flexi-
ble rates has shown that, over short periods of time, rates can exhibit large
and sudden changes relative to what is happening to their long-run or fun-
damental determinants. Also, the timing of exchange rate changes fre-
quently does not correspond to the timing of changes in the underlying
fundamentals.

After raising these apparent puzzles, Richardson explained that they
can be largely resolved by taking a broader view of what the fundamental
determinants of the exchange rate actually are. He saw the distinction
between flexible and sluggish economic variables as important here. Seem-
ingly puzzling exchange rate changes can be explained by the response of
exchange rates to unobservable variables, such as expectations and errors
in forecasting the fundamental determinants.

Exchange rate volatility introduces additional ‘‘noise’’ into the economic
system, but only when misalignments prevail for significant periods of
time, or when exchange rate volatility is pronounced, do exchange rates
lead to sharp and undesirable effects on resource misallocation. While
firms can use forward exchange markets to protect themselves against
short-run exchange rate volatility, they cannot protect themselves against
a sustained and unexpected depreciation or appreciation. As Williamson
put it, firms which would be competitive in the longer run may find
themselves in the company of truly uncompetitive firms in a protectionist
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lobby. This situation may add plausibility to protectionist requests.

Prolonged under- or overvaluation of a currency can be undesirable.
As Richardson said, undervaluation can induce resources and workers to
flow to tradable goods sectors, even though their presence cannot be sup-
ported by the market in the long run. Overvaluation causes a flow out
of the tradable goods sector. The adjustment costs involved in moving
resources between sectors have to be considered, along with the changes
in productive capacity that long-run equilibrium behaviour may not justify.
Further costs can potentially arise if changes in trade policies are induced
through lobbying by workers and by firms suffering under temporarily
adverse conditions associated with a misalignment.

If a temporary overvaluation results in new import protection and/or
export promotion policies, it is possible that these policies will not be
removed when the conditions that warranted them are reversed. However,
as one symposium participant pointed out, this need not be the case. Exam-
ples of past experience with temporary import surcharges for balance of
payments reasons suggest that they are indeed subsequently removed.

Neither Richardson nor Williamson favoured the use of temporary trade
policies in situations of misalignment. Richardson emphasized the dif-
ficulties of credibly guaranteeing the temporariness of such policies. If
temporary trade policies become permanent, what began as a temporary
distortion (the misalignment) will be converted into a permanent one (new
trade barriers).

Williamson, agreeing with Richardson, stressed the second-best nature
of using trade policies to offset the effects of a misalignment. He pointed
out that it is difficult to design subsidies for exports and tariffs for imports
that would accomplish this without distorting trade flows. As the domestic
currency would likely be misaligned by differing amounts with respect to
different currencies, policy makers would wish to discriminate between
trade flows to different countries, which is a practice not permitted under
GATT rules. Finally, changes in the trade flows induced by the temporary
trade policies could drive the exchange rate even further from its long-
run equilibrium value.

The current and recent sizes of the misalignments that are creating
pressures for protection were also examined at the symposium. In his
paper, Williamson claimed that misalignment between major currencies
could now be as high as 25 percent. In his opinion, the Canadian dollar
(as of mid-1983), however, seemed close to its long-run equilibrium value.
As this value is trade-weighted and the currencies of Canada’s trading part-
ners are misaligned, according to Williamson’s calculations, this would
have left the Canadian dollar overvalued by roughly 5 percent against the
yen, 16 percent against European Monetary System currencies and under-
valued by about 8 percent against the U.S. dollar. Because these curren-
cies are misaligned with respect to each other, it is impossible for Canada
to simultaneously achieve appropriate bilateral exchange rates with all of
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our important trading partners. Only if the commodity composition of
trade with all of them is the same will these bilateral misalignments have
no aggregate effect.

Several other participants suggested that the bilateral rate against the
U.S. dollar was about right. This would leave the Canadian dollar
somewhat overvalued in trade-weighted terms.

As well as the costs of misalignment outlined above, Canada can suf-
fer from other effects. For example, restrictive trade policies introduced
by our trading partners as a result of misalignment can have harmful con-
sequences for Canada. According to both Richardson and Williamson,
some of the recent trade frictions between the United States, Japan and
Western Europe have been caused by exchange rate misalignments. In the
cases of agriculture, automobiles and steel, for example, such frictions
have arisen, although the latter two industries also have deeper structural
problems in the United States which the exchange rate pressures intensify.

There was fairly broad agreement among participants about the causes
of current exchange rate problems. While some were willing to give market
irrationalities a role, an inappropriate U.S. monetary and fiscal policy mix
was cited as the primary cause. This mix of loose fiscal policy and tight
monetary policy was viewed as not sustainable in the long run. Very
substantial capital inflows into the United States are currently financing
a heavy demand for credit and keeping the exchange rate at a high level.
As Williamson argued the case, being a net debtor to the rest of the world
is not a natural position for the world’s most capital-rich country. Sooner
or later, a current account surplus will be necessary to restore the U.S.
asset position abroad.? The duration of the current misalignment cannot
be predicted but in Williamson’s view it will eventually unwind, especially
since the U.S. budget deficits cannot last forever.? Williamson believed
that the longer the misalignment persists, the more the long-run equilibrium
exchange rate will be overshot in the other direction as realignment occurs.
In the meantime, if the U.S. budget deficit is perceived to be a long-term
problem, misalignment may well persist and protectionist pressures on U.S.
trade policies will continue.

Policy responses to the misalignment problem were also discussed dur-
ing the symposium. Williamson saw the appropriate policy response as
being dependent upon the source of the misalignment. If market irration-
ality is at fault, the misalignment itself has no benefits: its costs through
induced misallocations are all that need be considered. If, however,
domestic macroeconomic policies are the source of the misalignment, the
trade-offs between exchange rate volatility, the domestic macroeconomic
targets, and the variability of official reserves must be considered.

There was general agreement that, if misalignment problems are caus-
ed by asset market shocks, then the best recourse is through an asset market
response. Its aim would be to stabilize the exchange rate around its
equilibrium value. If successful, this would avoid unexpected exchange
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rate changes that adversely affect resource allocation and increase pro-
tectionist pressures. Assuming the mobility of financial capital across
national borders and the reasonable accuracy of forecasting of expected
inflation rates, Richardson demonstrated that attempts to stabilize
movements of exchange rates around trend values are best achieved
through efforts to stabilize interest rate differentials between countries.
As Richardson put it:

It suggests [a] linkage between what is sometimes considered a concern of
financial policy — the divergence of real interest rates from global levels —
and what is usually considered a concern of trade policy — trends in interna-
tional competitiveness. It also suggests that small, financially open nations
may have on the one hand little policy control over real exchange rates . . .
and on the other hand little need for such policy control. Movement of real
exchange rates for such countries may be quite small . . . since international
arbitrage seems likely to minimize divergences of home real interest rates from
dominating global levels.

If the above describes the Canadian situation, it also suggests that there
is little that Canada can do on its own to affect the real exchange rate
of the Canadian dollar.

Joint action by a number of central banks is the course advocated by
both Richardson and Williamson. They saw this as a more effective way
of dealing with misalignments than individual actions by central banks
to stabilize exchange rates. Williamson suggested a ‘‘target zone
approach,’ whereby countries would announce target zones of about 10
to 20 percent around a set of mutually consistent exchange rates. They
would intervene in the foreign exchange market to prevent movements
of rates toward the edge of the zone. Countries would not be obligated
to defend their zone in all circumstances. Some latitude would have to
be given for independent monetary policy and to allow for the uncertain-
ties in estimates of the equilibrium exchange rates. Richardson also stressed
that such schemes must deal with the fundamental problem of the credibil-
ity of both the exchange-rate targets and the commitments. The problem
is the stability and credibility of government financial policy, not whether
intervention is intrinsically ineffective.

Symposium participants also discussed -what form intervention in
exchange markets should take for maximum effectiveness in influencing
the exchange rate in the short run. The alternatives are unsterilized, partly
sterilized or completely sterilized intervention. Unsterilized intervention
involves the open market purchase or sale of official reserve assets. This
is also a form of domestic monetary policy since the domestic money supply
is altered. Sterilized intervention differs from unsterilized intervention
because the effects from the former on the domestic money supply are
offset by open market purchases or sales of domestic securities (or
equivalent operations) to leave the domestic money supply unaffected.4
The net result is a change in the share of assets denominated in domestic

Hill 249



and foreign currencies in asset portfolios. Partial sterilization does not
entirely eliminate the effects on the domestic money supply.

Unsterilized intervention is a credible policy if the purpose is to
demonstrate that stable exchange rates are indeed a goal of domestic
monetary policy. If the government’s target is credible, unsterilized inter-
vention will be effective, and private capital movements themselves can
stabilize exchange rates. However, as Longworth pointed out, whether
central banks would choose to use monetary policy to affect exchange rates
would depend on many factors, including the state of inflationary expec-
tations; the slackness of labour markets; the degree of capacity utiliza-
tion; the effects of such action on other targets of monetary policy; uncer-
tainty over the value of the long-run exchange rate; and the extent of the
misalignment.

Sterilized intervention was generally regarded by symposium participants
as a weaker tool to use to achieve exchange rate targets. Its effectiveness
depends on the degree of substitutability between assets denominated in
different currencies. If the assets are not perfect substitutes, a change in
relative asset supplies will change relative asset prices, including exchange
rates. Longworth argued that there is evidence supporting the effectiveness
of sterilized intervention as a short-run smoothing device; he found such
a policy useful if some market irrationality is believed to be behind
exchange rate misalignments. Such a policy works because of imperfect
asset substitutability in the short run.

Both he and other symposium participants felt that the empirical
evidence indicates that asset substitutability in the longer run is much closer
to being perfect.’ Even more than with unsterilized intervention, there
may be a credibility problem to be dealt with. Some participants felt that
massive intervention would be required in the long run to have any effect
on exchange rates, and even then the effects could be small. However,
Richardson pointed out that it is an empirical matter of asset substitutabil-
ity; if not all assets influence the exchange rate, official reserves, small
though they may be relative to the total size of cross-boundary flows of
financial capital, may be sufficient to have an effect on misalignments,
even in the long run.

Partial sterilization, which also has impacts on domestic monetary con-
ditions, is the course Williamson believed to be more effective than steril-
ized intervention. It also involves a lower variability of reserves than would
occur with completely sterilized intervention.

Whether attempts to correct perceived misalignments can be successful
remains an open question. Issues raised at the symposium concerned the
difficulty and uncertainty involved in estimating long-run exchange rates,
and thus in determining the extent of misalignment. Some cautioned that
care must be taken when planning possible changes to improve on the
market outcome. What certainty is there that the current level of borrow-
ing by the U.S. from the rest of the world is not a manifestation of the
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underlying long-term capital flow that helps determine the long-run
equilibrium exchange rate?

There are also paradoxes apparent in the empirical literature on the sub-
ject: real interest rate differentials between countries cannot explain some
cases of large misalignments that apparently exist. It is unclear then what
fraction of misalignments may be due to market irrationalities.

In any event, it was generally agreed that Canada can do little on its
own. Even if the Canadian exchange rate were approximately at its long-
run equilibrium level, there would seem to be no acceptable means available
for trying to offset the effects of misalignments among the currencies of
Canada’s trading partners. Williamson concluded that, because of its size,
Canada seems to have a stronger national interest in promoting reform
of the international monetary system rather than in trying to offset the
effects of exchange rate misalignments case by case.

Trade Liberalization and Exchange Rate Policy

The symposium then turned to a further set of questions regarding the
consequences to Canada of measures to liberalize trade in the years ahead,
be they unilateral, bilateral, or multilateral. Will problems with exchange
rate behaviour arise? Will the Canadian dollar fall or rise and can exchange
rate behaviour become unstable? Would liberalized trade policies alter any
preference between fixed and flexible exchange rate regimes? And what
would be the appropriate stance of monetary policy in a post-liberalization
adjustment period? These and related questions were addressed in papers
presented to the symposium by Boyer, Longworth and Parkin; the paper
by Longworth is included in the present volume.

Boyer examined what might happen under a movement by Canada
toward unilateral free trade. He defined trade liberalization as a uniform
reduction in both tariffs and export subsidies. Under this treatment, import
tariffs and export subsidies take the form of a ‘“‘border tax,”” where the
same rate applies to all goods. Canadian trade policies are not in fact of
this form; tariffs, non-tariff barriers, and export subsidies vary widely
amongdifferent goods, and in general export subsidies are lower than our
protection against imports. This assumption does, however, simplify the
problem of analyzing what the new, post-liberalization situation might
look like.

Boyer considered a lowering of these border taxes by Canada under both
fixed and flexible exchange rate regimes. The effects under fixed rates are
equivalent to a depreciation in the exchange rate. To restore equilibrium,
all nominal prices fall by the amount of the reduction in border taxes.
All real variables, including output in Canada and trade flows remain
unchanged.

Under flexible rates, the reduction in border taxes is exactly offset by
a depreciation of the exchange rate by the same percentage. External
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balance is maintained and all other variables are unchanged. While the
long-run effects are thus the same under a fixed or flexible-rate regime,
Boyer pointed out certain short-run advantages in opting for flexible
exchange rates in avoiding deflation with its consequent risk of short-run
unemployment.

In his paper, Parkin also analyzed the consequences of a unilateral move
toward freer trade by Canada, but one involving a lowering of tariff and
non-tariff barriers, rather than changes in uniform border taxes. While
noting that unilateral free trade was not likely to actually occur, Parkin
believed that, from the point of view of monetary policy, trade liberaliza-
tion in whatever form it takes does not present any major problems.

In the fixed-rate case, starting from a position of long-run equilibrium,
the removal of trade barriers will cause the prices of imported goods (and
thus the general price level) to decline. The demand for imports will rise,
and the trade account balance will deteriorate. This generates losses of
reserves. Faced with this situation, the Bank of Canada can either main-
tain its initial stock of foreign exchange reserves or allow it to decline.
For simplicity, Parkin assumed the former, and supposed that the Bank
will sell enough domestic securities to temporarily raise domestic interest
rates relative to rates elsewhere. (In the long run, no difference between
domestic and foreign real interest rates can persist.) A capital account
surplus is produced which, if the domestic rates rise enough, will match
the current account deficit. Assuming a constant nominal money supply,
the initial fall in the price level will reduce nominal money demand,
resulting in an excess supply of money. During the ensuing adjustment
period, this is eliminated as the money supply falls while the Bank main-
tains its reserves.

The new equilibrium will have a lower price level (because of the initial
fall in prices of imported goods), a lower money stock, and a value of
the capital account of the balance of payments equal to the negative of
the current account. The same real adjustments stressed by conventional
trade theory analysis of the impacts of unilateral trade liberalization will
take place as resources are reallocated away from the import-competing
sector to the export and non-traded goods sectors. No further implica-
tions for the analysis arise from the monetary side; no complications enter
from exchange rate behaviour.

Parkin then analyzed the flexible exchange rate case. Here, the impact
effect of unilateral free trade will be the same as with the fixed rate case:
import prices, and thus the general price level, fall (resulting in an excess
supply of money), and the trade balance deteriorates. Now, however, as
the central bank takes no action to support it, the currency depreciates
and import prices rise (as do the prices of all other goods), which restores
money market equilibrium. In this case, the eventual long-run equilibrium
is the same as that with a fixed exchange rate, but with a higher price level.
The same real adjustments as in the fixed exchange rate case will have
occurred.
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Judging from past Bank of Canada behaviour, Parkin believed that,
in the event of unilateral trade liberalization by Canada, the Bank would
likely adopt policies designed to achieve what it saw as a desirable path
for the exchange rate. To do this, the Bank would neither fix the exchange
rate, permitting the money stock to fall, nor fix the money stock, permit-
ting the exchange rate to depreciate. This response, a linear combination
of the extreme fixed and flexible cases, would lead to an outcome for the
exchange rate and price level between the outcomes in the two cases
analyzed by Parkin.

Parkin concluded that, given the similarity of both the adjustment paths
and the ensuing equilibria in these cases, the choice between these monetary
policies (including the exchange rate regime) was not a crucial factor.
Instead, he argued that the stability and predictability of the chosen policy
regime is the primary issue in easing the adjustments involved.

Exchange rate aspects of bilateral trade liberalization with the United
States are examined in the paper by Longworth. In this more complex
situation, one cannot say a priori whether the equilibrium exchange rate
would rise or fall. With unilateral free trade, removal of domestic trade
barriers tends to lower the exchange rate but, under bilateral trade
liberalization, the removal of the barriers of the foreign country tends to
have an offsetting effect. This uncertainty about the direction of the
exchange rate movement would also occur in the more complicated case
of multilateral trade liberalization, such as might result from a future
GATT trade negotiation.

Longworth based his remarks on the arguments made in the literature
on fixed versus flexible rates during the adjustment period following a
trade liberalization. This view, argued earlier by Harry Johnson, by Paul
and Ronald Wonnacott and during the symposium by Williamson and
Boyer, regards flexible rates as a better device to adjust the general price
level of a country to an equilibrium relationship with those of its trading
partners than the reliance a fixed-rate system places on relative domestic
inflation or deflation.

Possible problems that might occur in foreign exchange markets include
instability and overshooting. Most participants agreed with Longworth
that there would be no reason to believe that the bilateral exchange rate
would be unstable in the long run, if the monetary authorities in both
Canada and the United States had targets for the levels of nominal
variables. A trade liberalization would simply raise or lower the exchange
rate relative to its trend value.

Participants differed in their views on shorter-run impacts. Boyer saw
a relatively smooth transition of the exchange rate to the new equilibrium,
claiming that the exchange rate would not overshoot its new long-run
equilibrium. He also saw very little evidence to support the overshooting
hypothesis. Longworth, on the other hand, argued that, since real adjust-
ments take time, the reallocation of capital investments between industries
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required to re-establish long-run equilibrium could come slowly, and the
exchange rate could overshoot the long-run equilibrium position in the
short run.

As for possible short-run volatility, participants generally agreed that,
after trade liberalization of some kind, there will be considerable uncer-
tainty about the levels at which the new equilibrium relative prices would
settle. The exchange rate is no exception, especially in the case of bilateral
or multilateral liberalization, where even the direction of change is uncer-
tain. Some symposium participants felt that, in the presence of this uncer-
tainty, even perfectly predictable monetary policy might not lead to a
smooth adjustment in exchange rates. Longworth suggested that current
models may not be able to explain the full extent of the volatility that
has been observed in the past. He cited ‘“irrelevant information’’ and ‘‘bub-
bles’’ (referred to in the previous section) as possible reasons for excess
volatility in exchange markets.

If the adjustment period does generate what seems to the Bank to be
overly large movements of the exchange rate, the Bank could intervene
to smooth these fluctuations. It would have the choice between sterilized
and unsterilized intervention, whose respective merits are discussed above.
Longworth argued that sterilized intervention could act as a device for
smoothing the short-run exchange rate, but that unsterilized intervention
(monetary policy) would have to be used if the Bank wanted to offset a
prolonged deviation of the exchange rate from its long-run path. His opi-
nion was that the Bank would not have a fixed view about what the
exchange rate should be in such a case, recognizing that the objective of
a stable exchange rate has to be tempered by the concern to avoid attempt-
ing to stabilize the exchange rate at an arbitrary level that would not prove
viable in the long run.

It was also agreed that higher unemployment would likely occur dur-
ing the adjustment period following a reduction in trade barriers. Parkin
suggested that the reallocation of resources within and between sectors
when trade barriers are lowered would make this unavoidable. He also
cited recent work showing that the unemployment rate is largely deter-
mined by the size of the gross flows of labour between sectors. He sug-
gested that the Bank of Canada has used monetary policy in the past to
respond to some degree to high unemployment and might be expected to
do so again. But, given the nature of this transitory increase in unemploy-
ment, stimulative monetary policies in such circumstances would be in-
appropriate. They would merely result in an increased rate of inflation
and a depreciation of the exchange rate.

Trade Liberalization and Direct Investment Flows

A final issue taken up in the symposium concerned the possible conse-
quences of a lowering of Canadian trade barriers for foreign direct invest-
ment (FDI) in Canada. Many observers have long believed that much of
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the foreign investment currently in Canada is a response by foreign pro-
ducers to the tariff and non-tariff barriers in Canada. Under this view,
trade and foreign investment are substitutes; foreign firms have the choice
of supplying the Canadian market with exports from their home country
or of establishing branch plants here. The higher the trade barriers, ceferis
paribus, the more attractive the branch plant option. These observers argue
that the removal of trade barriers could induce the closing of branch plants,
and encourage foreign firms to supply the Canadian market from expanded
production abroad. In his paper for the symposium, Burgess examined
both this argument and other issues concerning the impact of trade
liberalization on foreign direct investment.

The first question raised by Burgess was whether or not a decision on
the merits of trade liberalization should depend on the effects of trade
liberalization on FDI. Burgess argued that it should not be the decisive
factor, since higher per capita real incomes result from freer trade, whether
FDI flows expand or contract. In his view, if FDI is thought to be desirable,
then it can be subsidized directly, but if it is seen as undesirable then it
can be taxed. In his view, the inappropriate way to proceed is to control
it indirectly through trade barriers.

Nonetheless, the impact on foreign investment is an important ques-
tion in discussing trade liberalization, and there are competing views about
the relationship between trade and FDI. Most standard trade theory sup-
ports the view that they are substitutes. Thus Canadian trade barriers would
appear both to reduce trade by shifting resources out of the sectors where
there is a comparative advantage, and to encourage FDI inflows by rais-
ing rates of return in protected sectors above those in the rest of the
economy. Under this view, trade liberalization will tend to reduce the stock
of FDI in Canada.

However, Burgess argued that this is not necessarily the case, as stan-
dard theory ignores some crucial factors. Since Canadian plants have
economies of scale that firms could utilize if the available market were
expanded, the response of a firm to a reduction in trade barriers will also
depend on what it produces. Furthermore, if Canadian plants produce
goods where local design and processing occur prior to sales, and where
their local reputation is important, they are less likely to leave if trade
barriers are lowered than are plants whose activities lack these
characteristics. These factors tend to make trade and FDI complements
instead of substitutes.

Since 1973, balance of payments statistics show that FDI outflows from
Canada have exceeded inflows. However, these statistics are of limited
use, as they fail to include reinvested earnings from existing foreign direct
investments. Thus, while Canada is gradually becoming a net capital
exporter in terms of official FDI flows, the large size of retained earnings
here (relative to those of Canadian investments abroad) are likely to keep
Canada a net capital importer for some time.
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The impacts of both unilateral and bilateral free trade with the United
States on FDI were discussed at the symposium. In the unilateral free trade
case, both Parkin and Burgess felt that a considerable outflow of FDI
might occur. The critical factor in this case is the continued existence of
foreign trade barriers. Significant economies of scale within the plant
would become the argument for complete plant closures in Canada with
supply of the Canadian market through exports from other countries.

Burgess devoted most of his attention to the case of bilateral free trade
with the United States. The impact of this on FDI involves many factors
and whether FDI will increase or decrease as a result cannot be known a
priori. Firms must consider the degree of security of access which any trade
agreement would offer before deciding whether to expand production in
Canada. Important considerations include the size of the Canadian market
relative to the minimum efficient scale of plant operation, and the degree
of economies of scale. If a Canadian plant has the same opportunities
to realize economies of scale as the comparable U.S. plant, there could
be risks in locating in Canada that could not be wholly eradicated, because
of the existence of the national border and the risks that U.S. trade bar-
riers could be reintroduced. In the most extreme case, where a single plant
could service the entire North American market, it would have to rely on
exporting 90 percent of its output if located in Canada, and only 10 per-
cent if located in the United States. Guaranteed access to the U.S. market
under such an arrangement therefore becomes critically important.

If this concern could be met, Canada would then become a more attrac-
tive location than previously for FDI seeking to serve a North American
market. This could also be the case for Canadian firms currently investing
in the United States. An effect of a Canada-U.S. free trade agreement
could be increased Canadian investment directed to Canada, potentially
displacing some foreign investment here.

Transportation costs would be a further factor in location decisions.
The issue here is whether the drift of population and industry to the
southwestern United States could be a factor working against FDI in
Canada under bilateral free trade. However, symposium participants
agreed that this trend will operate independently of whether or not there
is a bilateral free trade agreement. As one participant pointed out, there
are limits to the ability of the southwestern United States to expand.

A further issue discussed during the symposium was how foreign-owned
subsidiaries would actually react to a reduction in trade barriers. Burgess
considered a ‘‘worst case’’ scenario in which there are widespread plant
shutdowns and increased imports of manufactured goods result. As it
seems that there would be limits to the capacity of the resource sector to
absorb the labour and capital that would be released, Burgess believed
that these resources would continue to find employment in Canadian
manufacturing. A large sell-off of assets in Canada by U.S. subsidiaries
would cause a fall in asset prices, implying that Canadians would be able
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to buy them cheaply, and this would likely limit the extent of any sell-off.
A large capital outflow and a trade deficit would put downward pressure
on the exchange rate, also inhibiting further capital outflows and favour-
ing production in Canada. Burgess thought that equilibrium would be
restored through a combination of an exchange rate depreciation and some
fall in the manufacturing wage level, which would induce firms to remain
in Canada. In the longer run, as plant rationalization took place and
economies of scale were captured, both real wages and real rates of return
in manufacturing would be expected to rise. The Canadian manufactur-
ing sector would survive in a more specialized, leaner form.

The tendency toward wholesale exodus was generally seen by participants
as an unlikely event were Canada to reduce its trade barriers. The most
likely cases where exit would occur are for those subsidiaries that have
developed no special strengths or advantages from their Canadian loca-
tion, other than production behind protective barriers. Burgess claimed
that disinvestment in such cases is beneficial. Both he and other symposium
participants saw trade liberalization as likely leading to a more desirable
type of foreign investment in Canada. Those firms likely to remain would
be better-managed firms who have developed special expertise. Increas-
ingly, these subsidiaries are already moving toward world product man-
dates. As well, those firms rationalizing and remaining in Canada will likely
be in those industries achieving higher growth rates.

A further issue is how small and medium-sized Canadian firms would
fare. The risks they face if trade barriers are lowered seem larger, as many
lack experience in export markets and will have to compete with American-
owned subsidiaries with access to their parents’ financial resources and
marketing facilities. More foreign ownership may even result if these firms
are taken over or merged with U.S. firms in order to gain access to such
facilities.

On balance, it is clearly difficult to state whether FDI will increase or
decrease following a bilateral free trade agreement with the United States.
In Burgess’s judgment, additional FDI flows from third countries into
Canada could tilt the balance toward increased net imports of FDI for
Canada. But such a conclusion is a guess, at best. In the longer run, as
the real income gains from the trade liberalization are realized, Burgess
foresaw a rise in domestic savings, which will allow Canadians to both
own more of their own resources and to rely less on foreign investment
for development than has historically been the case.

Concluding Remarks

The symposium concentrated on exchange rate behaviour and impacts on
investment flows accompanying reductions in Canadian trade barriers
whether these are taken bilaterally or unilaterally. The participants viewed
Canadian exchange rate behaviour as virtually unalterable, despite cur-
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rency misalignments that seem to be causing difficulty at present both for
Canada and its trading partners. They saw little scope for action that
Canada alone can realistically adopt. Small, financially open countries
have little influence either on real interest rates or real exchange rates.
They concluded that countries such as Canada have an interest in active
diplomacy to persuade foreign governments and central banks to take
actions that will lead to greater stability in the international monetary
system. The consensus of the symposium was that political pressures for
restrictive trade policies in the United States will likely continue until
actions are taken to alleviate the pressures leading to present exchange
rate misalignment. Canadian trade policy makers might therefore expect
protectionist policies abroad (and in particular in the United States) to
become more widespread in the next few years, if current misalignments
continue.

The symposium participants also examined the consequences of a major
trade liberalization — either unilaterally or bilaterally with the United
States — for the exchange rate. They saw no long-run problems. Par-
ticipants stressed the need for monetary policy to reduce uncertainty as
much as possible and to maintain predictability by adhering to monetary
targets. Those who stated a preference between fixed and flexible exchange
rates chose a continuation of the present flexible regime following trade
liberalization. There was some uncertainty about the extent of exchange
rate volatility during the adjustment period following a lowering in trade
barriers. This would partly depend on the nature of the trade liberaliza-
tion, since that could affect the degree of uncertainty about what the new
equilibrium exchange rate should be. There was no support for the pro-
position that exchange rate difficulties might outweigh the possible gains
from the removal of trade barriers.

In examining the effects of trade liberalization on direct foreign invest-
ment flows, the participants voiced a good deal of uncertainty about the
income, especially in the short run. They were, however, generally opti-
mistic about the longer run. A more efficient and competitive manufac-
turing sector with a more beneficial type of foreign direct investment was
seen as the most likely result.

Notes

I wish to thank John Whalley for his help in writing this paper. I am grateful also to Russell
Boyer, David Laidler, David Longworth and John Williamson for their helpful comments
on an earlier draft.

1. The real exchange rate is the nominal exchange rate multiplied by the ratio of price indexes
in the two countries. The price index used can be a consumer price index or even an index
of normalized unit labour costs in manufacturing. The latter is calculated by dividing
an index of hourly labour costs by an index of output per man-hour. The purpose of
calculating real exchange rates is to adjust nominal exchange rates for changes in the
relative price levels in the two countries, thus providing a measure of the real purchasing
power of the currency.
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. As financial flows are matched by the movements of goods, a country with a current
account surplus (that is, exports of goods and services greater than imports) will be a
net capital exporter. Given domestic wages and prices, the exchange rate would move
(in this case depreciate) to produce the appropriate trade balance.

. Others have argued that it is not clear that participants in international capital markets
view the U.S. economy’s borrowing requirements as inappropriate. If they did, one would
expect the exchange rate of the U.S. dollar to be lower than has actually been the case.
. In Canada, government deposits are usually switched between the Bank of Canada and
the chartered banks in order to change bank reserves.

. This issue is examined by Paul Boothe, Kevin Clinton, Agathe C6té and David Longworth
in ““International Asset Substitutability,”” a Bank of Canada Technical Report, forthcom-
ing, 1985.
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11 /

Exchange Rate Misalignments, Trade
and Canadian Policy

JOHN WILLIAMSON

The title of this session, ‘‘Misalignment of Exchange Rates and Trade
Policy,”’ is in my opinion well chosen. First, it recognizes that it is persis-
tent misalignments of exchange rates, rather than their short-run volatility,
that create serious problems for policy. Second, it recognizes that those
problems involve trade. In this paper I shall elaborate briefly on both these
themes before proceeding to survey the alternative policy responses
available to Canada.

Misalignments

I have elsewhere (Williamson, 1983) defined a misalignment as ‘‘a persis-
tent departure of the exchange rate from its long-run equilibrium level.”’
I argued that the relevant sense of equilibrium in this context is neither
‘“‘market equilibrium,’’ i.e., the rate that balances demand and supply in
the foreign exchange market in the absence of intervention, nor ‘‘current
equilibrium,’” defined as the rate that would equate risk-adjusted yields
between currencies on the basis of actual government policies, but rather
““fundamental equilibrium.’” This term was used to connote the obverse
of “fundamental disequilibrium,’’ the criterion for a parity change under
the Bretton Woods system. The fundamental equilibrium exchange rate
(FEER) is therefore that which is expected to generate a current account
surplus or deficit equal to the underlying capital flow over the business
cycle, given that the country is pursuing internal balance as best it can
and is not restricting trade for balance of payments reasons. The concept
is not totally free of normative content, inasmuch as there may be some
discretion to vary both “‘internal balance’’ and the ‘‘underlying capital
flow”’ that reflects thrift and productivity.
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The concept of a FEER is most naturally interpreted as relating to an
effective (i.e., average, trade-weighted) rather than bilateral (e.g., against
the U.S. dollar) exchange rate, and as referring to a real (i.e., adjusted
for inflation) rather than nominal exchange rate. Estimating FEERS is a
far from exact science, though not obviously more intractable than the
problem of identifying other parameters crucial to rational macroeconomic
management (like potential output, the full-employment budget position
and the natural rate of unemployment). There are two basic approaches
— backward-looking and forward-looking. The backward-looking
approach seeks some past period when the economy in question seemed
to be in rough equilibrium overall, and then makes a ‘‘purchasing power
parity’’ (PPP) comparison to find the current nominal exchange rate that
would achieve the same real exchange rate as in that base period. The
forward-looking approach combines a model of current account deter-
mination with a balance of payments forecast, and asks what change in
the real exchange rate would be needed to combine the desired current
account target with internal balance.

My own work utilized a combination of these two methods to calculate
1983 FEERSs for the five major currencies that compose the SDR basket.
I looked back to an earlier period (1976-77), but instead of assuming that
exchange rates were in equilibrium at that time I endeavored to calculate
how different they would have needed to be in order to generate what
looked like sensible current account targets. I then extrapolated the
estimated 1976-77 FEERs forward to 1983, modifying PPP by such real
exchange rate changes as seemed called for by real shocks (like the second
oil price increase) in the intervening period. A quick attempt to apply a
similar approach to the Canadian dollar would suggest that it was close
to its fundamental equilibrium in the middle of 1983. Of course, this con-
ceals a striking difference between an undervaluation of perhaps 10 per-
cent against the U.S. dollar and an overvaluation of some 15 percent
against the currencies of the European Monetary System, and perhaps 5
percent against the yen.

Misalignments and Trade

Misalignments clearly have an impact on trade flows. An overvaluation
is equivalent to a uniform export tax or import subsidy in every respect
except one, which is that there is less presumption that it will be perpetuated
in the future. This difference has usually been assumed to be the reason
that estimated ‘‘tariff elasticities’” proved greater than ‘‘exchange rate
elasticities’” (Krause, 1962; Kreinin, 1967). But there has long been decisive
empirical evidence that even the latter are quite substantial, although the
lags involved are lengthy (Stern, Francis and Schumacher, 1976).
Both the lengthy lags found in the adjustment of trade to exchange rate
changes and the difference between tariff elasticities and exchange rate
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elasticities suggest that exchange rate changes perceived to be temporary
will have little influence on trade flows. This in turn suggests that there
are significant adjustment costs involved in redirecting trade flows and
therefore that deviations of the exchange rate from its fundamental
equilibrium which are not perceived to be temporary are costly.

In my recent study I suggested that one could identify six different costs
of currency misalignments. Only one of those six costs, ratchet effects
on the price level leading to a higher long-run rate of inflation, would
exist if trade did nof respond to misalignments. The remaining five costs
are as follows:

* the adjustment costs (labor retraining, capital investment, etc.) involved
in redeploying resources between the tradable and non-tradable goods
industries, as noted above;

» unemployment of resources in a sector which is rendered uncompetitive
by a misalignment (tradable goods industries in the case of an
overvaluation);

e variations in productive capacity not called for by equilibrium relative
prices (de-industrialization in a country with an overvalued currency
or overexpansion of export industries in a country with an undervalued
currency);

e protectionism, as industries try to avoid the above costs;

e variations in the time stream of consumption, if the government tries
to avoid the unemployment costs by using demand management to offset
the swing in the foreign balance.

There is still not a great deal of systematic evidence as to the magnitude
of these costs. One reason for this is that until recently — or apparently
even now in some circles (e.g., Farrell et al., 1983) — economists associated
floating with volatility but not with misalignments, and therefore looked
in the wrong direction in their search for the costs of floating. Now that
we have had graphic evidence that floating can breed misalignments as
large as those that emerged in the breakdown phase of the Bretton Woods
system, however, one can no longer deflect criticism of the floating regime
by arguing that the apparent costs of volatility are secondary. The costs
listed above are surely of the first order of importance.

Policy Implications

The costs sketched above are gross costs of misalignments. Where a
misalignment is caused by a market irrationality (e.g., rumours, a
speculative run, Dornbusch’s [1983] ‘‘peso problem,’’ etc.) which pushes
the market rate away from ‘‘current equilibrium,”’ those gross costs are
also net costs. But where the misalignment arises because the government
adopts a policy package that pushes current equilibrium away from fun-
damental equilibrium, there may be good reasons for its actions. Where
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that is the case, one has to trade off the advantages in terms of domestic
macroeconomic policy against the above costs of misalignments.

That trade-off is represented in Figure 11-1. Take for simplicity the case
of a government whose domestic macroeconomic policy ideal is a con-
stant growth rate of the money supply along a target growth path m. (A
similar argument could be constructed for governments of a Keynesian
orientation that wish to target interest rates rather than monetary growth.)
Exclusive attention to domestic concerns leads policy makers to pick point
B, where the money stock remains on its growth path but all shocks to
money demand and the real economy are allowed to move the exchange
rate, which therefore shows a high degree of variability (measured by its
standard deviation, 0) around its fundamental equilibrium path e. At
the other extreme, policy makers could choose to subjugate monetary
policy entirely to achieving their exchange rate target, implying a high
degree of variability of the money supply as at point A. The line connect-
ing B to A shows the trade-off as unsterilized intervention directed to
exchange rate targeting is progressively increased.

FIGURE 11-1

O A = Tom

Given the overwhelming evidence, both casual and econometric, that
assets denominated in different currencies are imperfect substitutes, it
should be possible to improve the trade-off shown in Figure 11-1 by ster-
ilized intervention. In principle this would presumably permit one to reach
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the origin, where both money supply and exchange rates are on target
simultaneously. But there is also much evidence that sterilized interven-
tion is very much less effective than unsterilized intervention, which implies
that the improvement in the trade-off in O (e-e)/ O(m-m) space is purchased
at the cost of increased variability of reserves (R). One therefore needs
to add a third dimension, an axis representing O(R-R), to Figure 11-1, and
to recognize that the relevant trade-off is a three-way one between
variability in domestic monetary conditions, the exchange rate and reserves.

It was argued in the preceding section that the costs involved in mis-
aligned exchange rates are large. It is also surely true that monetary policy
is important from an internal standpoint in managing demand and con-
trolling inflation (especially in countries without adequate control of fiscal
policy). Third, the evidence is that sterilized intervention would have to
be undertaken on a truly massive scale to limit exchange rate misalignments
and deviations from desired monetary growth simultaneously. These con-
siderations suggest that policy should aim for an interior point of the three-
way trade-off.

This is what a target zone approach to exchange rate management is
designed to achieve. The government of each country would ask itself what
its fundamental equilibrium (real effective) exchange rate is. The IMF
would endeavor to ensure that the answers countries gave to this question
were mutually consistent. Countries would announce ‘‘target zones’
involving a range of 10 to 20 percent around their estimated fundamental
equilibrium rates,! which would be updated to neutralize the effects of
differential inflation and amended as needed when real shocks appeared
to create a need for real adjustment. Countries would intervene to resist
movements of the exchange rates toward the edge of the target zones and
would not completely sterilize that intervention. There would be no abso-
lute obligation to prevent rates moving outside the zones, but interven-
tion — and therefore the impact on monetary conditions — would become
progressively more intense if that occurred. Both the width of the zones
and the lack of an absolute obligation to defend the zones are intended
to leave an important internal capability for monetary policy, while the
proclamation of a target and the undertaking that incentives will change
so as to back up that target are intended to provide a focus for stabilizing
speculation.

The best that unilateral adoption of such a policy stance by Canada
could hope to achieve would be a perpetuation of the recent correct align-
ment of the Canadian dollar’s effective exchange rate. As noted in the
earlier discussion on misalignments, however, this correct alignment of
the effective exchange rate entails a substantial undervaluation against the
U.S. dollar and overvaluation against most other currencies. Given the
enormous current misalignment of over 25 percent between currency blocs,
there is no way that countries like Canada can simultaneously achieve
reasonably appropriate bilateral exchange rates with all important trading
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partners. How much this matters depends on the differences in the com-
modity composition of trade with different trading partners. My impres-
sion is that the goods Canada exports to the United States are very dif-
ferent to those it exports elsewhere. If so, this suggests that at least four
of the costs of misalignment identified above — namely, adjustment costs,
unemployment, variations in productive capacity, and protectionism —
would continue to arise even though Canadian macroeconomic policy does
all that it possibly can, by stabilizing the effective rate at an appropriate
level.

Can Canada hope to find a second-best solution to currency
misalignments? The customary candidates are capital controls and trade
controls.

Capital controls offer no hope whatsoever. Under the best of cir-
cumstances, capital controls are notoriously leaky. With its long common
border with the United States and its long tradition of capital market inte-
gration, Canada must be in the worst rather than the best position to
impose effective capital controls. But there is an even more fundamental
objection, which arises from the fact that the problem stems from the
impossibility of achieving correct bilateral alignments simultaneously
against different partners whose own currencies are seriously misaligned.
At best, capital controls would simply provide an additional weapon for
influencing the effective exchange rate, not for differentially affecting the
rates against different currencies.

Trade controls offer little greater hope. Once again, there are both
general and particular reasons for dismissing their efficacy. The general
reasons include the difficulty of implementing neutral (non-distorting) pro-
grams of combined export levies (subsidies) and import subsidies (levies),
especially if one wishes to cover invisible as well as visible trade; the con-
cern that the induced changes in trade flows will push the exchange rate
further away from fundamental equilibrium; and the danger that trade
controls intended to compensate for deficiencies of macroeconomic policy
will nevertheless provoke retaliation or breed pressures for their perpetua-
tion, thus fuelling the growth of protection. The specific reasons relate
to the need to discriminate between the trade flows with different areas
in order to achieve the object. If, for example, exports to Europe were
to be subsidized in order to offset the current overvaluation of the Cana-
dian dollar while those to the United States were to be surcharged, there
would be incentives to divert exports to the United States through Europe.

There is therefore no alternative to the present system unilaterally
available to Canada. If the misalignments that inescapably result from
misaligned exchange rates between third parties are perceived to pose a
major problem, the only remedy lies in persuading those third parties to
change their behaviour, for example by adopting the type of policy stance
outlined above. That would seem to give Canada a national interest in
promoting reform of the international monetary system. For a country
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that already conducts its own macroeconomic policy rationally and that
undertakes about two-thirds of its trade with the United States and one-
third with the rest of the world, there is no other way of avoiding the
damage wreaked by misaligned exchange rates.

Notes

Presented at the Research Symposium on Exchange Rates, Financial Markets and Trade
Liberalization of the Royal Commission on the Economic Union and Development Pros-
pects for Canada in Ottawa, February 10, 1984.

1. A wide zone is needed both to leave scope for legitimate domestic use of monetary policy
and to make allowance for the considerable uncertainty in estimates of FEERs.
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12

Some Links Between Exchange Rates
and Trade Policy

J. DAVID RICHARDSON

Interconnections among policies influencing trade and exchange rates have
long been a focus of development economics. By contrast, these inter-
connections seem to be rarely addressed in analyses of developed coun-
tries. This is presumably because they have been judged unimportant or
quantitatively insignificant. Recent trends, however, especially in exchange
rates, have generated new interest in these interconnections.

This paper examines the link between exchange rates and trade policy.
It describes how the amplitude, frequency, and duration of divergences
from expected exchange rates all create political pressure for trade policy
intervention. It explains how expectations and the interplay between slug-
gish and flexible economic variables make exchange rates hard to predict,
especially when attention is restricted to a familiar but narrow set of
exchange rate determinants. Unexpected exchange rates are, sadly, to be
expected. Unexpected sectoral pressures and windfalls may be the
consequences.

Asset market developments can lead unexpected exchange rates to be
sustained for long periods. International competitiveness is unexpectedly
altered for the same period. This in turn affects employment, profits, and
resource allocation. Some of these effects can be quite painful. Yet the
pain is inherently temporary. If it is alleviated by permanent import pro-
tection or permanent export promotion, then the economy can end up
in worse pain than when it started — and permanent pain at that. Tem-
porary trade policy seems obviously preferable to permanent, yet it is sub-
ject to a peculiar weakness that may completely undermine its potential.

This paper suggests the superiority of asset market policy to trade policy
in dealing with exchange rate misalignment and volatility. Asset market
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policy seems naturally best suited to deal with asset market shocks, which
are taken to be the most important causes of unexpected exchange rates.
Asset market policy obviously includes standard monetary and fiscal instru-
ments, but a case is also made for the efficacy of sterilized and unsteril-
ized exchange market intervention.

The Exchange Rate and Its
Fundamental Determinants

Repetition has made a platitude of the observation that ‘‘recent exchange
rates cannot be justified by ’fundamental’ trends.”” Commentators — and
researchers, too (for example, Meese and Rogoff, 1983a, 1983b) — usually
have in mind two initially bewildering features of recent exchange rate
variation. First, it has been larger and sharper than variation in any of
the underlying variables usually looked at to explain exchange rates (asset
stocks, money supplies, prices, interest rates, current account balances,
and so on). Second, it has not always corresponded even to the timing
of changes in the underlying determinants. Exchange rates have recently
varied up to 10 percent in the course of a few days with no apparently
significant changes in any of the fundamental determinants; and exchange
rates have seemed stuck at apparently misaligned values, despite signifi-
cant changes in many of the fundamentals. The first of these features has
given rise to the problems of overshooting and volatility, the second to
the problem of misalignment.! The nature and duration of these prob-
lems are examined in the third section of this background paper.

To explain such unpredictability as being caused by speculative
movements of ‘“hot money’” only begs the question. What fundamental
changes caused the hot money to move? Economists only grudgingly accept
the answers ‘‘animal spirits,”” ‘‘herd instincts,”” and ‘‘stampedes.’”” We
have too much faith in the ongoing presence of ‘‘fundamentals watchers’’
(it need only be a sensible and cool-headed minority) who try to make
quick profits from any irrational animals in a herd by transacting oppo-
sitely to them. The ‘‘fundamentals watchers’’ thus nip any irrational
stampede in the bud, and thereby cause the herd itself to bunch up close
to the trail of the fundamentals.?

Much more satisfying explanations for the apparent unpredictability
of exchange rates rest on a fu/l characterization of fundamental deter-
minants. There are good economic reasons why the observed short-run
movement of flexible economic magnitudes, such as exchange rates, can
be greater than their observed long-run movement — and greater also than
any predicted movement that is based on a narrow view of fundamentals.
Many explanations spring from the interplay between flexible economic
variables and sluggish economic variables — those that respond only slowly
to unanticipated economic shocks. Illustrations of sluggish economic
variables abound: producers are reluctant to change commodity prices fre-
quently or dramatically; costs of materials, labour services, and rentals
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are often contractually rigid in the short run; it is much less costly
sometimes to allow flexible inventories and order backlogs to adjust than
to alter output; it takes time for saving and dissaving to compensate for
unexpected capital losses and gains; government policies adapt to economic
flux with well-known lags in recognition, implementation, and response;
expectations themselves may be slow to adjust if it takes time to learn
whether an unanticipated shock is temporary or permanent, local or global.

The contrast between flexible and sluggish variables has an important
consequence. Flexible variables must do the work of sluggish variables,
as well as their own, in the short run after an unanticipated shock. For
example, flexible daily supplies of foreign exchange and flexible demands
for it will be affected in the short run not only by what is normally believed
to be their fundamental determinants, but also by pressures that spill over
into the foreign exchange market from other places — the transitory
frustration of saving-investment preferences, temporary failure of com-
modity and input markets to clear, and short-run divergence between antic-
ipations and realizations.? Flexible exchange rates are, of course, affected
by the same familiar fundamentals and the same less familiar spillovers
from sluggish economic behaviour.

There are also good economic reasons why the timing of changes in
exchange rates does not match the timing of changes in allegedly fun-
damental determinants. There is considerable income to be earned in cor-
rectly anticipating movements of flexible economic variables such as
exchange rates. Because of this, they will respond immediately to any
change in expectations regarding their fundamental determinants — even
before the determinants themselves change. Expectations in turn are altered
by any new relevant data. Among such data are announcements of policy
intentions by governments and corrections of former anticipations when
fundamental changes are actually revealed.

The latter is especially interesting and important. It suggests that
exchange rates respond to errors in forecasting a fundamental change, not
to the fundamental change itself. Since a forecast error can be either
positive or negative, the movement of the exchange rate at the exact
moment of the fundamental change (or, more exactly, at the moment when
the error is revealed) can itself be either positive or negative — to the con-
sternation of commentators who rely on simple, immediate, and unam-
biguous relationships between exchange rates and asset stocks, money sup-
plies, prices, and so on.

The lesson in this is that understanding and predicting exchange rates
depends on first knowing how expectations are generated, how forecasts
are formulated and updated, and how information about impending fun-
damental changes is disseminated. If, by contrast, knowledge is restricted
to the long-run relationship between exchange rates and the fundamental
changes themselves, then the result is likely to be wrong as often as it is
right, just like the guesses of the proverbial man in the street.
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Why care about the predictability of variables as exotic as exchange
rates? The answer is that exchange rates aren’t exotic. They are (at least
over some time period) themselves determinants of domestic economic
prosperity — most importantly of jobs, profits, and prices, and not only
the jobs, profits, and prices that are tied up with exports and imports.

Before expanding on this observation, it is worth noting how difficult
it is to disentangle influences in an economy with a great deal of
simultaneous feedback (see, for example, Hooper and Lowrey, 1979,
pp. 6-10). Exchange rate changes are sometimes the result of a change
in domestic prosperity; at other times, they are the cause of a change in
domestic prosperity. The discussion above treats them in the former way
and ignores the latter, which is discussed in the next section.

‘““‘Real”’ Effects of Exchange Rates
and Trade Policy

Global integration of asset markets and increasing financial capital mobility
have brought unique pressures to bear on trade policy through exchange
rates and their effects on prices, jobs, and growth.

The strongest political pressure for protection and promotion emanates
from specific sectors of the economy. Each sector views itself as having
very little influence over exchange rates. (Corden 1980, p. 176, suggests
that sectors think of their movement as “‘acts of God.”’) Yet sectors are
painfully aware of exchange rate influences on them. Brief unexpected
depreciation or appreciation can be hedged against. Sustained unexpected
depreciation or appreciation cannot. They can lead to sustained changes
in competitiveness, cash flow, and employment, and to potentially fatal
changes in economic viability.# To the extent that there are intertemporal
capital market distortions that set limits to the maximum loss consistent
with any firm’s survival, unexpected exchange rate fluctuation may
heighten corporate, sectoral, and ultimately collective political pressure
for protection, especially of a quantitative kind. Quantitative import bar-
riers shrink the variance of international competitiveness, as well as chang-
ing its mean.’ The impetus for these sectoral interventionist pressures is
of course unexpected fluctuation in a sector’s ‘‘real’’ exchange rates, or
ratios of foreign to domestic prices in comparable currency units.6

This argument suggests only that pressures for government interven-
tion in trade will be greater given floating exchange rates. It does not
suggest that international trade will be discouraged by floating. The argu-
ment is thus consistent with the oft-cited failure to find convincing cor-
relation between exchange rate volatility and international trade.” One
explanation for this consistency is that current trade policies are as likely
to be pro-trade-biased as anti-trade-biased. Examples of pro-trade-biased
policies include: export performance requirements, indirect export sub-
sidies, export tax relief, concessionary export financing, disguised encour-
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agements to dump, and official cultivation of scale-intensive and
technology-intensive industry that necessitates reliance on international
markets. Increased export promotion and export protection move global
production and trade patterns toward their free trade norms, and poten-
tially even past them.$

This discussion helps explain recent recommendations to stabilize
average (aggregate) real exchange rates around their trends. The idea has
appeal as a means of avoiding the unexpected real exchange rate
divergences that may destabilize and distort resource allocation. It may
also thus avoid distortionary pressures to change trade policy. Whether
governments really have the policy instruments to implement this idea is
examined in the following section.

What this proposal approximates, in a world with spatially mobile finan-
cial capital and with reasonably accurate forecasting of expected infla-
tion, is stabilization of an average ‘‘real’’® interest rate differential. When
nominal interest parity, Fisherian interest parity, and mean forecast accu-
racy all hold, the average (aggregate) time trend in real exchange rates
is approximately equal to the average international difference in real inter-
est rates:

e-Py + Pp=r1,-1;

where e = the time rate of change of any exchange rate (domestic cur-
rency price of foreign currency);

P"d and P"r = average domestic and foreign inflation rates for
goods;

e- Pd + 15f = a measure of the average time rate of change of
real exchange rates; and

ry and r, = measures of domestic and foreign ‘‘real’’ interest
rates.

Thus, to stabilize real exchange rates around their trend is to stabilize inter-
national differences in real interest rates. It is notable that from the left
side of the ‘‘equation’’ such policy looks like trade policy but from the
right side it looks like financial policy. With spatially mobile capital, the
two are closely linked. That is an important characteristic of today’s inter-
national economy.

The band of approximation around the ‘‘equation’’ is narrower the
closer the spatial links between financial capital markets and the less biased
the economic forecasts. When it is reasonably accurate, the equation serves
several purposes. It suggests the linkage between what is sometimes con-
sidered a concern of financial policy — the divergence of real interest rates
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from global levels — and what is usually considered a concern of trade
policy — trends in international competitiveness. It also suggests that small,
financially open nations like Canada may have, on the one hand, little
policy control over real exchange rates (so that the real exchange rate
targeting mentioned above would be infeasible) and, on the other hand,
little need for such policy control. Movements of real exchange rates for
such countries may be quite small, and their mean value may approximate
purchasing power parity norms, since international arbitrage seems likely
to minimize divergences of home real interest rates from dominating global
levels. Such “‘real interest arbitrage’’ might be most likely where multina-
tional corporate presence is prominent in the small, financially open
economy.

The “‘equation’ also suggests how important trade issues can arise from
the intertemporal considerations associated with real interest rates.
Divergences between home and foreign real interest rates may be as signifi-
cant an influence on trade as trade policy itself, especially in a growing
economy. Trends in and unexpected shocks to real interest rates can change
the commodity composition of trade because they alter real exchange rates,
with subsequent shifts in the margin of comparative advantage among
goods.

Some commentators (for example, Levich, 1981) argue that because
exchange rates are just like other asset prices, one is no more a cause of
worry than the other. While the description of exchange rates as asset prices
is undeniable, the prescription to treat them the same as other asset prices
seems dubious. Sustained misalignment of exchange rates would seem on
the face of it to affect industrial decisions more dramatically than the sus-
tained misalignment of prices for equities, bonds, or commodities futures.
One reason is that exchange rates are relative prices of media of exchange,
not just stores of value. When the relative prices of exchange media vary,
so will the terms of any real transaction requiring those exchange media
to be bartered. Almost all current (as well as future) international tran-
sactions involve such a barter. There is no medium of exchange for the
national media, no super-medium.

The point is that foreign exchange markets serve more purposes than
those served by asset markets in general. This makes price variation in
the former arguably more important than price variation in the latter.
Foreign exchange (spot claims in foreign money) is different from other
financial assets for exactly the same reasons (whatever they are) that money
(whatever it is) is different from other financial assets. Public interest in
stock markets and futures markets would understandably rise if legal tender
were to be redefined as contracts for pork bellies or baskets of ownership
certificates to Dow-Jones Industrials. Concern over pork bellies and the
Dow-Jones average might then become fit fare for every family’s dinner
conversation. Opposition might spring up immediately to the capricious
influences on jobs and incomes that were generated by the vagaries of
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pricing on Wall Street and in the pits of the Chicago Mercantile Exchange.
““That’s all very well for speculative financial instruments,’’ people might
be heard to say, ‘‘but this stuff with the unpredictable price is legal tender!”’

Commentators from ‘‘pure’’ analytic approaches to trade policy
sometimes argue that exchange rates are red herrings. In the most familiar
general equilibrium models, exchange rates are ignored. They are ignored
precisely because they are the relative price of two monies, both of which
are ‘‘veils’’ having no real effects. Money does not matter, and neither
do exchange rates. They are all ‘‘neutral.”” An exogenous change in their
value has no ultimate impact on production or consumption, and therefore
no ultimate impact on trade policy. Payments adjustment is implicitly
assumed to be maintained automatically. The automatic maintenance
mechanisms are exchange rate flexibility, stabilizing official or private trade
in assets (as under the gold standard), or a combination of all.

The key word in understanding this point of view is ‘‘ultimate.’” Over
long enough periods of time, ratios of wages, profits and prices — in one
sector relative to another and in one nation relative to another — are prob-
ably quite insensitive to exchange rates (and to monetary fluctuations).
These non-monetary ratios are the real source of protectionist pressure.
The monetary level of wages, profits, and prices doesn’t really matter
much. Workers, managers, shareholders, or creditors do not see much
inequity or need for government intervention when wages and income rise
as fast as prices (adjusted for productivity), and when foreign wages,
prices, and incomes rise at the same rate.

Yet over shorter periods of time, misalignment and volatility of exchange
rates can cause real adjustment and injury in much the same way as
monetary policy does. The catalysts in this reaction are the sluggish
economic variables described in the previous section. When unexpected
misalignment is sustained, or when volatility is pronounced, exchange rates
can lead to sharp and undesirable signals to reallocate resources. Unex-
pected exchange rate fluctuation has all the unfortunate features of unpre-
dictable monetary policy. Both can send misleading and wasteful price
signals to economic decision makers. Thus exchange rates are not irrele-
vant for trade policy even though they may be neutral in their long-run
effects. Permanent changes in the level or even the trend of an exchange
rate may be innocuous; unpredicted divergences from its trend and changes
in its variance are not.

Policy Implications

It is cold comfort to those injured by sustained misalignment of exchange
rates!? that “‘this too shall (ultimately) pass.”’ ‘“Temporary’’ real impacts
that persist for two or three years stand a good change of permanently
affecting personal productivity and industrial viability. One can under-
stand the near desperate demands for import protection and export pro-
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motion. Yet trade policy changes are probably even longer-lasting than
injury from exchange rate misalignment. Many trade policy changes
border, in fact, on being permanent (or at least indefinite). The implica-
tion is that they continue in place long after the problem they were meant
to alleviate has vanished. What began as policy relief ends as a policy
distortion, with concomitant waste and its own implicit injury.

Permanent policy changes are not suitable for solving inherently tem-
porary problems, even when the temporary effects are very enduring. Tem-
porary policies are properly congruent to temporary problems. Temporary
trade policies would seem to be candidates. Yet it is hard for a govern-
ment to guarantee credibly that a trade policy is only temporary. If the
conditions that justified it continue to exist, the incentives are nearly irre-
sistible for the government to repeat its dose of temporary protection —
and to repeat it again and again. If private decision makers sense how
irresistible this pattern is, they will refuse to believe in the proclaimed tem-
porariness of the trade policy, and will remain active in the protected sec-
tor rather than exiting. Their continued activity keeps conditions the same
as those that warranted the trade policy in the first place, and seduces
the government to repeat its temporary protection. The sequence then
repeats. It should be clear that this cycle represents an equilibrium, a posi-
tion of rest in which temporary trade policy is impossible (that is, not sus-
tained by the postulated behaviour).!!

Furthermore, temporary trade policies are probably second-best solu-
tions to exchange rate misalignments even if they are feasible. Better
policies would seem to be some adjustment in monetary policy or a change
in the macroeconomic policy mix. These alternatives have asset market
effects that can directly offset most asset market pressures on exchange
rates. Although some temporary macroeconomic policies are subject to
the credibility problem described above, not all are.

Policy stabilization of exchange rates is another alternative to trade
policy. But how does a government stabilize exchange rates? The first step
is for its central bank to decide and then to announce that a relatively
stable currency is one of its goals in establishing monetary policy. (Natu-
rally, the decision must be matched with detectable action or it will not
be believed or effective.) It generally helps further, if governments can
agree, to have several central banks announce jointly that exchange rate
fluctuation would influence their monetary initiatives and then to issue
periodic joint reports on how it had done so.!2 Finally, official interven-
tion in foreign exchange markets is worth considering. Unsterilized inter-
vention is really no more than monetary policy — open market purchases
and sales of official reserve assets — so that it adds only credible action
to the suggestion that stable exchange rates be one of the goals of monetary
policy. Sterilized intervention, by contrast, is an independent, although
potentially weak, instrument for influencing exchange rates, recent offi-
cial research notwithstanding. It changes the shares of domestic and foreign
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assets in the portfolios of the general public, and will change relative asset
prices, including exchange rates, for the same reason that any shock to
relative asset supplies does.!?

Unsterilized intervention also has problems. Two are often said to con-
front any regular and significant transactions. One is that official reserves
are inadequate to cope with massive cross-boundary portfolio realloca-
tions. The second is that no matter how large official reserves may be,
rational expectations of the government’s intervention, based on
knowledge of its policy reaction behaviour, would cause the intervention
to be ineffective. It is rarely observed that both of these problems are
derivative, not primary. They are themselves caused by a fundamentally
deeper problem — the incredulousness with which the market greets
government targets and commitments for exchange rates. Suppose instead
that governments were really believed in their exchange rate commitments
and that they really took policy action consistent with those beliefs in order
to ratify them. Then the payments mechanism would work much as it did
under the gold standard, although not necessarily with fixed exchange
rates. Massive portfolio reallocation might indeed take place, and the
government’s policy reactions would indeed be transparent to rational
forecasters. But any massive capital movements based on rational expec-
tations would themselves stabilize the exchange rate around the govern-
ment’s credible target. Little actual intervention would be necessary. By
contrast, if the target were incredible, no amount of government interven-
tion would succeed. The deeper real problem is thus the stability and
credibility of government financial policy, not any intrinsic weakness of
intervention. Stability and credibility seem to be as much prerequisites for
policy effectiveness as they are for personal effectiveness.

Notes

This paper was prepared for the Symposium on Exchange Rates, Financial Markets and
Trade Liberalization, held by the Royal Commission on the Economic Union and Develop-
ment Prospects for Canada on February 10, 1984. Revised in January 1985.

1. The overshooting literature is summarized and surveyed by Schadler (1977), Levich (1981),
and several contributors to the handbook edited by Jones and Kenen (1984). Recent
evidence and thinking on misalignment and volatility are summarized by Williamson
(1983).

2. It is worth repeating that this is a statement of faith — a working hypothesis of
economists, especially for medium and long runs. It is occasionally inconsistent with
the facts, for example, when one side of a market disappears temporarily. But it is cer-
tainly a much more realistic hypothesis than the contrary extreme — that exchange rate
movements are essentially arbitrary, subject to the whim of capricious speculators. It
is also worth noting that fundamentals watchers need not be dismayed by large irra-
tional herds. Far from feeling swamped and losing their cool sensibility, they may welcome
the opportunity to earn even bigger profits.

3. Anelementary and instructive illustration is the following. U.S. energy-related controls
in the 1970s almost certainly generated additional spillover demands for imported
petroleum products by interfering with market clearing. Some of the additional flow
of dollars received by foreign oil producers was converted steadily to non-dollar assets
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to ensure diversified financial portfolios, and the dollar was therefore weaker in the
foreign exchange market than it would otherwise have been (see Feldman, 1982). As
these U.S. price controls were removed in the 1980s, the dollar’s appreciation was
therefore more marked than it would otherwise have been (although this would not explain
appreciation beyond its fundamental level).

4. Mussa (1984) provides a careful conceptual illustration. Deardorff and Stern (1982a,
1982b) empirically estimate some of the sectoral U.S. effects of dollar appreciation.
Marsden and Hollander (1981) show for Australia how flux in nominal exchange rates
overwhelmingly accounts for flux in sector-by-sector international competitiveness.
Giovannini and Rotemberg (1984) show similarly for Germany that nominal exchange
rate variability accounts for the greatest part of aggregate ‘‘real’” exchange rate variability.

5. See Richardson (1984, p. 264) and Aizenman (1983). This may be a reason to expect
relatively more recourse to quantitative protection under floating exchange rates, and
relatively less recourse to tariffs, than would be typical under pegged rates.

6. Some define real exchange rates as domestic ratios of tradables prices to non-tradables
prices (see, for example, Neary and Purvis, 1983). Most of the observations in this sec-
tion have straightforward correspondents in this conception as long as tradables prices
follow exchange rates less sluggishly than non-tradables prices.

7. The evidence is in fact mixed on this score, as summarized in Farrell et al. (1983) and
as demonstrated by Akhtar and Hilton (1984a, 1984b) in a study of Germany and the
United States.

8. Other explanations for failure to find much impact of exchange rate variation on inter-
national trade (or investment) include: (a) possible encouragements to trade based on
foreign direct investment, vertically to avoid input-price variation, and horizontally to
exploit arbitrage of the produce-where-cheap, market-where-dear variety (see Artus, 1982,
pp. 6,8 and McCulloch, 1983, p. 10); (b) possible encouragements to trade based on
temporal arbitrage of a produce-when-cheap, market-when-dear variety (Leahy, 1984);
and (c) the large proportion of modern international trade and investment carried out
by genuinely multinational corporations with no strong currency habitat, so that exchange
rate variation becomes less important to their real decisions.

9. ““Real’ interest rates are thought of as the difference between nominal interest rates
and reasonably accurate forecasts of inflation. Nominal interest rates differ interna-
tionally under spatial financial capital mobility by estimates of the trend movement in
exchange rates, estimates that may frequently be wrong, but not systematically in one
direction or the other.

10. As Bergsten and Williamson (1983) imply, injury from sustained undervaluation really
is symmetrical to injury from sustained overvaluation. The former may attract resources
and workers to tradables sectors whose presence there will not be supported by the market
over the long run. Their ultimate displacement is no different in character than that
of resources and workers who do belong in tradables sectors, yet are displaced by sus-
tained overvaluation.

11. The problem with temporary trade policy in this account is described in the technical
literature as ‘‘time inconsistency.”’

12. This is a much weaker proposal than that of MacKinnon (1984), but in the same spirit.

13. It is weak, however, because a change in relative supplies of perfectly substitutable assets
will have no effect on asset prices or exchange rates; most analysts believe that domestic
and foreign assets are becoming increasingly substitutable as communications technology
and deregulation integrate financial markets across borders.
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13

Some Exchange Rate Policy Considerations
When Trade Is Liberalized

DAVID LONGWORTH

The issue of the flexibility of exchange rates played an important part in
the policy discussion of trade liberalization in the 1960s (see Wonnacott
and Wonnacott, 1967, 1968, and Johnson, 1968) when Canada was on
a fixed exchange rate. The literature of that era was concerned with whether
flexible exchange rates would ease the economic adjustments that would
follow from trade liberalization. The experience with generalized floating
among the major industrial countries since the early 1970s has apparently
not caused any revision of the view that exchange rate flexibility could
be helpful when trade is being liberalized. However, much surprise has
been expressed at the high level of exchange rate volatility which has
accompanied the flexible exchange rate system and the possibility of irra-
tionality in the exchange market has been frequently discussed.

This paper takes a brief look at considerations relating to exchange rate
policy at the time at which trade is liberalized. The paper begins with two
brief sections — the first deals with changes to the exchange rate regime
and the second with the potential for exchange rate instability in the long
run. These sections are followed by the main topics at hand — the poten-
tial for large exchange rate volatility and/or unwarranted shifts in the level
of the exchange rate in the short run and the options available to a cen-
tral bank for dealing with such outcomes.

The Exchange Rate Regime

Both Harry Johnson (1968) and the Wonnacotts (1967) argued for some
flexibility in the exchange rate during a period when trade was being
liberalized. Johnson’s arguments for flexible rates were without
qualification:
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. . . they provide a more palatable and smoothly working mechanism for
adjusting a country’s general price level to an equilibrium relationship with
those of its trading partners than the fixed-rate system’s reliance on relative
domestic inflation or deflation, while freeing the country from the obliga-
tion to conform to inflationary or deflationary price movements in the out-
side world. (p. 34)

The Wonnacotts, in contrast, saw advantages in having the adjustment
occur in both wages and the exchange rate. They expressed their support
for at least some form of flexibility as follows:

Exchange rate flexibility is obviously the simplest and fastest method of realign-
ing international costs and finding a new wage and price equilibrium between
two economies. A freely floating exchange rate acts immediately, and in addi-
tion, there are no barriers to its movement in either direction. But, there are
barriers to wage revision; the existence of unemployment limits upward flex-
ibility. Forcing revisions in relative wages in the face of these restraints is
almost certain to result in some short-run unemployment in the country in
which wages are initially relatively high. (p. 204)

If Canada were on a flexible exchange rate regime at the time that a pro-
gram of trade liberalization was introduced, there would appear to be no
reason to seek a regime change since the above theoretical arguments tend
to be on the side of exchange rate flexibility.

Exchange Rate Stability in the Long Run

There is no reason to believe that the bilateral Canadian-U.S. exchange
rate would be unstable in the long run if the monetary authorities in both
Canada and the United States were to have targets for the levels of nominal
variables — for example the money stock, nominal income, or the price
level. In the absence of real shocks the trend movement in the exchange
rate would be determined by the difference between the trend movements
in the targetted nominal magnitudes (adjusted for trend movements in the
real variables where appropriate). Real shocks, including trade liberaliza-
tion between Canada and the United States, would tend to raise and/or
lower the exchange rate relative to this trend.

The probability is high that Canada and the United States will continue
to pay attention to the growth of nominal magnitudes. In his annual report
for 1982, the Governor of the Bank of Canada stated that “‘overall finan-
cial policy must be, and must be seen by a skeptical public to be, consis-
tent with a continuing movement towards cost and price stability. . . .
We continue to believe that monetary policy will move towards a trend
of monetary expansion that will permit economic growth without infla-
tion”” (pp. 7, 8). In the United States, Chairman Paul Volcker of the
Federal Reserve Board has expressed similar intentions as follows:
“Ultimately, money should increase no faster than the needs generated
by real growth at reasonably stable prices.’’!
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Exchange Rate Movements and Volatility
in the Short Run

Discussion of exchange rate movement in the short run in response to trade
liberalization can be divided into three components: (a) the real exchange
rate change that is necessary to move the system to equilibrium; (b) the
perceptions and expectations of exchange market participants as to where
the exchange rate should go; and (c) volatility caused by irrationality.

The responses of the economic system to trade liberalization may well
entail a change in the equilibrium real exchange rate, although in general
one cannot say whether it would be a rise or a fall. Moreover, the time
path of such a change may well differ depending on whether liberaliza-
tion occurs all at once or is introduced slowly over time. Even if the
liberalization occurs over time, expectations of its future effects can lead
to immediate exchange rate changes.

The perceptions of exchange market participants as to the expected out-
come of trade liberalization on the current account, output and real
exchange rate may differ from those of the architects of the policy. In
any event, there may be a substantial variance around any expected out-
come. Market participants will therefore look to certain economic variables
to monitor the adjustment of the economy to trade liberalization.

Research on exchange rate models and ‘‘news’” has shown that changes
in the trade balance, long-term capital flows and relative prices have had
significant impacts on exchange rates. Work done at the Bank of Canada
has tended to confirm that these effects are also true for the Canadian
dollar. Therefore one might reasonably expect that short-run movements
in such variables which differ from what is expected in the long run could
lead to exchange rate adjustments that are not smooth. However, since
trade liberalization represents a significant change in structure, the
responses to surprises in the ‘‘monitoring variables’’ may differ substan-
tially from what one might expect based on coefficients estimated over
past history. In either case, some exchange rate volatility would result as
a new equilibrium was sought, even if information were used in a fully
rational manner. Since real adjustments take time — the reallocation of
capital may be sluggish — the exchange rate may overshoot in the short
run (Neary and Purvis, 1983).

The volatility of exchange rates since generalized floating began in 1973
has surprised most observers. Initially, the volatility was explained by dif-
ferences in monetary policy being pursued around the world. The realiza-
tion that exchange rates were more volatile than relative money stocks
or relatives prices led to the formation of overshooting models (Dornbusch,
1976; Mussa, 1977; and Frankel, 1979) or models with magnification
effects (Frenkel, 1976; and Mussa, 1976). These models were formulated
under strong assumptions about the rationality of economic agents.
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More recently, however, these assumptions about rationality have come
under attack from some quarters as being too strong and inconsistent with
some interpretations of the empirical evidence. A number of economists
have wondered if perhaps exchange rate volatility has not been more pro-
nounced than rational models would predict, even given the large volatility
in monetary and real factors experienced in the world economy. Dorn-
busch (1983) has catalogued a number of reasons why exchange rates may
move in ways that hamper stability of the macro-economy. Prominent
among these are ‘‘irrelevant information’’ and ‘‘bubbles.’’

Under the case of “‘irrelevant information,”’ expectations based on incor-
rect models may affect the exchange rate. Moreover, attention may shift
from one model to another — there may be ““fads’’ in the exchange market.
This case may or may not lead to rejection of market efficiency with con-
ventional efficiency tests, but it is certainly consistent with the rejection
of the joint hypothesis of market efficiency and no risk premium in much
recent work (Hansen and Hodrick, 1980; Boothe, 1983; Longworth,
Boothe and Clinton, 1983).

A “‘bubble’ is a special case of a bandwagon in which individuals realize
that a currency is overvalued but assume that there is only a small pro-
bability of decline in any finite period and that the probability of con-
tinued appreciation is sufficiently large to compensate for the risk of a
sudden depreciation.? The exchange rate continues to be overvalued until
the small-probability event occurs to restore it to a rational value.

Exchange Rate Policy Considerations

Because money can be expected to be approximately neutral in the long
run, the influence of monetary policy on any necessary long-run real
exchange rate change can also be expected to be neutral. Since a program
of trade liberalization is undertaken because it is presumed to improve
economic welfare, there is in any case no point in working against the
implied real (and nominal) exchange rate adjustment. However, appro-
priate monetary policy can ensure that trade liberalization has no ““disrup-
tive effect’” on price level in the long run.

In the short run, the Bank of Canada has traditionally placed emphasis
on orderly markets. If the short-run adjustment of the nominal exchange
rate appears to be too large (due, say, to some of the factors mentioned
at the end of the preceding section) or if the exchange market is disorderly,
then in theory there are two tools which could be used to remedy the situa-
tion: official foreign exchange market intervention and monetary policy.
The use of official foreign exchange market intervention to affect the
exchange rate has been considered at length in a number of recent studies
— for example, Boothe, Clinton, C6té and Longworth (1985), Longworth,
Boothe and Clinton (1983) and the Report of the Working Group on
Exchange Market Intervention (1983).3 The conclusion from this work
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taken as a whole is that because of imperfect asset substitutability in the
short run and/or short-run ‘‘signalling’’ by the act of intervention, inter-
vention is likely to have some effect as a short-run exchange rate smoothing
device. However, there is little indication of imperfect substitutability of
financial assets in the long run. Therefore, if the Bank desired to counteract
a prolonged movement of the exchange rate away from what seemed to
be a reasonable long-run path, it would have to use monetary policy.
Whether the Bank would choose to use such a monetary policy response
would likely depend on a number of factors including, but not restricted to:

o the existing state of expectations of inflation in the economy and the
existing degree of capacity utilization and labour market slack;

» the degree of divergence that such a policy would cause with respect
to any other nominal target the Bank might have in place and the resul-
tant impact on inflationary expectations;

e the degree of uncertainty about what should happen to the long-run
real exchange rate;

« the size of deviations of the exchange rate from a smooth adjustment
path and/or its long-run expected real value, and the effects of such
deviations on the short-run inflation rate, assuming they were known.*

In the absence of specific assumptions regarding these points, it is im-
possible to be specific about the likely policy response except to say that
a policy of neglecting the exchange rate would be unlikely. The Bank’s
attitude toward the exchange rate can be summarized by the following
quotation from the 1982 Annual Report:

It can quite reasonably be said that for Canada the exchange rate of our cur-
rency vis-a-vis the U.S. dollar is the most important single price in the
economy. It has a profound effect directly or indirectly on the whole struc-
ture of prices throughout Canada. To have such an important price swinging
around widely would be about as disruptive an influence on the evolution
of Canadian economic affairs as one could imagine. (p. 9)

In any given situation, however, the desire for more stable exchange rate
behaviour must be tempered by a concern not to stabilize the rate at an
arbitrary level. The Governor recognized explicitly that ‘‘the case for as
much exchange rate stability as is practical is not a case for stability at
an inappropriate level.”” The overriding policy objective of the Bank would
be to ensure that the required relative price adjustments, including
exchange rate changes, would have to work themselves out in a non-
inflationary environment.
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Notes

The views expressed in this paper are those of the author; no responsibility for them should
be attributed to the Bank of Canada. This discussion paper was prepared for the Research
Symposium on Exchange Rates, Financial Markets and Trade Liberalization held by the
Royal Commission on the Economic Union and Development Prospects for Canada on
February 10, 1984. Revised in December 1984.

1. Paul Volcker, “We Can Survive Prosperity,”” speech before the Joint Meeting of the
American Economic Association-American Finance Association in San Francisco,
December 28, 1983, as reported in Bondweek, January 9, 1984.

2. See Blanchard (1979).

3. Other references which have less direct relevance for Canada are Solomon (1983) and
Mussa (1981).

4. It should be borne in mind that tariff reductions will have a short-run beneficial effect
on measured inflation and thus any exchange rate depreciation might have to be substantial
to overwhelm it in the short run.
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