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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:
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Dr. Ivan Bernier (Law and Constitutional Issues), Dr. Alan Cairns (Politics
and Institutions of Government) and Dr. David C. Smith (Economics).

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 (more than 280 separate
studies in 72 volumes) as well as its disciplinary and ideological diversity
have, however, made complete integration impossible and, we have con-
cluded, undesirable. The research output as a whole brings varying per-
spectives 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.

e 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

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

e State and Society in the Modern Era — Keith Banting

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

e The Politics of Canadian Federalism — Richard Simeon

e Representative Institutions — Peter Aucoin

e 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

e Federalism and the Economic Union — Kenneth Norrie

o Industrial Structure — Donald G. McFetridge

e International Trade — John Whalley

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

e 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.

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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PREFACE

The terms of reference of the Royal Commission on the Economic Union
and Development Prospects for Canada required it to report on the “long-
term economic potential, prospects and challenges facing the Canadian
federation and its respective regions, as well as the implications that such
prospects and challenges have for Canada’s economic and governmental
institutions and for the management of Canada’s economic affairs’ With
the world becoming at once more interdependent and more competitive,
this was not a task that could be undertaken without reference to Canada’s
place in the international economy, where “significant changes” were seen
to be in progress. It was therefore determined that a portion of the Com-
mission’s research program should be devoted to an analysis of Canada’s
situation and potential future in the world economy. Much of this work
was naturally assigned to economists but, since the issues involved raised
important political and institutional issues as well as economic ones, a sec-
tion titled “Canada and the International Political Economy” was estab-
lished to augment the work of other divisions on issues related to interna-
tional trade and the legal environment.

The number of studies that could be initiated was limited by the resources
available to the section, and ultimately it was decided that the reseach would
concentrate, first, on the general environmental conditions within which
Canada’s external economic policies must be made; second, on the all-
important economic relationship with the United States; and third, on
various problems of substance and process in the making of Canadian
foreign economic policy. With the partial exception of policies hearing on
the economic problems of the Third World, which were being considered
in some depth elsewhere, Canada’s economic relationships with other coun-
tries appeared not to raise political and institutional questions as impor-
tant to Canada as those with the United States. Because of a limited research
budget, therefore, they were not made the subject of specific studies. The
papers that have resulted from this section of the Commission’s research
program are being published in three separate volumes, as listed here.
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Canada and the International
Political/Economic Environment:
An Introduction

DENIS STAIRS AND GILBERT R. WINHAM

The Changing Global Environment

The two papers included in this volume were commissioned to address
the nature of the international political economic system and the pressures
it placed on Canada. Jock Finlayson’s study addresses the constraints and
options facing Canada in the context of a review of literature on Cana-
dian economic foreign policy. Such a review is much needed, and will fill
a gap in the writings on Canadian external relations. The second paper,
by Michael Webb and Mark Zacher, focusses on the international con-
straints affecting Canada’s trading position. The authors conclude that,
because of industrial convergence and the tendency of industrial nations
to produce similar goods, the prospects for expansion and diversification
of Canadian exports is not good. Therefore, they argue, Canada should
not attempt to negotiate new measures of trade liberalization, but should
use its limited bargaining leverage to gain further access to foreign markets
that have already been opened to Canadian exporters. In their view,
Canada should press for stricter international guidelines and discipline
to control the introduction of new measures of protectionism that threaten
continued Canadian access to foreign markets. This is an argument which
has particular relevance for our trade with the United States.

As Finlayson’s review makes clear, the industrial world enjoyed unprec-
edentedly buoyant economic conditions in the reconstruction period
following World War II. Growth rates in OECD nations averaged around
5 percent per annum, and the volume of international trade grew by an
even faster 7 percent per annum. It was a period of stable exchange rates
under the multilateral direction of the International Monetary Fund (IMF)
system. It was, in addition, a period of increasing trade liberalization. The
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world economy faltered after the oil shock of 1973 but regained momen-
tum in the second half of the decade, until the second oil shock of 1979
and the severe global recession of 1980-81. For all nations, the question
of how to restore the high growth levels that were the norm through most
of the postwar period remains a major problem.

The difficulties confronting the world economy go much deeper,
however. For one thing, substantial change — especially industrial change
— is occurring throughout the international economic system, and for
governments and their constituents alike it has the effect of reducing both
the stability and the predictability of the economic environment. Secondly,
since the post-1971 reform of the IMF system, free market regimes have
co-existed in the major systems that make up the international economy:
trade, monetary, and foreign investment. This has reduced multilateral
management of the international economy, and has intensified the sense
of precariousness now shared by all. Finally, there has been a growth of
interdependence, a concept that is documented in the essay by Finlayson.
It refers to linkages among national economies and to the complex relation-
ships of the forces that buffet the international economic system. High
interest rates in one nation may affect interest rates and exchange values
in another; high exchange values create pressures on trade balances; and
falling trade balances can expand problems of international debt. This
interplay of forces makes national governments less secure in their con-
trol of their economies than they were in the past. The combined effect
of these developments has been to amplify the sense of risk and uncer-
tainty for all nations.

Much of the uncertainty in the world economy stems from the
breakdown of the Bretton Woods system by which, during most of the
postwar period, the IMF maintained control over fluctuations of national
exchange rates. This system broke down in 1971 and, during the ensuing
reform of the monetary system, exchange rates were eventually allowed
to fluctuate freely. The change has created problems in international trade:
for example, a lengthy and arduous trade negotiation might reduce average
tariffs from 10 to 5 percent, but fluctuations in exchange rates can generate
price changes of up to three times that amount within a few months. The
resulting chaos can lead to expensive losses for traders and cause frustra-
tion among governments that are seeking to promote a stable international
economy.

The general sense of uncertainty and loss of control is a worldwide prob-
lem. Canada faces additional pressures that bear directly on the country’s
future aspirations and opportunities. These pressures include increasing
international competitiveness; the changing nature of international invest-
ment; and the intensification of regionalism and discriminatory trading
arrangements.
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International Competition

One of the most important of the pressures analyzed in this volume is the
greater competitiveness of the contemporary international economy. As
Webb and Zacher point out, the international structure of competitive
advantage that characterized earlier decades has changed over the past
two decades. Generally, the concept of competitive advantage was seen
to depend on differences in the relative abundance of capital, labour,
natural resources, and technology. While it was expected that the compe-
titive advantage of individual nations would change as the relative abun-
dance of the factors of production changed, it was assumed that such shifts
would be predictable and would allow time for adjustment. It was further
assumed that a few industrial countries were the major traders of manu-
factured goods. The developing countries served as sources of raw materials
and only rarely competed with the industrialized countries in exports of
manufactured products, while the socialist countries were largely excluded
from the trading system through political hostility.

Today’s rapid changes in trade have invalidated these assumptions and
tend to impose serious adjustment burdens on countries like Canada. Con-
sider for example Japan, which has caught up with or surpassed the indus-
trial leaders in many sectors of industrial technology. Canadian manufac-
turing industries have faced strong competition from Japan in a variety
of advanced and, hence, more important manufacturing sectors such as
those producing cars and electronic equipment. Some exporters have lost
foreign markets to the Japanese, although their losses have been limited
by the fact that Canada has never had a significant export presence in
many of the sectors in which the Japanese have been strong. The most
severe direct loss of Canadian export markets occurred in the late 1970s,
when our auto exports suffered as a result of Japanese auto sales to the
United States.

There is a tendency to assume that the imbalance of Canadian-Japanese
trade in manufactures originates in Japanese protectionism. Certainly this
protectionism did exist in the first two decades after World War II. Today,
however, it is not appreciably greater than that of most industrialized coun-
tries, at least as assessed under the rules of the General Agreement on
Tariffs and Trade (GATT). The challenge posed by Japan is less a matter
of its trade policy than of the competitive economic performance of its
whole society. Government policy plays a part in promoting this perfor-
mance, but it is unrealistic for Japan’s trading partners to attribute
Japanese success wholly to government intervention and protection.

Another change in the international structure of competitive advantage
has occurred with the emergence of the newly industrializing countries
(NICs). The NICs are highly competitive producers and exporters of cer-
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tain high-volume, standard-technology, manufactured goods that require
relatively large inputs of low-skilled labour relative to those required for
capital and natural resource development. They first made inroads in the
textile, clothing and footwear sectors, but they have since become compe-
titive as well in steel, ships, automobiles, electronics and a wide range of
consumer goods. In addition, the NICs and other developing countries have
established themselves as increasingly serious competitors for Canada’s
exports of resource-based products.

Nevertheless, Canadians should be careful not to exaggerate the impact
of competition from the developing countries. In 1977, as Webb and
Zacher report, NICs accounted for only about 8 per cent of total imports
of manufactured goods by members of the Organization for Economic
Cooperation and Development (OECD) and just over 1 percent of total
OECD consumption of manufactures. Therefore the impact of the NICs
on production and employment in Western industrialized countries is likely
to be limited as well. On the other hand, unemployment associated with
competition from NIC exports has nevertheless been serious in certain
sectors. It has been concentrated in labour-intensive industries where skill
levels are low, and consequently displaced workers have found it difficult
to find other work. This difficulty applies especially to the textile and
apparel industries in Canada, where the concentration of threatened indus-
tries in specific regions has heightened the political sensitivity of the issue.

Foreign Investment

A second form of pressure on Canada comes from modern developments
in international investment. As noted earlier, it was traditionally assumed
that trade occurred in response to competitive advantage, which was
assessed mainly in terms of factor costs and market opportunities. Modern
foreign investment decisions, however, call this assumption into question.
Increasingly, international trade occurs between related parties, especially
between international firms and their affiliates — a fact which raises doubts
about the arm’s-length nature of many international transactions. The loca-
tion of major foreign capital investments is usually negotiated between
governments and international firms, and motivations are generally poli-
tical. Host governments often impose performance requirements in order
to influence the economic behaviour of firms that establish themselves
within their jurisdiction. They also, of course, offer incentives to induce
firms to establish affiliates in particular regions, and there is considerable
competition among governments for foreign investment.

International firms have shown an ability to adapt to host-government
requirements when making investment decisions, and they have in conse-
quence varied their investment patterns in ways that could produce trade
flows different from those based on factor costs or market opportunities.
It is easier than before for countries to acquire a competitive advantage
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in a particular sector through manipulation, and they thus have a greater
opportunity to influence their own trade patterns. As a result, the com-
position of trade flows worldwide is becoming subject to the actions of
governments.

In Canada, the high degree of foreign investment strongly influences
export patterns and prospects in both negative and positive ways. Com-
bined with the trend toward the internationalization of business, exten-
sive foreign ownership has resulted in the high proportion of Canadian
trade that is accounted for by intra-corporate transfers between branches
of a single transnational corporation. Figures cited by Webb and Zacher
and published by the U.S. Department of Commerce show that about 56
percent of Canada’s exports to the United States has consisted in recent
years of intra-corporate transfers. While comparably precise figures for
Canada’s trade with other regions are not available, indications are that
intra-corporate transfers account for a smaller, but still significant, part
of Canada’s overseas trade. The result is that a large proportion of total
Canadian exports derives from decisions made by multinational firms
based outside this country, preventing a large proportion of Canadian trade
from being easily influenced by Canadian government policy. Moreover,
many foreign-owned subsidiaries were originally established behind
Canadian tariff barriers solely to supply the domestic Canadian market,
and may be restricted in their export policies by the global strategy of their
parent firms. Similarly, Canadian producers that are reliant on foreign
technology may find their activities restricted to the domestic market as
a condition of their licences to use that technology.

However, while the high degree of foreign ownership in Canada may
have contributed to the lack of diversification in export trade, it would
be a mistake to see foreign ownership only as a negative factor. Canada,
as Webb and Zacher observe, seeks like many other countries to develop
capacity in ‘‘high-tech”” industries. But the global nature of technology
in these industries often means that if Canada is going to participate, it
will have to do so in partnership with foreign firms. Furthermore, if
Canada is to attract investment, it will have to compete for that invest-
ment with other countries. Such competition can produce diminishing
returns, for it enables foreign companies to play one government’s offers
off against another’s. The costs to governments of subsidizing foreign
investment can quickly accumulate, yet in fact there is considerable
evidence that incentives are not a major economic factor in attracting
foreign investments.

Recent surveys of foreign firms have shown that Canada is regarded
as a good place to invest, but that the Canadian government’s policies
have contributed to a deteriorating climate for investment. What foreign
investors look for is stability and secure access to a large market. Thus
Canada may be at a disadvantage if firms perceive that Canadian access
to the U.S. market (or to markets in the European Community or Japan)
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is not secure. This fact of economic life indicates the importance of the
relationships among investment, trade, and trade policy, and suggests also
the importance of retaining secure access to the U.S. market for export
trade.

Growth of Regionalism

A third form of pressure on Canada comes from international political
activity, specifically the formation of trading and other economic blocs
in the contemporary international system. Consider, for example, the inter-
national trading system. International trade under the GATT is founded
on the principle of non-discrimination which, in practice, means that
nations treat all other nations equally in applying regulations and restric-
tions to trade or foreign investment. The principle of non-discrimination
was compromised when ‘‘codes’’ of non-tariff barriers (NTBs) were
negotiated at the Tokyo Round, because it was assumed that such codes
would apply only between nations actually accepting their obligations. This
arrangement is very different from the non-discriminatory MFN principle
on tariffs by which an importing nation would apply a single duty to an
imported product, regardless of the amount of the duty imposed by the
nation exporting that product.

The principle of non-discrimination, which is the foundation on which
a multilateral trading system is based, has been even more fundamentally
threatened by the establishment of preference areas or regional trading
blocs. These blocs have become more important since the 1950s, despite
the commitment of all GATT members to accord non-discriminatory treat-
ment to their trading partners. The most important of these blocs is that
formed by the European Community and its many associates, which now
include a number of Mediterranean countries as well as developing coun-
tries in Africa, the Caribbean and the Pacific. As Webb and Zacher report,
more than 20 percent of world trade now occurs within the preferential
trading system of the European Community (EC). Other important
preferential trading systems include the Association of South-East Asian
Nations (ASEAN), the Caribbean Common Market (CARICOM), and various
Generalized System of Preferences (GSP) schemes, which are applied by
most Western industrialized countries to developing nations. These systems
all share the feature of discrimination, through tariffs and NTBs, in favour
of trade among their members and at the expense of non-members.
Although such discrimination violates the rules and spirit of the GATT,
it has been legitimized in most instances by waivers from GATT obligations.

Webb and Zacher argue in their essay that the trend toward regionaliza-
tion in the world trading system holds considerable dangers for Canada.
First, Canada is not a member of any preferential trading bloc, which
makes it the only major industrial country to lack a guaranteed access
to a market of over a hundred million individuals. The small size of
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Canada’s domestic market puts the country at a competitive disadvan-
tage with the EC countries, the United States, and Japan, all of which have
sufficiently large domestic markets to stimulate the development of
products that are internationally competitive. Canada’s exports to Europe,
moreover, have been reduced by the discrimination of the European Com-
munity against third parties. Resource-based exports have been most
affected, since Canada has never developed a strong export trade in manu-
factured products with Europe. Cereals exports have suffered most, as
the Common Agricultural Policy of the EC has cut into former Canadian
markets in Britain and some European countries. Exports of Canadian
pulp and paper have also been subject to gradual decline, competing with
Scandinavian countries that have negotiated preferential agreements with
the European Community.

Another problem that emerges from the Webb and Zacher analysis is
the trend toward settling issues of world trade policy in trilateral negotia-
tions among the United States, the European Community, and Japan.
When they reach a settlement on any given question, Canada may be given
no opportunity even to voice its concerns. Furthermore, in such negotia-
tions there is often an operating assumption that Canada is economically
part of a large North American identity, so that it is difficult for Canada
to establish a distinct voice in international economic relations. This view,
together with the continued movement toward regional grouping, underline
the urgency for Canada to define its role in the international trading system
of the future.

Conclusion

Since Canada’s colonial beginnings, its domestic economy has been defined
to a large extent by its relationship to the global economic system. Trading
and other economic relations with industrial centres in Europe and the
United States sustained Canadian economic activity and helped to shape
the country’s institutions. Canada benefitted enormously from its rela-
tionship with the world economy, but there were costs as well for, as
Finlayson has noted, Canada has always been vulnerable to the external
world. Today that vulnerability appears to be increasing, and it is more
worrisome. As measured by rising ratios of trade to GNP, Canada’s
economy is now more internationalized than ever before, while at the same
time the international economy is becoming a more difficult and com-
petitive environment within which to operate. Together, these develop-
ments put pressure on the Canadian government to rethink its traditional
strategies in foreign economic affairs.

The global environment is a challenge to Canada today, and that
challenge will probably intensify in the next two decades. In political terms,
it will require the effective management of international interdependence
and the construction of new relationships to accommodate the growing
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importance that national economies have for each other. In economic
terms, it will involve mastering new technologies and adjusting to a more
competitive world economy than Canadians have previously encountered.
The challenge, in short, will be one of change, adaptation, and adjust-
ment, and it will pose some of the most difficult problems to be found
on the agenda of modern government.

8 Stairs & Winham
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Canadian International Economic Policy:
Context, Issues and a
Review of Some Recent Literature

JOCK A. FINLAYSON

Introduction

The remaining decade and a half of this century promises to be a period
of great challenge for Canadian international economic policy. The prob-
lems evident in the world economy, from increasing protectionism to the
Third World debt crisis, will continue to form an unstable and even
ominous backdrop against which Canada must evolve its policies toward
the external world. Increasing competition from developing and indus-
trialized countries alike will threaten the viability of more than a few
Canadian industries in both the manufacturing and natural resource
sectors. Developments in the United States, always so central to any assess-
ment of Canada’s economic prospects, will continue to demand the atten-
tion of Canadian policy makers. Moreover, these and other issues will
face the Canadian government at a time when its ability to address the
country’s economic problems effectively is regarded with skepticism by
analysts of all political persuasions. Concern about the strength and adap-
tability of the Canadian economy is thus joined by doubts about the
capacity of Canada’s political institutions to respond adequately to the
challenges confronting the nation.

More than most industrialized nations, Canada has a great stake in the
preservation of a stable and orderly external economic world. Canadian
policy objectives must be framed in full awareness of the many ways in
which the world economy shapes and constrains Canada’s options and
opportunities. Such domestic policy objectives as reduced regional
disparities and more generous social programs will be difficult, if not
impossible, to realize if Canada’s competitive position in the world
economy deteriorates. As a small, open economy heavily dependent on
foreign commerce and capital flows, Canada has a strong interest in the
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existence and promotion of open global markets and effectively functioning
international institutions and rules. Thus, in addition to such objectives
as a more competitive economy and improved access to foreign markets
for Canadian exports, another aim of Canadian international economic
policy will be to continue to support and strengthen such multilateral insti-
tutions and arrangements as the General Agreement on Tariffs and Trade,
the International Monetary Fund and the World Bank.

This study examines several key issues, and a considerable body of
literature, that bear on the future of Canada’s international economic
policies. The discussion is a selective rather than a comprehensive survey
of the subject, and consists of three parts. The first part of the paper
examines some general trends in the global political economy that will
shape and condition Canada’s future policy choices. Treated here are such
issues as the growth of protectionism, the nature of the increasingly inte-
grated global economy, and the impact of international interdependence
on nations large and small. The second part of the paper deals with the
domestic context of Canadian international economic policy. The scholarly
literature on the domestic dimension of Canadian foreign economic policy
is sparse, and several areas where additional research is needed are high-
lighted. In the third part of the paper, an attempt is made to survey Cana-
dian international economic policy by examining the policy areas that are
usually thought to constitute the subject. Canada-U.S. economic relations
are given considerable attention in this section of the paper.

At this point, a few comments on sources are in order. This paper is
not a comprehensive review of all the literature relevant to Canadian
foreign economic policy. It has been written with a view to its primary
audience being political scientists and international relations scholars with
an interest in international economic affairs generally, and Canadian
foreign economic policy in particular. Because the author has been trained
in these fields rather than in economics, much of the economics literature
concerned with such issues as the Canadian tariff and exchange rate
regimes is not considered in any detail.

Moreover, the writings of Marxist scholars are neither surveyed nor
relied upon in this paper. Marxist writers have developed an extensive and
varied literature on the international economy, and were interested in this
subject long before non-Marxist political scientists turned their attention
to it. Their intellectual contributions deserve a separate treatment and
evaluation in a more comprehensive review of recent literature on the inter-
national political economy and Canada’s place within it.

Trends in the Global Political Economy

Students of international politics saw their discipline undergo a remarkable
change in the decade of the 1970s. Previously preoccupied with the tradi-
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tional “‘high politics’” questions of war, peace, security and alliances, inter-
national politics scholars became interested in the economic aspects of
international affairs and began to write articles and monographs on topics
that had previously been the preserve of economists: trade protectionism,
development lending, commodity cartels, international monetary relations,
and global industrialization. That the interests of many political scien-
tists who study world politics changed in the 1970s is not surprising in
light of developments in the real world of international affairs during that
tumultuous decade, developments that affected Canada as much as any
other advanced industrial country. In the area of international trade, which
is the most important means by which nominally sovereign nations affect
one another, the impressive liberalization evident in the 1960s carried into
the following decade, with trade continuing to grow faster than world pro-
duction during most of the 1970s (Blackhurst, Marian and Tumlir, 1977,
p. 9). At the same time, however, there was a noticeable strengthening
of protectionist pressures in all the developed capitalist countries, partly
because of the extent to which prior liberalization had caused imports to
disrupt various domestic industries, but partly too because the generally
poor economic performance of the latter half of the decade had rendered
more costly the industrial adjustment attendant upon increased trade. With
the devastating recession of the early 1980s, the growth of international
trade has slowed and protectionist policies are growing more common.

Another key development in the international economy in the 1970s was
the sharp increase in the price of petroleum precipitated by the Arab-Israeli
war in 1973-74 and the Iranian revolution in 1979. This led to a massive
redistribution of global income away from the industrial and non-oil
developing countries to the Organization of Petroleum Exporting Countries
(OPEC) and other oil-exporting states. Rising oil prices, and the resultant
volatility in this important commodity market, contributed to the insta-
bility evident in global trade, monetary and financial relations during the
decade of the 1970s. The soft oil market and the prospect of falling oil
prices appear to be having a similar effect in the present decade.

Turning to international monetary relations, the Bretton Woods fixed
exchange rate regime established with the creation of the International
Monetary Fund in 1944 collapsed in the early 1970s, and although the
floating exchange rates of the early 1980s are believed by many economists
and some governments to be an improvement on the original Bretton
Woods regime, currency volatility has become a major issue in relations
among the developed industrial states. The past few years have also seen
the development of a severe international debt crisis as a growing number
of Third World countries groan under the weight of a debt load that
exceeds US$700 billion for the non-oil developing countries. How this
critical debt problem is addressed will obviously be a political as much
as an economic question, with governments and a host of private actors
keenly interested in the outcome.
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Behind these and other economic issues on the contemporary interna-
tional politics agenda lie two deeper trends: growing international inter-
dependence, and the politicization of international economic relations.
The two are, of course, related. As the prosperity and destiny of national
economies become more dependent on the external world and thus on the
policies pursued by other states, governments lose their ability to shape
their economies autonomously through their own policy choices. This fact
is difficult to reconcile with the existence of separate national polities in
which citizens demand and political parties promise that elected govern-
ments will deliver the economic goods. That the external economic world
has an enormous impact on national policies and economic development
is hardly a new realization for Canadians. Canada has always been what
economists term a small, open economy, sensitive to external economic
forces over which it exerts little influence. However, the scholarly
literatures of international relations have not been produced primarily by
Canadians; American social scientists account for the bulk of the writings
in this sub-field of political science, just as they do in the discipline as
a whole, and much of the concern with economic interdependence and
its consequences found in the contemporary literature of international
politics is a reflection of the growing awareness of American scholars that
their country has now become locked into a global political economy and
is increasingly affected by international economic events. The constraints
imposed on national policy by economic interdependence may be news
to Americans, but Canadians and the citizens of other small and medium
powers have long been aware of the critical importance of the interna-
tional economy to their own welfare.

In the following section, the general theme of economic interdependence
is discussed, as well as a number of important international economic issues
that have been analyzed by political scientists. An attempt is made to refer
to some of the key literatures touching on the subjects under consideration.

Economic Interdependence

A major focus of much recent writing on the global political economy
is the growth and consequences of international economic interdependence.
Interdependence may be broadly defined as a state of affairs in which what
one nation does directly affects other nations. In effect, ‘‘the more one
nation has to take into account what other states might do in charting
its own international and domestic policy, the higher the interdependence’’
(Rosecrance et al., 1977, p. 426). For economists, economic inter-
dependence means that national economies are more sensitive to one
another. ‘It is measured not merely by the volume of flows across borders
but also by the costly effects of changes in transactions on the societies
or governments’’ (Keohane and Nye, 1977, p. 12). For political scientists
it is the vulnerability of nations caused by increasing interdependence that
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has attracted the most interest. Two nations that import all their supplies
of a particular commodity may be equally sensitive to an increase in its
price or to a curtailment of supply, but if one has recourse to modestly
more expensive domestic sources, while the second does not, then the latter
may be said to be more vulnerable than the former (p. 13). The lexicon
employed by scholars interested in interdependence tends to be quite con-
fusing. When it is asserted that interdependence has increased for the indus-
trial democracies, for example, what is really being said is that these coun-
tries have become more dependent on external economic trends and
developments. Dependence, however, is clearly a relative notion. Two
states may depend on one another, but not to the same degree. The modern
lexicon refers to this as ‘‘asymmetrical interdependence.’’ The concept
has relevance for Canada, which is often said to be in a relationship of
asymmetrical interdependence with the United States (pp. 202-203).
Growth of the foreign trade sector is, for most industrial countries, a
major manifestation of increased economic interdependence and features
prominently in scholarly treatments of the phenomenon (Cooper, 1968;
Rosecrance et al., 1977, p. 427; Katzenstein, 1975, pp. 1023-25). Between
1948 and 1973, the volume of world trade increased sixfold and grew at
an annual average rate of 7 percent; this growth rate surpassed that of
world production, which was also, however, growing very rapidly
(Blackhurst, Marian and Tumlir, 1977, p. 9). Over the years 1963-73,
world trade in all products increased on average by 6 percent annually
and in manufactures by 11 percent, while world production of all products
grew by only 3 percent, and of manufactures by only 7 percent, annually.
During the less buoyant economic period of 1973-80, both exports and
production increased at a slower pace, but except for 1975, and more
recently in 1981-82, trade continued to grow faster than production
(OECD, January 1982, p. 6; and IMF, August 1982, p. 241). For the indus-
trial countries, the consequence of the growth of international trade has
been increasing dependence on international commerce. Table 2-1 sum-
marizes the evolution of the dependence of the industrial democracies on
exports relative to gross domestic product. It should be noted that of the
seven major industrial countries in the West, Canada was the most depen-
dent on exports in 1980. Table 2-2 reveals that, when the fast-growing
services sector is also counted, the industrial countries are seen to be even
more dependent on exports; in Canada’s case, exports of goods and ser-
vices accounted for almost 30 percent of domestic product in 1980.
The sharp increases in the absolute volume of world trade, and in the
importance of trade to the economies of the Western industrialized coun-
tries since the 1940s, are also related to the existence and strengthening
of certain international rules and arrangements. These have been designed
to promote trade liberalization and to provide a measure of stability,
predictability and order in the international trade system. At the global
level, the most important institution is the General Agreement on Tariffs
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TABLE 2-1 Ratio of Merchandise Exports to
Gross Domestic Product

1965 1970 1973 1974 1975 1979 1980
(percentage)

United States 3.9 4.4 5.5 7.0 6.9 7.5 8.4
Japan 9.5 9.8 9.0 122 11.2 103 124
West Germany 15,6 18.4 19.6 234 214 226 23.6
France 10.2 12.5 143 17.1 15.4 17.1 17.1
United Kingdom 13.3 159 17.3 20.2 19.1 224 220
Canada 15,6  19.5 20.2 21.6 19.6 242 256
Italy 123 143 157 195 18.1 223 19.7
EEC? (including intra-

Community

trade) 15.2  18.1 20.0 23.8 21.3 234 236
EEC? (excluding intra-

Community

trade) 8.2 9.0 9.5 11.7 10.8 10.9
OECD 9.0 10.6 124 149 142 154

Sources: United Nations, Monthly Bulletin of Statistics;
OECD, National Accounts of OECD Countries, Volume 1, 1951-80.
a. Adjusted to include all the present members of the European Community throughout

the world.

TABLE 2-2 Production and Trade of Twelve Leading
Developed Countries, 1980

Exports of Goods

Production® and Services Exports of Goods
(billions  (billions (billions
of U.S.  of U.S. (percent of U.S. (percent
dollars) dollars) of GDP) dollars) of GDP)
United States 2,587.1 260.8 10.0 216.7 8.4
Japan 1,040.0 145.1 14.0 129.2 12.4
West Germany 819.1 225.1 27.5 192.9 23.6
France 651.9 146.1 22.4 111.3 17.1
United Kingdom 522.9 148.5 28.4 115.1 22.0
Italy 394.0 99.5 25.2 V7.7 19.7
Canada 253.3 74.3 29.3 65.0 25.6
Spain 211.1 32.9 15.6 20.7 9.8
Netherlands 167.6 89.0 53.1 74.0 44.1
Australia 140.0 25.4 18.1 22.0 15.7
Belgium/Luxembourg 121.1 77.2 63.8 64.6 53.4

Sources: United Nations, Monthly Bulletin of Statistics;
OECD, National Accounts of OECD Countries, Volume 1, 1951-80.

a. Gross Domestic Product.
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and Trade (GATT) and the various codes and arrangements that have been
developed under its auspices. Since its formation in 1947, seven rounds
of multilateral trade negotiations have occurred in the GATT, and these
have resulted in a dramatic reduction in the tariff levels of most indus-
trialized countries, as well as in agreements to lower and to regulate more
closely the use of non-tariff barriers (NTBs) and distortions to trade. The
GATT has provided a forum in which countries can work toward trade
liberalization and address the many trade and commercial policy disputes
that inevitably arise between them. Its rules and procedures have been par-
ticularly beneficial to smaller countries, since the GATT gives them at least
a modest degree of influence over the trade policies of larger economic
powers. Trade liberalization has not been restricted to the GATT, however.
Also important are a number of regional trade agreements and accords
that provide for free trade among signatories, particularly those that have
been negotiated among the West European countries. Although these have
posed problems for the GATT system because they represent a departure
from the principles of multilateral trade liberalization and most favoured
nation treatment that lie at the heart of the GATT, regional free trade
schemes have played a significant role in expanding world trade and
economic interdependence. (On the GATT generally, see Dam, 1970;
Finlayson and Zacher, 1981a; and Stone, 1984; on regional free arrange-
ments and the GATT, see Stone, 1984, Chapter 7; and Curzon and Curzon,
1976).

Most of the growth in trade among countries in the Organization for
Economic Cooperation and Development (OECD) since the 1950s has taken
the form of simultaneous increases in both exports and imports in the same
industrial sectors, what economists term intra-industry trade (Blackhurst,
Marian and Tumlir, 1977, p. 11; Caves, 1981; Grubel and Lloyd, 1975).
Intra-industry or -sectoral trade has proved easier for governments to
accept than more disruptive inter-sectoral trade because it does not typically
involve the phasing out of entire industries. It is this type of trade that
has expanded most rapidly within the OECD group of countries. Although
precise measurement is difficult, studies have suggested that more than
half of the trade of the OECD nations now takes the form of intra-industry
trade (Lipson, 1982, pp. 444-45). The trend toward growing intra-industry
trade has important implications for the global economy and trading
system. It ‘““implies a pattern of adjustment quite different from that
assumed by economists working with simplified [international trade]
models. The traditional models of trade . . . imply the relocation of pro-
duction in response to differences in relative factor prices. The studies
of intra-industry trade, on the other hand, suggest that certain types of
import-competing industries are not extinguished . . . . They can adapt,
specialize, and export their own goods’’ (p. 444). The growth of intra-
industry trade helps to explain why the major industrial nations, whose
factor endowments are quite similar, trade with each other so extensively.
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It also helps to account for the fact that trade among the industrial coun-
tries has increased greatly in products that are part of the same industry.
As a result of this, the liberalization of international trade that has occurred
since the 1940s has led, at least in the case of the major industrial
economies, to a significant amount of intra-industry rather than inter-
industry specialization (Grubel and Lloyd, 1975, Chapter 9; Lipson, 1982,
p. 445).

Another manifestation of the increasing importance of foreign trade
for national economies is the growth of trade in services. Services now
account for the bulk of Gross National Product (GNP) in almost all
advanced industrial economies, and they are becoming a more significant
component of world trade as well. Tradeable services include such invisibles
as banking, insurance, shipping and travel. Clear international rules and
arrangements to govern trade in services do not exist, in contrast to the
situation prevailing with respect to trade in goods, where the General
Agreement on Tariffs and Trade and other agreements provide some
measure of order and predictability. The United States, which enjoys a
comparative advantage in many types of services, is the strongest propo-
nent of developing new international rules in this area, and has made this
a trade policy priority for the remainder of the decade. This alone will
force Canada and other industrial countries to examine the relevant issues
in a careful way and to make some kind of response to U.S. demands
(Government of Canada, October 1982).

The industrial countries have also become more dependent on trade with
the Third World and with centrally planned economy countries in recent
decades, although this is less true in the case of Canada (Economic Council
of Canada, 1978, p. 70). For the United States, dependence on develop-
ing countries as a market for exports of manufactured goods rose sharply
in the 1970s, while Japan and Western Europe grew modestly more reliant
on the Third World as a market for their manufactured products over
the same decade. For the OECD nations as a whole, the most striking
manifestation of their greater reliance on and sensitivity to the Third World
in international trade was of course petroleum, with both Canada and
its western allies becoming much more dependent on OPEC suppliers and
other Third World petroleum exporters for this critical commodity in the
1970s and 1980s than was the case 20 years ago. However, despite the con-
tinuing importance of petroleum imports to the advanced industrial coun-
tries, the growth in their dependence on foreign trade has arisen mainly
because of their increasing trade with each other, not with the Third World
or other groups of countries.

In addition to the expansion of global trade, another sign of greater
economic interdependence that has received some attention from political
scientists is the growth of capital flows and the increasing volume of inter-
national financial transactions. From the late 1950s to the mid-1970s, direct
foreign investment grew at an astonishing pace, in part as a result of the
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rise of multinational corporations (MNCs), which take a global rather than
a national approach to their operations. The bulk of MNC investment in
foreign countries has gone to other developed industrial countries, with
a smaller share being directed toward less developed economies. Since the
mid-1970s, the growth of direct foreign investment has slowed somewhat,
particularly to the Third World. However, overall it has kept pace with
the rise in world trade and has exceeded domestic economic growth and
investment growth rates in the OECD countries (OECD, 1981). American-
based MNCs continue to be the most important source of foreign direct
investment, but Japan, Canada, and other developed countries also boast
an increasing number of companies involved in investing abroad as well
as at home.

The expansion of international investment and capital flows brought
about by the activities of MNCs has played a significant part in the crea-
tion of a more integrated non-communist world economy. A related trend,
also partly attributable to the rise of the MNCs, is the increasing integra-
tion of the international financial system. Computer technology and
improved communications systems now permit billions of dollars to be
transferred instantaneously by banks, corporations and governments.
These massive international financial flows are highly sensitive to even
slight interest rate differentials (Eastman, 1984, p. 627). The huge volumes
of American dollars held by foreign governments and private economic
agents as a result of the dollar’s key role in world trade and payments
helped to spawn the creation of new financial markets in the late 1960s
and 1970s, particularly in Europe. The existence of many billions of petro-
dollars that had to be recycled after 1973 provided a major boost to these
new international financial markets. Unlike national financial markets,
the so-called Euro-markets are not closely regulated by central banks. They
have become so enormous that they now constitute ‘‘an international
private financial system of similar size to the one inside the United States,
but outside the control of any governmental authority’’ (Zysman and
Cohen, 1983, p. 1117).

Private international finance has been critical to meeting the balance
of payments needs of many countries, especially oil-importing Third World
countries. The latter have required financing far in excess of what even
the expanded resources of the International Monetary Fund can provide.
International banks and financial markets, flush with petro-dollars, have
made tens of billions of dollars worth of loans to the developing coun-
tries. However, most of these countries appear markedly less creditworthy
in the slow-growth environment of the 1980s than they did in the infla-
tionary environment of the 1970s, and many Western financial institu-
tions are today quite unstable because of the prospect of default by their
developing country debtors. Of total Third World debt of some US$700
billion, about $400 billion is private bank debt, owed basically to Western
banks, who can thus readily attest to the extent and significance of inter-
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national economic interdependence (Cohen, 1983, pp. 327-29; Weinert,
1984; Mendelsohn, 1979; Meissner, 1984).

In short, the sensitivity of national economies to one another has
increased because of the growth and frequency of international financial
flows and the development of an integrated global financial system. The
emergence of this system has also altered the international balance of
payments regime put in place by the architects of Bretton Woods in the
1940s. Private international finance now plays the major role in providing
financing for balance of payments deficits. ‘““Much as in the manner of
the United States after World War II, the markets took over from the
IMF the main burden of providing supplementary financing for payments
purposes’’ (Cohen, 1983, p. 329). This has posed a major challenge to
the IMF’s role as an arbiter of access to payments financing. The avail-
ability of unconditional financing to countries deemed creditworthy by
financial markets weakened the international monetary and financial
regime centred on the IMF. However, as the debt problem of developing
country borrowers worsened in the late 1970s and early 1980s, private
financial institutions looked to the IMF to exert pressure on borrowers to
alter their policies in order to increase the likelihood that their debts would
be repaid. The IMF is better able to perform this role than the financial
institutions themselves, and the latter have increasingly insisted that many
developing countries wanting to undertake additional international bor-
rowings should first obtain the IMF’s approval (pp. 328-33). Thus, despite
the ostensible decline in the IMF’s role in the international payments
regime, its de facto power in large measure has been retained.

Political Consequences of
Economic Interdependence

The discipline of international relations has a tendency to stress the impact
of the international system on states, and this is evident in the analysis
of the political effects of interdependence provided by many political scien-
tists interested in the international economy. As one somewhat skeptical
observer has commented, the literature on interdependence claims that

. . interdependence is more than a quality or condition that can be measured
by looking at transaction flows. Interdependence involves a new type of inter-
national politics that cannot be understood or described by using the con-
cepts and categories of traditional international relations analysis.

(Holsti, 1978, p. 520)

Several themes are stressed in the writings of non-Marxist political scien-
tists concerned with the political consequences of greater economic inter-
dependence. First, many argue that the autonomy of the state and the
coherence of national policies toward the international economy have been
undermined. The most extreme version of this view — one more popular
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among economists than political scientists — goes further by claiming that
“‘the state is just about through as an economic unit’’ (Kindleberger, 1969,
p- 207). Few political scientists subscribe to this ‘‘sovereignty-at-bay’’ inter-
pretation of the modern international political economy (see Vernon, 1971;
and Gilpin, 1975, pp. 220-27). But many do agree that most states, espe-
cially the Western democracies and including the United States, have suf-
fered a loss of autonomy because of increased interdependence (Morse,
1976; Keohane and Nye, 1977; Cooper, 1968; Brown, 1974). The growth
of trade and capital movements has increased the exposure of states to
the international economy, and rendered more difficult the pursuit of inde-
pendent national policy. The rise of multinational corporations, with their
tendency to integrate global production, has also weakened governments,
as has the growth of international financial transactions.

Related to the loss of autonomy is the increased difficulty governments
are alleged to face in defining their national interests in a world of economic
interdependence. According to many international relations scholars, a
central feature of an interdependent world is that multiple channels con-
nect societies. The growth of informal ties between government elites and
offices of different countries, of transnational actors such as corporations
and banks, and of governmental and non-governmental international insti-
tutions of every kind has made government policies in many countries more
mutually sensitive and has greatly complicated the determination of which
foreign economic policies are in the national interest (Keohane and Nye,
1977, pp. 25-26). Bureaucratic and interest group politics on the domestic
scene have become interwoven with global economic issues and develop-
ments. Often a particular government agency or a domestic interest group
may be allied with external government or private actors (e.g., banks, and
international financial organizations such as the IMF). These kinds of
linkages make the policy process more complex and difficult to control.

The arguments that the autonomy and sovereignty of the state have been
reduced, and that defining the national interest has become more prob-
lematic, because of greater international interdependence and economic
integration during the postwar period, are usually made with reference
to the experiences of the developed capitalist countries. It is important
to note that small and medium powers rarely have enjoyed the autonomy
and degree of sovereignty attributed to large, powerful nations with diver-
sified economies. Albert Hirschman’s brilliant study National Power and
the Structure of Foreign Trade, written in the early 1940s, analyzed how
large countries with diversified economies can manipulate trade relations
with smaller, weaker nations. This underscores the importance of giving
recognition to the relativity of the concept of interdependence as well as
of the notion of national autonomy. Many weak Third World countries,
formerly colonies and now dependent for survival on the sale of perhaps
two or three commodities or on financial subventions from foreign govern-
ments or private entities, have never possessed much autonomy to lose.
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Nor are they usefully portrayed as interdependent with the external world.
Rather, the language of dependence and impotence better characterizes
their situation (Holsti, 1980). In the case of communist countries, they
have tended to avoid becoming closely intertwined with the capitalist world
economy, although several East European countries have recently become
much more exposed to external economic forces and trends. The Soviet
Union, however, derives only 2 percent of its GNP from trade outside its
bloc and has unquestionably maintained its national autonomy despite
the growing interdependence and integration evident in the international
economy (Finlayson and Marantz, 1982).

A second theme stressed by much of the literature on the modern global
political economy relates to the politicization of international economic
relations evident in the past two decades. Economic issues have become
central both to relations among the Western industrial nations and to rela-
tions between the latter and the more than 120 nations of the Third World.
They have also tended to become more contentious and controversial, and
failure to resolve economic policy questions often generates talk of inter-
national crisis. There are at least three senses in which economic issues
have become more politicized in international politics. First, economic
questions have come to occupy a more prominent position on the inter-
national issue agenda, as is reflected by the institution of annual economic
summits among the seven leading industrial democracies and by the fact
that deliberations in the United Nations and its associated agencies now
have an overwhelmingly economic orientation. Second, these same
economic issues are increasingly caught up in the domestic politics of the
Western countries, especially in the case of questions of international trade
policy (discussed below). Finally, international economic policy has also
become linked to some extent traditional political and security aspects of
relations among the Western democracies and also between East and West
(Hirsch and Doyle, 1977, pp. 12-13; see also Keohane and Nye, 1977,
pp. 26-27).

It would be wrong, of course, to conclude that international economic
relations only became politicized in recent times. Long before the industrial
revolution, nations and tribes were engaged in political and military
struggles in pursuit of advantages in trade and commerce. But during much
of the post-World War II period, the enormous power of the United States
in international affairs provided an unusual degree of stability and order
in global economic relations. Largely preoccupied with military and broad
foreign policy questions, and little exposed to the world economy even
though it was dominant within it, the United States demonstrated the
willingness and ability to trade off its external economic interests in order
to further its major foreign policy objectives, the most important of which
was containment of the power of communist regimes. This was evidenced
in the late 1950s when the United States promoted European economic
cooperation and integration, despite the fact that the formation of the
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European Economic Community (EEC) harmed American export prospects
in Western Europe. According to writers who subscribe to the ‘‘hegemonic
stability’’ thesis, the stability associated with American dominance could
not endure once America’s relative economic and political power began
to decline (Kindleberger, 1973; Krasner, 1976). Since the late 1960s, the
United States has been more exposed to the world economy, but less able
to dominate it. Stable international economic relations now require effec-
tive multilateral management and leadership.

Another important postwar trend that has had a significant impact on
the nature of international interdependence has occurred within the indus-
trialized countries: domestic economic issues have become more politicized,
and the state has assumed greater responsibility for both macroeconomic
performance and the welfare of particular groups, industries and sectors.
As Ruggie points out (1983a), the rising levels of international inter-
dependence, and the creation of liberal international trade and monetary
regimes since the 1940s, have occurred hand-in-hand with this increase
in the role and responsibilities of the state in Western societies. Indeed,
the pressures and adjustments forced on societies by greater involvement
with the world economy often have necessitated an interventionist response
from the state, although this is obviously not equally true of all countries.

The dilemma for governments today is that, while a more open economy,
exposed to and heavily involved in international transactions, will prob-
ably result in a higher national income, greater industrial efficiency, and
faster economic growth, the adjustments associated with higher levels of
international economic interaction can generate social instability. The need
for countries to adjust their industrial structures when they participate
in world trade has grown as economic interdependence has increased. This
has politicized the issue of trade in particular. Economist Richard Cooper,
several times a senior official dealing with international economic policy
in the U.S. government, wrote in 1972 of the breakdown of the ““two-
track’ policy process by which military and security problems in the
Western nations were the stuff of high politics, while economic issues with
an international dimension were dealt with as relatively innocuous matters
of low politics (Cooper, 1972-73). Cooper argued that economic inter-
dependence in general and increased trade in particular had moved trade
policy to the centre of diplomacy and politics among the OECD countries.
This argument is even more persuasive today than it was a decade ago.

Politicization is also evident in the area of international monetary affairs.
The major dimensions of an international monetary regime have to do
with the rules governing exchange rate changes, the nature of reserve assets,
and the extent of governmental control of international capital flows
(Cooper, 1975, pp. 66-67; Cooper, 1984; and Cohen, 1977, Chapter 1).
Since the 1950s, extensive changes have occurred across all three dimen-
sions. Higher inflation, divergencies in inflation rates in the major
economic powers, rapid increases in international capital movements, and
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the steady growth of foreign holdings of U.S. dollars (as a result of the
latter’s role as the system’s reserve asset and source of payment for world
trade) combined to put an end to the Bretton Woods fixed exchange rate
regime in the early 1970s. Intense political discussion has continued ever
since among the OECD nations concerning the desirability of controlling
exchange rate fluctuations. In the meantime, the heavy burdens imposed
on the system by the need to recycle hundreds of billions of OPEC petro-
dollars since 1973 have made international monetary policy a major issue
in North-South relations. Developing countries argue against the condi-
tions imposed on them by the International Monetary Fund when it lends
funds to stabilize payments imbalances or encourages private banks to
extend credits and restructure loans. This ‘‘conditionality’’ issue has
become a serious international dispute, and the developing countries have
put forth a number of proposals designed both to weaken the ability of
the IMF to impose conditions on them and to reduce the debt burden of
the many nations of the South that have borrowed massively from Western
banks. (Weinert, 1984, reviews some of these proposals. On developments
in international monetary and financial affairs in the 1970s, see Aliber,
1979; Bird, 1978; Cohen, 1977, Chapter 3; and Bolin and Del Canto, 1983.)

A final aspect of international interdependence that has elicited some
discussion in the political science literature dealing with the phenomenon
concerns bargaining power. Some observers argue that increased interde-
pendence has strengthened the bargaining power of small and medium-
sized states. In part this is because of the declining salience of the military,
territorial and security issues that traditionally have been at the heart of
international politics. Military force no longer plays as significant a role
in world politics as it once did (Keohane and Nye, 1977, pp. 27-29). Partly
as a result of this, it is becoming difficult in many international issue areas
to determine which states possess how much effective power. According
to this view, the overall superiority of the United States and the U.S.S.R.
in terms of military power has little bearing on the politics of international
economic relations. Bargaining outcomes cannot be predicted, argue
Keohane and Nye, on the basis of which states enjoy primacy in terms
of overall power. Interdependence has led to a diffusion of power and
opened opportunities for states weak in some issue areas to exercise great
influence in others (pp. 42-57). The more the international political system
and the global economy can be characterized as interdependent, ‘‘the
harder it becomes to maintain qualitatively unequal . . . relations among
the units of the system’’ (Young, 1969, p. 748). Relatively weaker states
should benefit, because rising interdependence implies ‘‘a tendency toward
strengthening weaker actors against strong states as the web of relation-
ships increases perceived sensitivities, vulnerabilities and opportunity costs
for the stronger’” (Haas, 1975, p. 860). The relevance of this argument
for Canada obviously deserves an assessment. Some preliminary thoughts
on this question are offered later in this paper.
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Disorder in the World Economy

In its 1981 World Development Report, the World Bank suggested that
the 1970s ‘“may be remembered for giving new- shape to the world
economy.”’ “What has evolved,”’ the report goes on, *‘is a different pattern
of economic power, with new centers of production, finance and trade,
and new forms of interdependence’” (p. 7). The many changes in the global
political economy in the 1970s together signalled the end of the Bretton
Woods international economic order fashioned by the Western nations
after World War II. That economic order was characterized by U.S. leader-
ship, a system of increasingly liberal trade and financial flows, and an
agreed regime for international payments. It operated with remarkable
success through the 1950s and most of the 1960s. Five features of the
postwar international system helped to sustain the Bretton Woods inter-
national economic order (see Bergsten, 1977, pp. 2-4). First, it existed
within a broader international context of bipolarity and the Cold War.
The common overriding objective of the Western nations to resist Soviet
power served to mute economic conflicts and made international economic
issues matters of low politics. Second, policy makers in the Western nations
responsible for international economic questions were acutely aware of
the economic disasters of the 1930s and were united in their determina-
tion to resist any move toward the beggar-thy-neighbour policies of that
decade — stiff trade barriers, competitive currency depreciations, and
narrow economic nationalism in general. Third, the first two decades after
the war saw the United States move into a position of extraordinarily
powerful leadership and influence. Washington allowed the dollar to play
the role of the world’s reserve despite the balance of payment deficits this
policy created, and despite the fact that the dollar’s role precluded the
United States from devaluing its currency to achieve external balance. The
United States also made numerous non-reciprocal trade concessions, in
the 1950s especially, permitting Japan, Germany and other Western coun-
tries to have improved access to the huge U.S. market without demanding
equal concessions in return. Indeed, until 1957-58 Washington allowed
open discrimination against its goods in Western Europe; it also strongly
supported the creation of the European Common Market despite its nega-
tive impact on U.S. exports (Bergsten, 1975; Krasner, 1979, pp. 493-98).
A major reason why the United States could afford to pursue this course
was that it did not have to contend with numerous effective competitors
in industrial markets.

A fourth feature of the postwar order which helped to sustain the
Bretton Woods economic arrangements was the existence of a consensus
among the major nations regarding the goals of international economic
policy. The priority was economic growth and full employment. Not until
the late 1960s did a large number of countries — members of the Third
World — start to press vigorously for a fundamentally different objec-
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tive: global redistribution. And not until the 1970s did the Western nations
begin to quarrel seriously over the priority to be given to growth and full
employment on the one hand, and to achieving price stability in an infla-
tionary world on the other. Finally, it must be stressed that throughout
most of the 1950s and 1960s there was a tremendous increase in prosperity
and economic growth in the Western world. Standards of living improved
dramatically; Western Europe and Japan recovered remarkably from the
ravages of the war; and all the major nations enjoyed significant economic
growth.

Even the most casual observer of the world economy would recognize
that the picture portrayed by the previous two paragraphs does not cor-
respond to the world today. None of the five conditions that allowed the
Bretton Woods international economic order to exist and to prosper
obtains today (see Bergsten, 1977, pp. 4-9 for discussion of the changes).
First, the primacy of international security concerns among the Western
nations evident in the 1940s and 1950s did not persist as the Cold War
gave way to détente in the early 1970s. This in turn led to more attention
being paid to questions of economic policy within the Western bloc.
Second, the generation of policy makers whose views were a product of
the experiences of the 1930s was gradually replaced by other officials whose
knowledge of that period came from textbooks. The fears that the events
of the 1930s might be repeated on the international economic scene thus
faded. Third, the ability and willingness of the United States to provide
strong leadership in international economic policy and to underwrite some
of the costs associated with the Bretton Woods order declined. Greater
exposure to the international economy and increased competition made
the United States more vulnerable to external economic forces. The policy
constraints that arose because of the need to fix the value of the dollar
were deemed unacceptable and were finally thrown off entirely by
President Nixon in August 1971. U.S. trade negotiators also began to
demand equivalent concessions from their trading partners in the 1970s.
The economic clout of the United States naturally declined as other
economies recovered from the war and built up their industries. In 1952,
the United States possessed 68 percent of the world’s international
monetary reserves; by 1977 it had less than 6 percent. In 1950, it accounted
for more than 30 percent of world exports; today it accounts for less than
a third of that figure. In the early 1950s America produced fully 45 per-
cent of the world’s steel; now it provides only 10 percent, and some ques-
tion exists as to whether its non-specialty steel industry will survive into
the 1990s (Krasner, 1979, pp. 497-500). At the same time as U.S. economic
power was declining in relative terms, other Western countries, especially
in Europe, were becoming less willing to accept U.S. leadership on ques-
tions of international economic policy.

The consensus on the goals of international economic policy was also
undermined in the 1970s. Some Western countries, including Japan and
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West Germany, chose to pursue vigorous anti-inflationary policies; others,
such as the United States in the 1970s and France in 1981-82, were inclined
to place a higher priority on growth and employment. The postwar
Keynesian consensus within the economics profession and among policy
makers fell victim to the escalating inflation rates of the 1970s. In addi-
tion, the rapidly growing bloc of countries in the Third World could be
heard throughout the 1970s loudly articulating their own economic objec-
tives — global redistribution and the creation of an international version
of the domestic welfare state (Ruggie, 1983b). Finally, the years since the
early 1970s have revealed starkly that prosperity is not a linear phenomenon
that allows for ever-improving economic welfare. Average annual real
economic growth rates for the seven leading industrial countries were more
than halved in some cases in the 1970s. During the period 1966-73, for
example, annual real growth rates were as follows: Canada, 5.5 percent;
the United States, 3.9 percent; the United Kingdom, 2.9 percent; Germany,
4.3 percent; France, 5.4 percent; Italy, 5.4 percent; and Japan, 10.7 per-
cent. Corresponding figures for the years 1973-78 were Canada, 3.2 per-
cent; the United States, 2.8 percent; the United Kingdom, 1.4 percent;
Germany, 2.0 percent; France, 3.1 percent; Italy, 2.1 percent; and Japan,
3.7 percent. The early 1980s have seen a further deterioration in these
figures. From the point of view of political analysis, reduced economic
growth rates are important because they indicate that it has become more
difficult to lubricate the process of industrial adjustment that is attendant
upon increased global economic interdependence through general improve-
ments in national economic welfare and prosperity.

The disorder in the world economy is evident in any number of inter-
national economic policy areas and these cannot be reviewed here.
However, an overview of the state of affairs prevailing in the sphere of
international trade is provided, since trade is the most important manifesta-
tion of economic interdependence.

Most analysts agree that the international trade system has been expe-
riencing considerable strain since at least the mid-1970s. However, the
overall picture is complex. Trade liberalization has continued to move for-
ward in some sectors, but strong protectionist pressures in other sectors
have led to the erection of higher trade barriers. Moreover, the forms of
protectionism have changed. The high tariffs that were once the hallmark
of protectionism have been replaced by an array of non-tariff measures.
Many developed industrial countries have negotiated so-called voluntary
export restraint agreements (VERS) with exporting countries which are
designed to reduce and control the flow of imports and thus to protect
their domestic import-competing industries. In addition, a large number
of orderly marketing agreements (OMAs) have been negotiated between
importing and exporting countries in order to achieve the same objective.
These kinds of import restraints have become quite common in the past
decade or so, and are the most important evidence of what has been termed
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the ‘“‘new protectionism’’ now evident in the industrialized world (Balassa,
1978). Many contemporary protectionist measures are taken largely out-
side of the GATT context and in fact represent substantial departures from
GATT rules and principles. The fact that developed industrial countries
have resorted to VERs and similar kinds of illegal safeguard actions in the
face of intensifying import competition for their domestic industries reflects
a serious weakness in the GATT system (Stone, 1984, Chapter 16; Finlayson
and Zacher, 1981a, pp. 571-72; Jackson, 1978). During the Tokyo Round
of GATT trade negotiations in the 1970s, an effort was made to bring VERs
and other safeguards within the ambit of GATT surveillance, but the
developed countries could not reach agreement on how this should be done.
They want to be free to take protectionist actions selectively against par-
ticular exporters, in violation of GATT principles.

The protectionist pressures being experienced in the industrialized coun-
tries are particularly acute in some of the older capital-intensive industries
such as steel and shipbuilding, in which significant global surplus capacity
has developed. The pressures are also extensive in industries in which the
newly industrializing countries (NICs) of the Third World have developed
a comparative advantage, such as textiles, clothing, consumer electronics
products and toys (Strange, 1979; Tsoukalis and da Siva Ferreria, 1980).
The problems caused for Canada, the United States and other industrial
countries by the rapid industrialization and increasing export propensity
of the NICs raise disturbing questions about the extent to which the
Western economies will be able to adjust their industrial structures in the
face of global industrial change. From 1963 to 1979, the share of imports
of manufactures of the OECD countries accounted for by the NICs grew
from 2.6 percent to almost 9 percent (OECD, 1981a, p. 7). A study pub-
lished in 1979 predicted that a major transformation of the international
industrial structure would occur if this trend continued, with the share
of global ‘‘industrial value-added’’ held by the OECD countries falling from
68 percent in 1970 to 50 percent by the year 2000, and that of the Third
World rising from 11 percent to more than 26 percent over the same period
(OECD, 1979, p. 331). However, this projection was premised on the
critical assumption that the developed industrial countries would under-
take policies consistent with the increasing industrialization of the Third
World, especially policies that facilitated adjustment.

What economists refer to as the issue of ‘‘structural adjustment’’ now
lies at the heart of the major problems confronting the GATT and the inter-
national trade system more generally (Pearson and Salembier, 1983;
Proulx, 1984). The expansion of trade and the increased economic integra-
tion promoted by the Bretton Woods trade and payments regimes have
led to intensified import competition, especially from Japan and the NICs,
and this has posed numerous difficulties for industrial countries such as
Canada and the United States (Morici, 1984). The adjustment process
associated with increased trade and economic interdependence has proved
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more costly and complex than predicted by the economics textbooks. As
two economists recently wrote:

As a practical matter . . . resource adjustment is not automatic and instan-
taneous. Workers released from declining industries are not immediately
re-employed elsewhere in the economy. Plant, equipment and skills are not
easily transferred to other types of production. Thus . . . the process of adjust-
ment itself also involves real costs to workers, owners of capital, and to the
economy as a whole. (Pearson and Salembier, 1983, p. 14)

The economic climate of the late 1970s and early 1980s has not made the
challenge of adjustment in the industrial countries any easier. As Tsoukalis
and da Siva Ferreria comment, ‘‘in a period of prolonged recession and
high unemployment and in a welfare system where labour mobility is low
and the social cost of massive layoffs of workers politically prohibitive . . .
adjustment may be very difficult to bring about’’ (pp. 335-36). Western
governments have put in place a host of policies intended to facilitate
adjustment and to ease the costs, imposed on workers in particular, by
increased imports in declining industries (Pearson and Salembier, 1983,
pp. 56-62). The overall record, however, is not impressive. Most Western
countries have in fact instituted near-permanent protective trade barriers
in such sectors as textiles, clothing and footwear — all industries in which
comparative advantage is shifting to the developing world. Many of the
industrial policies pursued by the developed market economy countries
seem designed more to resist change than to facilitate and adapt to it
(Diebold, 1980). Rather than adjust their industrial structures, countries
have been tempted to respond sympathetically to the loud demands for
trade protection that emanate from various groups and regions.

While protectionism has definitely grown among the developed coun-
tries in some industrial sectors, liberalization within the OECD bloc con-
tinues in others. The result, as Krasner has noted, is a ‘‘differentiated’’
trade regime. The industrial countries agreed to lower tariffs further on
much of their mutual manufactures trade during the GATT Tokyo Round
of the 1970s and also agreed to regulate more strictly the use of certain
non-tariff barriers. Yet it is obvious that powerful protectionist impulses
co-exist with continued liberalization. Protectionism is especially evident
in EEC trade policy toward Japan and in the policies all the advanced coun-
tries have begun to follow vis-a-vis competition from the NiCs. Krasner
suggests that four distinct patterns characterize the trade relationships of
countries to each other in the modern global political economy (Krasner,
1979, pp. 506-508):

« No protectionist pressures exist because import-competing sectors are
absent.

e Cross-cutting pressures mute the inclination to undertake strong pro-
tectionist actions; trade in manufactures between the United States and
the EEC is a case in point.
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« Countervailing pressures exist, in that both partners have export- and
import-competing sectors; U.S.-Japan trade is an example.

¢ Only one partner has an import-competing sector affected by bilateral
trade flows, and protectionist actions will be taken by it. EEC-Japan
trade corresponds to this pattern.

These patterns suggest that, while protectionist trade policies will be pur-
sued by the industrial countries, this will mainly be targetted at specific
groups of exporting countries and sectors. Further liberalization of trade
among the major industrialized countries is thus likely to take place.

The Domestic Context of Canadian
International Economic Policy

Students of international relations and political economy exhibit a natural
tendency to focus on the ways in which various aspects of the interna-
tional system affect the policies and politics of the states it comprises.
Recently, however, it has been recognized that a domestic perspective is
also of fundamental importance to an understanding of a state’s policies
toward the international economy. Although the advanced industrial
democracies display many of the broadly similar economic, political and
social attributes associated with all modern societies, the fact remains that
significant differences exist among them, differences which in turn may
shape their economic policies toward international trade, investment, and
monetary issues ’(Katzenstein, 1976). The domestic dimensions along which
they differ include type of governmental system (e.g., parliamentary,
republican); whether a state is unitary or federal in composition; the
historical role of the state in economic policy and development; the
character and influence of interest groups; and the traditional goals of
leaders and policy makers vis-a-vis the international economy. Recent
literature has suggested that a distinction can be drawn between ‘‘strong’’
and ‘‘weak’’ states insofar as foreign economic policy is concerned. In
strong states the national government regularly is able to impose its policy
preferences on society, even though elements of society may disagree with
the policies and objectives being pursued. In weak states, by contrast, the
state typically is forced to shape its policies according to the private
preferences of societal groups (Katzenstein, 1977a). An examination of
Canadian foreign policies may provide a basis for placing Canada along
this continuum, although the concept of a state’s strength is both nebulous
and inherently relative.

The literature on the domestic aspects of Canadian external economic
policy is sparse. (Molot, 1976a, is perhaps the best comprehensive over-
view, though the paper was never published). The growing importance
of the international economy, and thus of foreign economic policy, for
Canada and other industrial countries suggests that an improved
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understanding of the domestic factors conditioning policy is essential. This
part of the paper briefly discusses several domestic aspects of Canada’s
international economic policy and raises a number of questions and ideas
for research that might usefully be undertaken in the future. The follow-
ing dimensions of the domestic sources of external economic policy are
addressed: the legacy and impact of the National Policy tariff structure;
the impact of federalism on national foreign economic policy and policy
making; the federal policy process and bureaucratic politics; the role of
the state in international economic policy; and the role of interest groups.

The National Policy

The institution of the National Policy tariff structure in 1879 was an enor-
mously significant development in Canada’s economic history, one that
has been examined endlessly by generations of historians, economists and
political scientists. For present purposes, the most important fact about
the National Policy is that it represented a coherent and explicit trade policy
for the young dominion. The ending of Britain’s imperial trade system
and its adoption of free trade in the 1840s had shattered the prospect that
Canada’s commercial policy might be integrated into that of the mother
country. At the time there were only two other options: free trade with
the United States, or the adoption of an inward-looking policy that later
came to be known in the economics literature as “‘import substitution
industrialization,” or IsI (Williams, 1983, Chapter 2). High tariffs on
industrial goods thus became a central element of the country’s first —
and some might suggest only — coherent national development strategy.

The system was highly protectionist. Protection of infant industries was
to be the device by which the nation would be developed and resist the
pull from an expansionist-minded United States to the south (Phillips,
1979, p. 6). The tariffs ‘‘were essential to the national policy — essential
to the building of the railroad which, in turn, was essential to the crea-
tion of a western settlement and investment frontier, a hinterland for the
commercial and industrial empires of the St. Lawrence”’ (p. 6; see also
Fowke, 1957). This high tariff policy had several consequences of interest
here. First, it promoted the development of industries that were in most
cases uncompetitive internationally because they were insulated from
external competition and of insufficient scale to achieve economies. One
result of this was that Canadians had to pay more for their industrial
goods. Economists have long attempted to assess the costs of this policy,
and the general view that has emerged is that the tariffs reduced Canada’s
national income and helped to saddle the country with too many ineffi-
cient manufacturing industries (Dales, 1966, especially 122-25; Economic
Council of Canada, 1975).

A second consequence of the National Policy in the view of most
economists is that it encouraged the penetration of Canadian industry by
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foreign companies forced to surmount the tariff wall in order to gain access
to the Canadian market. ‘‘As economists have long recognized and his-
torians long ignored, the roots of the branch-plant economic structure in
North America must clearly be traced to the operations of the National
Policy of tariff protection’’ (Bliss, 1970, p. 32; see also Hunter, 1979,
p. 112). Another legacy of the National Policy highlighted in Glen
Williams’ recent appraisal is that it fostered a highly inward-looking group
of industries in Canada, industries determined to serve the home market
and unconcerned about exporting abroad (Williams, 1983, pp. 16-22).
According to Williams and other economic nationalists, this problem was
compounded by the rapid growth of largely U.S.-owned branch plants
after World War II, many of which were prohibited from assuming the
role of exporters to the world market.

The existence of a large number of relatively inefficient branch-plant
manufacturing industries helps to explain Canada’s poor performance as
an exporter of finished goods. In 1980, for example, only 32 percent of
Canadian exports consisted of finished manufactures, while for the other
six leading industrial nations as well as for Sweden, manufactures
accounted for at least half of exports (p. 8). Furthermore, more than one-
third of the value of Canada’s manufactured exports is accounted for by
automobile exports to the United States under the Auto Pact. Some
economists have disputed the contention that the presence of foreign-
owned firms in Canada has had a major influence in determining the struc-
ture of Canadian exports and that Canada’s relatively weak manufactur-
ing export performance is significantly attributable to the high degree of
foreign ownership in this sector (Safarian, 1969 and 1979; Globerman,
1979; Palda, 1979). Nonetheless, the view that foreign ownership has
eroded Canada’s prospects as an exporter of manufactured and high value-
added goods remains an article of faith among economic nationalists in
this country.

The weakness of Canada’s export performance in finished goods is
related to its persistent current account deficits (Williams, 1983, p. 10;
Robinson, 1980; Science Council, 1978, pp. 25-29). The large volume of
foreign investment — another legacy, at least in part, of the National Policy
tariffs — also puts pressure on the country’s balance of payments since
significant outflows of dividends, interest and profits regularly occur
(Robinson, 1980, Chapter 5). In addition, the approach taken by the Cana-
dian government toward international trade policy has also been affected
by the perceived need to continue rendering tariff protection to many Cana-
dian manufacturing industries. However, in the years since World War
I, a degree of rationalization has taken place, and some industries once
targetted for protection— e.g., steel — havebecome much more efficient.
Others continue to receive protection in the form of tariffs and quotas.
The gradual lowering of Canadian industrial tariffs since 1947 through
the process of the multilateral GATT negotiations has greatly reduced the
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role of the tariff in Canadian commercial policy, but some industries are
still heavily protected by tariffs and a range of non-tariff devices
(Protheroe, 1980).

Federalism

As it seemingly does in so many areas of Canadian life, the issue of
federalism insinuates itself into the discussion of Canadian international
economic policy and strategy. ‘‘In the most general sense, the imperatives
of economic nationhood require that one set of governmental authorities
have the capacity to speak for and to commit the nation in international
affairs’’ (Smiley, 1980, p. 202). The federal government would appear to
enjoy firm constitutional control over international trade and monetary
policy, but this has not prevented the provincial governments from increas-
ing their involvement and interest in international economic questions.
Provincial governments have moved to deal directly and independently
with foreign public agencies, governments and business; most of this
activity has been focussed on the United States, and indeed the states con-
tiguous to Canada have received most of the attention. Political scientists
refer to the interaction between a sub-national governmental unit in one
country and any type of governmental agency in a second country as trans-
governmental relations. Several efforts have been made to measure the
extent and focus of the provinces’ international interactions, particularly
vis-a-vis the national and state governments in the United States (Holsti
and Levy, 1974; Johannson, 1978; and Molot, 1976b).

An institutional reflection of the provinces’ growing interest in inter-
national economic affairs has been the establishment of provincial depart-
ments of intergovernmental affairs in which some officials are involved
in monitoring external developments and others in promoting provincial
interests in foreign countries, again mainly in the United States. Quebec,
Ontario and Alberta are the provinces which have made the greatest effort
to represent directly their economic interests in the United States, despite
several attempts by Ottawa to thwart or retard this process (Clarkson,
1982, pp. 302-10 for a recent overview). Some provinces have complained
that they do not receive enough high-quality information from Ottawa
concerning developments which bear on their commercial interests in the
United States. While this complaint is probably quite legitimate, the
provinces may also have political and symbolic goals in mind when they
move to represent directly their economic interests abroad.

The consequences of the sharp increase in provinces’ official involve-
ment in international economic policy have been debated in the literature.
Broadly speaking, there are two basic positions on the matter. Some feel
that provincial involvement in international economic affairs poses little
risk to the integrity or coherence of federal policy. According to this view,
the growth of trans-border links between provinces and various U.S. public
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authorities is a natural outgrowth of the increase in governmental activities
generally, and much of the interaction is of a technical and thus politi-
cally innocuous character (Johannson, 1978; Molot, 1976b, p. 6; Leach,
Walker and Levy, 1973). A less sanguine interpretation sees the growth
of provincial involvement in external economic affairs as a part of a larger
process whereby certain provinces have become integrated into the U.S.
economy and have as a result come to view Ottawa’s trade and invest-
ment policies as antithetical to their own interests (Stevenson, 1974). An
interesting question to pose concerns the potential for province-state or
province-U.S. government trans-governmental alliances against Ottawa
on certain economic issues. This appears to have occurred with respect
to the Foreign Investment Review Agency (FIRA) and the 1980 National
Energy Program, both opposed by British Columbia and Alberta (and
the latter by Saskatchewan as well). Another type of alliance suggested
by some analysts is a province-state trans-governmental alliance arrayed
against the two national governments. As the provinces become more active
on international economic issues, these kinds of alliances may be formed
more frequently.

Students of Canadian federalism have long stressed that Canada is an
imperfect economic union. There are innumerable barriers to the free flow
of goods, services, capital and labour within Canada; for the most part
these direct and indirect barriers result from the policies of provincial
governments. According to Flatters and Lipsey, Canada has fewer and
weaker safeguards against the splintering of the nation’s common market
than any other democratic federation. Indeed, the Canadian common
market is weaker than even such supranational arrangements as the Euro-
pean Economic Community (Flatters and Lipsey, 1983). Many economists
worry that Canada’s economic prospects in a more competitive world
economy are harmed by the growth of regionally discriminatory policies
and interprovincial barriers to trade and commerce (ibid., and Safarian,
1974). Although the provinces are constitutionally prohibited by section
121 of the Constitution Act of 1867 from levying tariffs on interprovin-
cial trade in goods, they are free to impose non-tariff type barriers of
various sorts and to restrict the movement of capital, labour and services
through such policies as residence requirements, provincial certification
of trades and professions, and many others. As noted below, provincial
economic development policies, coupled with the provinces’ use of policy
instruments that affect Canada’s trade with other countries, have com-
plicated the development of a coherent national approach to international
trade negotiations.

One international issue area in which provincial activity has clearly
increased in recent years is trade. The GATT Tokyo Round of trade
negotiations, which concluded in the spring of 1979, witnessed an unprec-
edented degree of provincial involvement in the preparation and moni-
toring of Canada’s positions. Ottawa created a special committee of senior
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officials to work with domestic industry and provincial governments con-
cerning the Tokyo Round, and it recognized “‘that the provincial govern-
ments were playing a larger role in Canadian public policy making and
[that] it was reasonable to assume they would demand greater participa-
tion”” in decision making during the Tokyo Round than had been the case
in previous trade negotiations (Winham, 1978-79, p. 73). In addition, the
fact that the Tokyo Round focussed largely on non-tariff measures rather
than tariffs meant that the subjects which Canada’s negotiators would
be discussing were often within provincial jurisdictions. These included
such items as government procurement policy, health subsidies and tech-
nical standards that can serve as trade barriers. All the provincial govern-
ments submitted briefs detailing what they wanted Ottawa to obtain from
the trade negotiations, and ‘‘extensive and in-depth consultations took
place between federal and provincial senior officials and ministers’’
(Protheroe, 1980, p. 46). Provinces also played an important role as con-
duits for the views of interest groups. The establishment of a special coor-
dinating committee by the federal government to deal with interventions
from provinces and industry during the Tokyo Round is reported to have
increased provincial influence because it provided ‘““a focal point for
provincial bureaucrats to penetrate an otherwise decentralized federal
bureaucratic structure’”” (Winham, 1978-79, p. 81). The provinces sub-
mitted exceptions lists to the committee of items they wanted excluded
from Tokyo Round tariff reductions; these were considered seriously by
federal officials charged with formulating Canada’s position.

In short, recent experience indicates that the provinces have greatly
expanded their involvement in Canadian trade policy making. To some
extent, this increased involvement is a strictly bureaucratic phenomenon,
as officials interested in trade issues at both levels of government com-
municate their concerns and priorities. Intergovernmental deliberations
on trade have not been either high profile or particularly politicized.
Improved federal responsiveness to provincial concerns in the 1970s ‘‘was
more a matter of bureaucracy than a matter of politics’’ (p. 87). The
positive views of both levels of government regarding this recent con-
sultative process produced an agreement in 1980 that it would be regu-
larized (Clarkson, 1982, pp. 301-302). Thus, despite the fact that provinces
tend to differ quite strongly with one another and with Ottawa on several
major trade issues, with some regions — e.g., the West — generally more
supportive of freer trade than others, the intergovernmental discussions
of trade questions that have occurred over the past several years appear
to have been quite successful and free of the acrimony that prevails in
other issue areas. (Protheroe, 1980, pp. 46-47, and Winham, 1978-79 are
the only two published studies that comment on recent intergovernmental
deliberations regarding trade policy questions.)

A final aspect of federalism and Canadian international economic policy
that deserves mention is the impact of federalism on Canada’s negotiating
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position within the General Agreement on Tariffs and Trade. Because
many of the issues subject to regulation and negotiation within the GATT
context fall partly or perhaps even largely within the jurisdictions of
provinces or other sub-national units of government, national governments
may face problems when they wish to make trade concessions. These
typically involve a commitment to offer improved access to one’s own
market in exchange for improved access to that of one’s trading partner.
Article XXIV of the GATT requires that ‘‘each Contracting Party shall
take such reasonable measures as may be available to ensure observance
of the provisions of this Agreement by the regional and local governments
and authorities within its territory.”” But in many cases, this ‘‘reasonable
measures’’ test may be insufficient in the eyes of a trading partner con-
cerned that a concession agreed to by Canadian negotiators will be under-
mined by provincial policies or actions (see Dam, 1970, pp. 128-29 on
this general problem). The problem for federal states may become more
acute as non-tariff measures become the major focus of discussions within
the GATT. While Ottawa has unfettered jurisdiction over tariffs, the latter
are no longer the most important barriers to trade. For example, three
issues discussed during the Tokyo Round that affect provincial govern-
ments were government procurement, the use of subsidies by government,
and the pricing policies of provincial liquor boards. Provinces are clearly
involved in a wide range of behaviour that influences trade flows and may
pursue policies inconsistent with obligations made by Ottawa either in the
GATT or in other negotiating contexts. Given the growing salience of non-
tariff barriers in trade policy, the role and impact of the provinces in respect
of these barriers may pose serious difficulties.

Policy Making and
Bureaucratic Politics

Since the early 1970s, students of international relations and foreign policy
have been paying considerable attention to the ‘‘bureaucratic politics’’
sources of foreign policy (Allison, 1971, and Halperin, 1974, are two key
studies in this vein). The traditional ‘‘rationalist’> model of foreign policy
analysis, which assumes that the state is a unitary actor that formulates
policy objectives and then selects the most effective means to achieve them,
has been popular with scholars because of its simplicity, parsimony and
elegance. But it obviously fails to capture the internal dynamics and ten-
sions of national policy making. Governments are not of course unitary
actors, and the many officials and bureaus charged with fashioning policy
may have diverse goals and perspectives. Recognition of this is an impor-
tant element in any understanding of how the industrial democracies for-
mulate their external economic policies (Katzenstein, 1977a, pp. 598-99).

Several excellent studies of executive branch foreign economic policy
making in the United States have been published (e.g., Cohen, 1977, and
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Destler, 1980). Comparable studies do not exist for the Canadian case.
The best overview of the bureaucratic politics literature on Canadian
foreign — not foreign economic — policy is probably Nossal (1979). As
a generalization, it can be said that analysts of Canadian external policy
tend to believe that the foreign policy-making process in this country is
more coordinated, centralized and thus resistant to bureaucratic politics
than it is in the United States. As Nossal comments, ‘‘there appears to
be a consensus that the structure of the policy-making system of a
parliamentary government such as Canada’s vitiates the effects of
bureaucratic politics on policy outcomes’’ (p. 613, and the sources cited
therein). Denis Stairs, for example, suggests that the impact of bureaucratic
politics is limited by the powerful role of cabinet in policy determination
and as an arbiter; the small number of high officials charged with making
Canadian foreign policy; and the frequency of casual intrabureaucratic
consultation among officials with similar views and backgrounds (Stairs,
1976, pp. 185-86).

The lack of attention given to the nature and consequences of bureau-
cratic politics in the Canadian foreign policy literature contrasts with the
considerable attention devoted to this subject in the Canadian public
administration and policy literature (Nossal, 1979, pp. 616-67; Phidd and
Doern, 1978 and 1983; and Campbell and Szablowski, 1979). As Phidd
and Doern write, ‘“‘Economic policy is developed in an executive-
bureaucratic arena whose processes bear witness to the importance of legal
mandates, organizational roles and obligations, the rationalities and
pathologies of bureaucratic behavior, and the values, goals, and influence
of individual personalities’” (1978, p. 107). The impact of bureaucratic
conflict and bargaining figures prominently in Phidd and Doern’s analyses
of various policy areas. Yet, like most analysts primarily interested in
domestic issues, they pay virtually no attention to Canadian international
economic policy. There is no reason to believe that bureaucratic conflict
is either absent or unimportant to the outcomes of the Canadian foreign
economic policy process. Indeed, as Nossal argues, several recent
developments suggest that bureaucratic politics are probably more impor-
tant to outcomes now than in previous periods: the growing importance
of economic issues in foreign affairs, which means that decisions will tend
to have more of a domestic impact (e.g., trade policy decisions versus those
in the military area); the strengthening of the central agencies in the policy
process, which has increased the chances of conflict with line departments;
the use of the cabinet committee system, which involves more ministers
in international economic policy decisions; and the internationalization
of many domestic government departments resulting from the heightened
salience of foreign economic policy, which has increased the number of
departments with an interest in trade, monetary, investment and other
international economic issues (Nossal, 1979, pp. 617-18). All this suggests
that looking inside the ‘‘black box’’ of foreign economic policy making
should yield a better understanding of the outcomes of that process.
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Unfortunately, few attempts have been made to address Canadian
foreign economic policy through the analytical lens of the bureaucratic
politics model, and most of the efforts to employ this approach have not
focussed on the major issues of trade, money and international financial
policy (see p. 614 for citations). Two recent studies of trade policy making
have helped to fill in some of the gaps: Protheroe (1980) and Winham
(1978-79), both of which deal with the bureaucratic politics of Canadian
trade decision making during the Tokyo Round in the late 1970s. As
Protheroe observes, the fact that several government departments, as well
as much of industry in the country, are interested in trade issues has meant
that decision making is fragmented among several ministries. This in turn,
he suggests, is a product of the ‘‘differential impact of trade decisions
on socio-economic groups, regions of the country, macroeconomic con-
ditions, and relations with other countries’’ (Protheroe, 1980, p. 67).
Among the departments discussed by Protheroe in connection with trade
policy making are Finance, Industry, Trade and Commerce (as it then was),
External Affairs, Agriculture, and National Revenue. There are also a
number of advisory boards and agencies involved in certain trade issues,
such as the Anti-Dumping Tribunal, the Tariff Board, and the Textile &
Clothing Board.

On the basis of his empirical findings, Protheroe argues that the Depart-
ment of Finance is the most important single department in the trade
policy-making process, not only in connection with those specific instru-
ments for which it is responsible (e.g., tariff setting), but in an overall
sense as well. He attributes this to the high quality of its personnel, the
cohesiveness of the department, and the fact it is not encumbered by close
ties to industry constituencies (pp. 73-78, 168-69). Industry, Trade and
Commerce (ITC) — now broken up, with the trade division shifted to
External Affairs and the industry division merged with the Department
of Regional Economic Expansion — has also been a prominent player
in the trade policy process, but suffered because of the ‘‘fairly clear clash
of priorities’” between the international trade relations branch and the
industry development branch (p. 70). The latter has been much more con-
cerned withprotecting its industrial constituents from the perceived adverse
effects of reduced trade barriers. Nonetheless, ITC has played a key role
in Canadian trade policy making. External Affairs traditionally has lacked
the economic expertise and the control over policy instruments enjoyed
by Finance and ITC, and this has weakened its influence over trade policy.
As in other countries, Canada’s foreign affairs department has been largely
occupied with the task of smoothing relations with foreign countries and
providing political and legal expertise relevant to external policy. However,
the recent addition of much of ITC’s trade policy machinery is certain to
elevate External Affairs’ role in trade policy, although it will also introduce
new internal tensions to the department itself (pp. 78-81).
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These three departments have exerted a dominant influence over Cana-
dian trade policy. Protheroe argues that many of the difficult decisions
that had to be taken by the government during the Tokyo Round were
made through a process of “‘elite accommodation’’ and cooperative prob-
lem solving among officials from these and lesser departments. However,
he also believes that on issues of unusual political and economic contro-
versy, serious divisions among the departments (and in some cases within
them) came to the fore, and Cabinet was forced to arbitrate by making
rational-political decisions on these matters (p. 166). The decision to impose
quantitative restrictions on low-cost textile imports in 1976 is a striking
example of bureaucratic politics and conflict at work (Chapter 6).

Winham’s treatment of bureaucratic decision making during the Tokyo
Round emphasizes the importance of interdepartmental coordination and
the management of vast amounts of information. The government was
forced to move in 1977 to appoint a Canadian Coordinator for Trade
Negotiations in order to introduce more order and control into the pro-
cess. The office of the coordinator was charged with liaising with federal
departments, the provinces and industry, and became heavily involved with
the interdepartmental committee established earlier. The enormous com-
plexity of the trade issue area and its importance both for external and
for domestic economic management led to the adoption of a variety of
ad hoc bureaucratic devices during the Tokyo Round. These devices were
designed to manage change, digest and coordinate the flow of informa-
tion, and coordinate the consultation process both within the government
and between the latter and other actors. Winham suggests that the trade
policy process will become more complicated and will require ‘‘bureau-
cratic entrepreneurship’® to assure acceptable outcomes (Winham,
1978-79).

These two studies have improved our understanding of how Canadian
international economic policy is made, but knowledge in this area is still
very incomplete. There is virtually no literature on the bureaucratic politics
associated with Canadian policy making concerning international monetary
and financial issues, although there are strong reasons to believe that the
Department of Finance and the Bank of Canada are pre-eminent in these
areas, which lack the kind of domestic salience characteristic of trade
issues. On foreign investment, the establishment of FIRA under the
auspices of the Department of Industry, Trade & Commerce gave that
department and minister the lead role in formulating Canadian policy.
However, the highly political and controversial nature of FIRA since its
inception meant that Cabinet as a whole paid particular attention to the
agency and to foreign investment policy for more than a decade. Ostensibly
a regulatory body, in practice FIRA has functioned more as a negotiating
body determined to extract benefits for Canada from potential foreign
investors (Phidd and Doern, 1978, pp. 303-304).
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A key problem for those anxious to develop a better understanding of
Canadian foreign economic policy making stems from the difficulties
inherent in trying to identify explicitly distinct issue areas for examina-
tion. This is especially true in the cases of trade and foreign investment
which directly impinge on the much broader field of industrial policy in
Canada. It is obvious that the role of foreign investment, the structure
of Canadian import protection, and the access Canada enjoys to external
markets are key industrial policy questions. Indeed, for those determined
to provide Canada with a comprehensive industrial strategy in the 1970s,
trade and foreign investment were not distinct policy areas at all, but
instead were part of a broader package of concerns (French, 1980; Phidd
and Doern, 1983, Chapter 15). The analyst of Canada’s international
economic policy cannot neatly carve out an area of interest and ignore
developments and trends in domestic areas. This complicates further the
effort to understand how foreign economic policy is made.

The Canadian State and
International Economic Policy

The Canadian state has been involved heavily in the country’s economic
development since its inception, and its activities have increased greatly
in number and significance since the 1930s. In addition to regulating the
economy and providing for income redistribution between individuals and
regions, the Canadian state has become more active in the commercial
sphere as a producer and marketer of goods and services (Gordon, 1981;
Laux, 1978; Doern and Tupper, 1981). Governments in Canada are also
major purchasers of goods and services, and their procurement policies
are becoming an important international trade issue. Much of the impetus
for the expansion of the role of the Canadian state in the economy has
come from indigenous economic and political traditions. However, accord-
ing to some scholars, the growth of state interventionism in recent decades
is also a result of the tensions generated for Canada by increasing global
economic interdependence, which has weakened the country’s autonomy.

There is little doubt that a good number of the more than 400 federal
Crown corporations are producing and selling goods and services to inter-
national as well as domestic markets. This practice is also becoming more
common for provincial public corporations. Some public corporations,
such as Petro-Canada, have actually invested in foreign countries. Laux
(1978) describes how the Canadian state has become more active as an
entrepreneur, merchant banker and trader in the global economy, for both
defensive and offensive reasons. This increased involvement has been
implemented through public corporations, including Telesat, the Canada
Development Corporation (EDC), Ottawa’s two aircraft companies now
grouped under the Canada Development Investment Corporation (CDIC),
and Eldorado Nuclear. It has also been carried out through such bodies
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as the Export Development Corporation (EDC) and the Canadian Inter-
national Development Agency (CIDA), which promote the exports of
private Canadian companies. The EDC has expanded the scope of its
operations and the resources devoted to subsidize and encourage exports
over the past decade. Growing competition in markets for capital goods,
high-technology products and other manufactures has led all the developed
capitalist nations to use subsidized financing as a tool to win foreign con-
tracts. Canada cannot compete with the export financing offered by larger
powers determined to win new markets, but the state has endeavoured
to assist domestic capital goods industries in particular. There is every
reason to believe that Western governments will continue to increase their
involvement in export financing and subsidization, despite recent attempts
to regulate this activity more closely in the OECD and the GATT (Paterson
and Hicks, 1983).

The phenomenon of state trading has begun to receive considerable
attention from scholars concerned about its impact on the international
trade regime. Kostecki has suggested that the increasing importance of
state trading will make future trade negotiations more complicated because
many state entities do not operate according to the same imperatives as
private profit-making firms. The employment of various kinds of sub-
sidies by state corporations engaged in foreign commerce also raises issues
for the GATT’s subsidies rules. He also fears that state trading will further
politicize international trade relations (Kostecki, 1979). The GATT’s rules
in the whole area of state trading are not well developed (Bernier, 1979).
Most East European governments and some in the Third World prefer
to deal directly with foreign governments’ state enterprises rather than
private firms, and this may lead Western governments to expand their role
in foreign trade through public corporations (Laux, 1978, pp. 127-29).
It is worth noting in this connection that both Mexico and Venezuela have
expressed a preference to deal on a state-to-state basis in their sales of
petroleum to Canada. The simple and undeniable fact that state trading
is growing in most countries suggests that the Canadian state may also
become more directly involved in producing and marketing goods and ser-
vices. The Canadian Wheat Board has long been responsible for selling
the country’s wheat, barley and oats abroad, and in the future, the state
may assume this function for other products as well.

Interest Groups and Foreign Economic Policy

Interest groups are fundamental to the policy process in pluralist
democracies, but the literature dealing with their role in Canada is not
extensive (Phidd and Doern, 1983, p. 78). This is particularly true in the
case of Canadian foreign policy. In one widely used text, for example,
a chapter on the domestic sources of Canada’s foreign policy contains
virtually no mention of interest groups, although it does discuss the
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significance of public opinion (Tucker, 1980, Chapter 1). Interest groups
generally may be said to influence policy development by mobilizing
political action to support or oppose particular proposals, by offering
government useful information, and by seeking to affect the broad climate
of public opinion on various issues. They can be divided into two major
categories: ‘‘producer interest groups,’’ and ‘‘broader collective rights
associations’’ (Phidd and Doern, 1983, p. 77). Both are actively involved
in trying to shape Canada’s foreign policies. For example, church, human
rights and academic organizations have made many public and private
representations on a wide variety of foreign policy matters, including those
involving Canada’s international economic policies. However, these groups
are less important to foreign economic policy than the various business
associations interested in trade, investment and other major economic
issues.

In a recent article, Coleman and Jacek estimate that there are no less
than 482 ‘‘business interest associations’’ in existence in Canada (1983,
p. 257). (This total excludes those in the agricultural sector.) There is ample
evidence that such groups have increased in number and become more
active in the past two decades as government’s roles and responsibilities
in relation to the economy have expanded (Thompson and Stanbury, 1979,
pp. 226-28). However, some Canadian political scientists have questioned
just how effective and influential these and other interest groups really
are in our political system given the highly centralized character of deci-
sion making in Ottawa (pp. 230-32 and sources cited therein). A problem
that arises for the researcher is that this centralized system, in which power
is concentrated and the lobbying process typically occurs in private, makes
it difficult to determine which groups exercised how much influence over
particular outcomes. This is no less true of foreign economic policy than
of other areas.

On certain key foreign economic issues, such as those dealing with inter-
national monetary and financial policy, there is little evidence to suggest
that interest groups are very active. Canada’s policy toward the Interna-
tional Monetary Fund and the various complex monetary and financial
issues addressed by the Fund appears to be made within the federal bureau-
cracy by a small handful of officials quite insulated from interest group
pressure or representations. With respect to foreign investment, key
business associations have long argued against the way in which the Foreign
Investment Review Agency has functioned, although few have actually
questioned the principle of reviewing foreign investment proposals.
Canada’s foreign aid and other economic policies toward the Third World
have been subject to vigorous interventions by groups anxious to assist
Third World development, but the major business associations have not
been very active on this subject. However, the government’s recent deci-
sion to establish a new Aid-Trade Fund stemmed at least in part from
lobbying by the Canadian export community, and the existence of this
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scheme is likely to increase the attention paid by the business community
to foreign aid issues.

Of the main international economic issue areas, international trade
policy has witnessed the most activity and interventions from Canadian
interest groups. More than 40 years ago, in his masterful study of the
Canadian Manufacturers’ Association (CMA), Professor S.D. Clark argued
that the government’s decision to proceed with the National Policy tariffs
was largely a product of the lobbying of the cMA (Clark, 1939). If so,
then this was certainly illustrative of the importance of interest groups
to the foreign economic policy process. Today, a large number of business
and industry groups are vitally concerned with Canada’s trade policy;
organized labour and consumer groups have also taken an active interest
in this area. Again it is necessary to emphasize the paucity of literature
which describes and analyzes interest groups and Canada’s trade policy.
The only contemporary study is Protheroe’s 1980 monograph, in which
he discusses the general trade policy orientations of agriculture, the primary
resource industries, and manufacturing, as well as the attitudes of
organized labour and consumer groups.

Manufacturers have traditionally been wary of freer trade, and the cMA
has often cautioned the government against further moves toward liber-
alization in the manufacturing sector. More recently the views of many
Canadian manufacturing industries have been changing in the direction
of support for freer trade between Canada and the United States. The
Canadian Manufacturers’ Association surveyed its members in the late
1970s and discovered that approximately one-third of the respondents
believed they would expand under bilateral free trade, another third said
there would be no net change in their position, and the final third feared
they would be harmed by tariff removal. Larger manufacturers tended
to be more favourable toward bilateral free trade than smaller firms, and
firms that already exported part of their production liked the idea better
than those that served the Canadian market alone. Since the late 1970s,
Canadian manufacturers have become more supportive of free (or at least
freer) trade between Canada and the United States. In 1984 the CMA for-
mally declared that Canada should consider entering into a free trade agree-
ment with the United States. Thus the manufacturing sector no longer
constitutes a bulwark against trade liberalization with the United States,
even though important industries within the sector remain very protec-
tionist with respect to competition from outside North America (Senate
of Canada, 1982, pp. 52-53; cMA, 1984).

Primary resource industries in Canada do not have a national umbrella
association like the CMA, but instead are grouped into specific industry
associations, including the Council of Forest Industries of British
Columbia, the Canadian Pulp and Paper Association, and the Mining
Association of Canada. These industries are heavily export-oriented and
have long been proponents of freer trade. Their priority has been to obtain
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better access to foreign markets for their own products by having Canada
offer other countries improved access for manufactures and other traded
goods. Some sectors of agriculture, including the feed grains industry, also
support freer trade; others such as the dairy, fruit and vegetable industries,
have sought, and usually received, protection from foreign competition.
Many firms involved in exporting are members of the Canadian Export
Association, and retailers who sell imported goods may join the Cana-
dian Importers Association; both are strong exponents of freer trade and
the reduction of Canada’s trade barriers, as is the Retail Council of
Canada. The Consumers’ Association of Canada has also made represen-
tations in favour of more liberal trade, but has not been very active or
effective in respect of trade policy. Finally, the Canadian Labour Con-
gress, while at times rhetorically supportive of freer trade, has kept a low
profile in this issue area because of vocal protectionist sentiments among
many of its affiliated unions in the manufacturing sector (Protheroe, 1980,
pp. 34-42).

Protheroe’s analysis led him to conclude that those industries or sectors
seeking protection from imports have an advantage in the decision- making
process (p. 45). Economists interested in international trade have analyzed
why specific protectionist demands are so often acceded to in democratic
countries. The argument is made that the political decision makers who
respond to demands for protection from industry and labour typically have
a very short-run political horizon. Although society as a whole will usually
gain from lowering national trade barriers, specific groups may stand to
lose a great deal if protection is withdrawn, and gain a great deal if it
is instituted. Those who stand to benefit or suffer significantly are more
apt to lobby vigorously to protect their interests than the much larger
number of citizens and interest groups who stand to be affected only
marginally by any single trade policy decision (see Corden, 1971; and, for
a Canadian application, Caves, 1977). As one analyst recently put the
matter:

. .. The incentives for labour and capital in declining, import-competing
industries to press for protection would be very large since the costs of import
displacement would be direct, severe, and acutely felt by all concerned.
However the incentives for other groups, such as consumers and exporters,
to lobby against protection are likely to be much smaller. Their interests are
unlikely to be as directly, immediately, or intensely affected and they therefore
have less incentive either to join together on the basis of their common
economic interests or to organize as forceful and influential a lobby.
(Biggs, 1980, p. 118)

Protheroe argues that the most effective trade lobbying in Ottawa has been
undertaken by industry associations in such specific areas as textiles or
footwear, often assisted by unions also anxious to see higher trade barriers
(Protheroe, 1980, pp. 42-43). Industry-specific groups are far less likely
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to suffer from the internal divisions characteristic of broader associations
such as the CMA, the Canadian Chamber of Commerce, or the Business
Council on National Issues (see Phidd and Doern, 1983, pp. 83-85 on
these macrobusiness groups). They are also able to concentrate on specific
policy decisions in a way that more amorphous groups rarely do. This
helps to explain why the government, despite frequent protestations of
fidelity to the goal of freer trade, has instituted highly protectionist policies
in several manufacturing sectors that employ significant numbers of
workers, including clothing, textiles, footwear, and automobiles. Much
of this protection is now described as near-permanent by many analysts
(Biggs, 1980, p. 78).

As the agenda of international economic policy expands because of
economic interdependence and the internationalization of what tradi-
tionally have been domestic issues, it is probable that the activities of inter-
est groups will likewise increase and become more important to the foreign
economic policy process. More research is needed on the many interest
groups in Canada active on trade issues.

Canada’s International Economic Policies:
Evolution, Constraints, Options

Canada has always been vulnerable to the external world. In recent decades
the growth of international economic interdependence and of Canada’s
own involvement with the international economy have created a situation
where national autonomy in economic policy making has declined (Laux,
1978, pp. 114-15). This is true for all the advanced industrial countries
but, for Canada, external economic developments and trends are more
critical than for other advanced countries. Canada is more export-
dependent than most other major capitalist states, and also has been more
reliant on foreign investment than any other major developed nation. In
addition, because of the intimate economic linkages between this country
and the United States, Canada’s trade and monetary performance are very
sensitive to U.S. policies, and this has often created dilemmas for the Cana-
dian government. This marked dependence on, and involvement with, the
external economic world means that national autonomy, especially in
economic policy, is weakened. Laux suggests that recognition of this lies
behind the attempts of Canadian policy makers in recent years to recap-
ture a measure of autonomy through state intervention. Rosecrance also
argues that at some point the consequences of interdependence in terms
of lessened autonomy become too great, and states consciously attempt
to reduce interdependence (Rosecrance, 1977). However, it is important
to underline the costs that may be incurred by deliberate attempts to scale
back a nation’s involvement with the external economic world, including
lower aggregate national income, a less efficient economy, and the rigidities
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known to be associated with greater state control (Cooper, 1968). These
costs generally have been uppermost in the minds of Canadian economists
interested in the country’s approach to the global economy.

Canada’s foreign economic policies have been shaped by several broad
background conditions. First, Canada has been and remains primarily a
market economy. Despite the undeniable growth of state involvement in
economic affairs, the bulk of Canada’s external transactions are under-
taken by private sector actors interested in their own welfare, most of the
country’s industrial, finance and retail sectors are privately owned, and
government restrictions in respect of currency movements, capital flows
and other financial transactions have not been extensive. Second, Canada
has been and remains a comparatively small and open economy, highly
interdependent with the international economy. This simple fact imposes
fundamental constraints on Canadian external relations, and also increas-
ingly bears on what were once purely domestic issues. Third, since the
end of World War 11, Canada has developed extensive economic relations
with the world’s greatest economic power, the United States, and this too
has exerted much influence on Canadian international economic policy.
Canada’s relationship with the United States has also provided the focus
for many of the major domestic debates over economic questions that have
occurred in Canada during the past quarter-century.

Prior to discussing Canada’s international economic policies, a few com-
ments on the country’s foreign policy in general are required. Students
of Canadian foreign policy have paid relatively little attention to its
economic aspects, preferring to concentrate on diplomatic and security
issues (see, for example, Tucker, 1980, Chapter 1, which surveys postwar
Canadian foreign policy without so much as mentioning international
economic issues). This gap is both curious and unfortunate, since the inter-
national economy is more critical to Canada’s national welfare than it
is to most other Western countries. Nonetheless, at least two themes that
have received extensive treatment from students of Canadian foreign policy
are helpful in understanding postwar policy toward the international
economy.

The first theme is multilateralism, which relates to the fact that Canada
has been a strong supporter of multilateral institutions and negotiations
and generally has resisted the temptation to make bilateral deals or take
bilateral initiatives. Fear of being dominated by larger powers, especially
the United States but also Britain in the past, is usually said to lie behind
Canada’s adherence to the multilateralism principle.

A second and closely related theme is internationalism, which refers to
Canada’s abiding belief in the need for strong international rules, regula-
tions and institutions in order to foster cooperation and to impose con-
straints on the actions of the major powers. Canada has been a strong
supporter of international order across a wide spectrum of global issue
areas, including those of an economic nature, and this helps to explain
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the strong backing given to the United Nations in the 1950s and 1960s
by Canadian foreign policy makers (Lyon and Tomlin, 1979, Chapter 9;
Stevenson, 1977). Both these broader themes bear on many specific inter-
national economic issues faced by Canada and go a long way toward
accounting for Canada’s general stance in external policy.

In what follows, the evolution of Canadian foreign economic policy
is discussed with respect to four separate issue areas — trade, interna-
tional monetary questions, foreign investment, and the recent North-South
debate concerning reform of the global economy. Only the first two of
these four issue areas are treated here at length. The discussion of foreign
investment and Canada’s role in North-South negotiations has been kept
brief, since these subjects are better known among Canadian political scien-
tists and students of international relations. The problems posed for
Canada by the country’s reliance on the United States are given con-
siderable attention in the treatment of the first three of these four policy
areas. A final section briefly assesses the constraints on Canada’s inter-
national economic policy.

Trade Policy

A full treatment of the history of Canadian trade policy cannot be under-
taken here. Instead, a selective recounting of key developments and trends,
essentially since the 1940s, is provided, and a number of major contem-
porary issues are canvassed. (Fuller discussions of Canadian commercial
policy are Young, 1957; Dales, 1966; Economic Council of Canada, 1975,
especially Chapters 1 and 2; Wilgress, 1963; Stone, 1984; and Govern-
ment of Canada, 1983. The following is based in large part on these
sources.)

Before proceeding, the meaning of several terms used below should be
clarified. Broadly speaking, a country’s trade policy can be said to con-
sist of all laws, regulations and other policy directives that directly or indi-
rectly influence the flow and composition of imports and exports. This
includes such obvious trade policy instruments as tariffs, quotas, anti-
dumping and countervailing duty rules, and measures to promote or restrict
exports. Other laws and policies that affect trade flows less directly are
health and safety standards, environmental regulations, and policies under-
taken in pursuit of domestic industrial and regional development objec-
tives. The latter are assuming more importance in international trade nego-
tiations, and are particularly important for Canada. In addition to these
elements, a country’s trade policy also relates to the nature of its participa-
tion in international institutions and agreements concerned with trade
(Pastor, 1980, pp. 71-72).

A country’s frade relations policy has to do with the way it manages
relations with trading partners. In Canada’s case, relations with the United
States are the most critical issue in the country’s trade relations policy.
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It has been argued that “‘for a small country surrounded by larger coun-
tries and heavily dependent on trade with one of them, foreign policy
should, in major part, be trade relations policy”’ (Grey, 1981, p. 3). That
this has not been the case in Canada is somewhat curious. It is difficult
to think of an industrial country more reliant on trade generally, and trade
with a single partner specifically, than Canada; yet trade and trade rela-
tions policy appear until recently not to have been major preoccupations
of the Canadian government.

The National Policy of 1878-79 saw the institution of high tariffs on
industrial goods in order to spur indigenous manufacturing and industrial
development. Preferential rates in favour of the United Kingdom were
introduced shortly after the turn of the century, and imperial preferences
reached a peak after the Ottawa Economic Conference in 1932. Overall,
tariff protection remained extensive throughout the first half of the cen-
tury. Support existed within Canada, especially in the West, for the notion
of free trade with the United States, which was the central issue in the
1911 election. But the basic focus of Canadian commercial policy con-
tinued to be the stimulation of east-west trade within Canada and the
improvement of trade prospects with Europe. The manufacturing sector
remained resolutely opposed to free trade with the United States; tariffs
on manufactures were increased with the Depression of the 1930s; and
capital was drawn into Canada in the 1920s in particular because of the
tariff wall (Stone, 1984, pp. 9-15).

In 1934, the United States passed the Reciprocal Trade Agreements Act
in order to turn back the tide of protectionism visible everywhere in the
early years of the Depression. Canada negotiated reduced tariffs on its
mutual trade with the United States in 1935 and 1938, as did the United
Kingdom in the latter year. These negotiations, coupled with the wartime
economic experience, indicated that a shift in Canada’s trade orientation
toward the United States and away from Britain was occurring. The first
few years following World War II saw the establishment of the General
Agreement on Tariffs and Trade in 1947. The GATT was a major step for-
ward for multilateral trade liberalization; it established both a set of rules
designed to govern state behaviour in respect of trade barriers and a frame-
work for frequent multilateral negotiations to further lower and control
tariffs and other trade barriers. The multilateralism principle enshrined
in the GATT was viewed favourably by Canada, anxious to avoid a bilateral
commercial policy focus in the postwar period (Stone, 1984, pp. 22-23).

Three factors influenced the direction of Canada’s trade policy in the
early postwar years. First, the United States had become the world’s domi-
nant commercial power, and Canadian policy makers accepted the fact
that economic and trade linkages with the United States would grow.
Second, the terrible economic performance in the 1930s, with escalating
tariffs, competitive currency devaluations, and other beggar-thy-neighbour
policies, led to a shift in prevailing economic thinking in the direction of
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strong support for freer trade and an open, liberal world economy. Cana-
dian policy makers were now more disposed to favour reduced trade bar-
riers at home as well as abroad. However, this did not mean that domestic
opposition to liberalization had disappeared or that Canada would uni-
laterally dismantle its tariffs. Rather, Canada was now prepared to
negotiate reduced tariffs with major trading partners in the multilateral
GATT context. A third conditioning factor was the belief of Canadian
policy makers that strengthening the body of international commercial
law as well as international institutions concerned with trade (especially
the GATT) was in the interests of a medium-sized economic and political
power such as Canada, since strong rules and institutions tend to impose
constraints on larger powers that would otherwise be able to get their way
because of superior leverage and resources. Canadian policy makers hoped
that the GATT’s rules would provide a measure of predictability,
transparency and stability in world trade relations in addition to reducing
trade barriers and discriminatory trade practices.

During World War II, Canada came to rely more heavily on the U.S.
economy as a market for exports, a source of imports, and as a source
of capital. This “‘wartime transformation’’ (Cuff and Granatstein, 1978,
Chapter 1) carried over into the postwar period. Canada benefitted enor-
mously from the U.S. Marshall Plan, launched in June 1947 to support
the economic recovery of Western Europe, because the Plan was struc-
tured to allow the beneficiaries to purchase offshore — i.e., from coun-
tries other than the United States, the provider of the largesse (Plumptre,
1977, pp. 113-15). U.S. willingness to allow Canada to benefit from the
infusion of Marshall Plan aid into Europe augured well for the bilateral
trade relationship. In the 1950s, there were few serious disputes or prob-
lems in Canada-U.S. trade relations. Buoyant economic growth in the
United States sucked in increasing volumes of Canadian goods and
provided Canada with badly needed U.S. dollars. Because of the economic
weakness of the war-ravaged nations of Western Europe and the closing
of markets in Eastern Europe, Canadian trade with other industrial coun-
tries did not grow as quickly as with the United States. Equally important
was the fact that most of Europe lacked the ability to pay for imports
with hard currencies until the late 1950s.

Canada participated in the initial negotiations when the GATT was
established in 1947 as well as in additional negotiating sessions in 1949,
1951 and 1956. These resulted in a significant lowering of Canada’s tariffs:
average tariffs on dutiable imports declined from some 22 percent over
the 1936-41 period to approximately 16 percent for the years 1952-60,
(Economic Council, 1975, p. 4). The United States and the Western
European countries generally lowered their tariffs more than Canada, and
this improved Canada’s access to the markets of these countries for a wide
range of goods. A major development in the late 1950s was the forma-
tion of the European Common Market, which was designed to stimulate
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trade among its members and to discriminate against exports from out-
side the Community. Shortly thereafter, those Western European states
not part of the Community negotiated, in the form of the European Free
Trade Association, free trade in industrial goods among themselves.
However, unlike the EEC, the EFTA was not a common market; each
member remained free to set its own tariffs vis-a-vis non-EFTA countries.
Nonetheless, both the Community and the EFTA moved Western Europe
in the direction of a huge regional free trade bloc. Britain’s accession to
the Community in 1973 foreshadowed the end of the looser EFTA and
brought a traditionally important Canadian trading partner into the
discriminatory EEC trade scheme; it also raised Britain’s external tariffs
against third countries, since Britain was compelled to adopt the Com-
munity’s common external tariff and to abandon its historic preferential
tariffs vis-a-vis former colonies, including Canada. (See Wonnacott, 1975,
pp. 4-8 on EEC discrimination against external trade and the consequences
for Canada; see also Stone, 1984, pp. 72-76).

Significant global trade liberalization occurred in the 1960s through the
GATT Kennedy Round of negotiations, which lasted from 1963 to 1967.
However, Canada did not join in the linear across-the-board tariff reduc-
tions negotiated by the United States, Western Europe and Japan, claim-
ing, along with Australia and South Africa, that its special trade cir-
cumstances, resulting from a heavy concentration on raw material exports
and a relatively weak manufacturing sector, precluded acceptance of large
linear tariff reductions. As a result, Canadian tariff levels on dutiable
imports declined only modestly between 1962 and 1973, whereas tariffs
were reduced considerably by the United States, Western Europe and also
Japan (see Preeg, 1970).

During the Kennedy Round, Canada put forward the idea of negotiating
freer trade by sector; tariffs and non-tariff barriers would be negotiated
downward by all the industrial countries in such sectors as pulp and paper,
aluminum, iron and steel, and chemicals, all industries in which Canada
was competitive because of its resource base, and in which Canadian policy
makers hoped that better access to foreign markets might be obtained.
Canada also hoped that negotiating by sector would provide a better means
of dealing with the problem of foreign tariff escalation. A longstanding
Canadian trade policy objective has been to secure the reduction of foreign
tariffs on processed materials and finished goods, which typically are pro-
tected by higher tariffs than the raw materials that Canada exports in abun-
dance. Reduced foreign tariffs in these sectors would increase opportunities
for investment and production in Canada of higher value-added goods
and the export of these abroad. The major trading powers, however, were
not especially interested in negotiating by sector, preferring to work out
a basic tariff reduction formula to be applied to all industrial trade.
Because Canada did not join the linear tariff negotiations, substantial
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reductions in Canadian duties did not result from the Kennedy Round
in the 1960s (Preeg, 1970; Finlayson and Zacher, 1981a, pp. 571-72).

In addition to liberalization of global trade through the GATT, the 1960s
also witnessed important developments in Canada-U.S. trade relations.
Canada’s dependence on the United States as an export market and source
of imports increased during the decade. The share of trade transacted with
the United States rose from about 60 percent in 1961 to 70 percent in 1969.
This was occurring at a time when Canada was becoming more exposed
generally to the international economy. As Table 2-1 (above) makes clear,
Canada grew more export-dependent in the 1960s. Exports of goods com-
prised 15.6 percent of domestic product in 1965, and almost 20 percent
five years later. By 1980, the figure was 25.6 percent. The United States
accounted for an increasing proportion of this growing trade. A major
reason for this was the Auto Pact, negotiated with the United States in
1965. This agreement provided for something approximating free bilateral
trade in automobiles and auto parts, and ‘‘Canada gained one-sided
guarantees from both Washington and the companies; its share of the
North American automobile market subsequently rose from 6.7 percent
in 1964 to 13.2 percent in 1972”’ (Lyon and Tomlin, 1979, pp. 102, 127).
As Table 2-3 indicates, the Auto Pact had a dramatic effect on Canada’s
exports, since it was a major factor in the increase of manufactured goods
as a proportion of total exports from about 15 percent in 1965 to well
over 30 percent by 1970. In addition, the Pact was the major reason why
Canada’s overall trade dependence on the United States rose in the 1960s.
Canada unquestionably gained more from the agreement than did the
United States during the first few years of its operation. In 1971, for
example, Canada had a positive balance on trade in motor vehicles and
parts of some C$219 million. However, this favourable performance was
decisively reversed after 1972, and the Canadian automobile and parts
industries were often portrayed as being in a state of irreversible decline
by the end of the 1970s (Clarkson, 1982, pp. 127-30; Perry, 1982, pp.
15-16 and passim; and Keely, 1983).

Beginning in the mid-1960s, Canadian policy makers began to grow
more concerned about both the country’s trade dependence on the U.S.
market and the fact that, despite the Auto Pact, Canada was still
predominantly an exporter of raw and semi-processed rather than finished
goods. This was in contrast to its developed-country allies, which rely on
finished goods for at least 50 percent of exports. These problems were
the focus of criticism from economic nationalists who complained about
Canada’s relationship with the United States at a time when the latter was
becoming more involved in the unpleasant imbroglio in Southeast Asia.
As if to justify these concerns, an extremely rude shock was delivered to
Canada in 1971 when President Nixon imposed a series of punitive
measures to correct the worsening U.S. balance of payments situation
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TABLE 2-3 Canadian Domestic Merchandise Exports:
Percentage Distribution by Major Commodity Group,

1960-81
Finished
. . Manufactured Goods
Food, Inedible Inedible .

Beverages Crude Fabricated (Inedible End Products)

& Tobacco?* Materials Materials Total Automotive
1960 18.8 21.2 51.9 7.8 1.3
1961 22.0 20.8 48.3 8.8 0.8
1962 20.1 22.0 47.1 10.6 0.9
1963 21.5 21.0 45.7 11.5 1.3
1964 22.7 20.0 43.3 13.7 2.2
1965 20.0 20.7 43.7 15.3 4.2
1966 19.5 19.3 39.8 21.0 9.9
1967 14.8 19.0 38.0 28.0 15.6
1968 12.1 18.5 36.4 32.7 20.6
1969 10.1 17.1 35.7 36.8 24.3
1970 11.4 18.8 35.8 33.8 21.3
1971 12.1 18.8 333 35.6 24.0
1972 12.0 18.1 33.4 36.3 24.0
1973 12.7 20.2 33.1 33.8 21.8
1974 12.2 24.6 33.8 29.2 18.0
1975 12.7 24.5 30.4 32.2 - 19.8
1976 11.4 22.0 32.5 33.8 21.8
1977 10.5 20.3 34.2 34.9 23.9
1978 10.1 16.9 36.7 36.1 24.0
1979 9.8 19.5 37.9 32.5 18.5
1980 11.1 19.8 39.4 29.4 14.7
1981 11.6 18.7 37.6 31.2 16.1

Source: Government of Canada, A Review of Canadian Trade Policy, (Ottawa: Minister
of Supply and Services, 1983), p. 26.
Note: Shares will not sum to 100 percent because of the omission of special transactions
which accounted for 0.2 to 0.4 percent of the total during the whole period.
a. Including live animals.

(discussed more fully below). Among the measures instituted was a 10 per-
cent tariff surcharge on all dutiable imports. During the 1960s, Canada
had been able to obtain exemptions from similar U.S. policies designed
to deal with its balance of payments problems. This had led analysts and
pundits to speak of the special relationship which Canada enjoyed in
respect of U.S. international economic policy. Now, however, there was
to be no exemption from the U.S. surcharge, for Canada was identified
as one of the targets of U.S. actions, even though the country had long
run an overall current account deficit with the United States (von Riekhoff,
Sigler and Tomlin, 1979, p. 20; and Tucker, 1980, p. 81).

The Nixon surcharge of 1971, coupled with a number of other measures
to restrict imports and to curtail the flow of U.S. dollars abroad, signalled
the arrival of a more nationalist and protectionist style of U.S. foreign
economic policy. As the competitive position of the American economy
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deteriorated and the United States became a more trade-dependent and
open economy, American policy makers became less willing to trade off
U.S. economic interests for the sake of broader foreign policy objectives.
Trade and trade policy concerns would henceforth carry greater weight
in the thinking of both the executive branch and, even more so, of Con-
gress (Cooper, 1972-73).

These developments helped to create the environment in which the cele-
brated third option policy was enunciated by the Liberal government in
1972. The third option touched on matters other than international trade,
but it is fair to say that Canada’s trade dependence on the United States
was its major concern. In a paper published by then secretary of state for
external affairs Mitchell Sharp, the government explicitly rejected both
a continuation of the status quo (option one) and further deliberate inte-
gration with the U.S. economy (option two). Instead, it favoured a policy
designed to lessen Canada’s vulnerability to and dependence on the U.S.
economy, the “‘third option.”” Domestic policies in the areas of energy,
industrial development and foreign investment were to be undertaken with
a view to maximizing the economic benefits accruing to Canada and to
reducing reliance on the United States. Most important, the government
announced its intention to diversify markets for Canada’s burgeoning
exports (Sharp, 1972).

In pursuit of the goal of trade diversification, platoons of ministers and
officials travelled around the globe selling Canada’s wares, and diplomatic
relations with a number of countries, including the Soviet Union, China,
and various developing countries, were upgraded in importance within
the Canadian external relations bureaucracy. However, the third option
as publicly articulated by the government was rather short on specific policy
suggestions to reduce Canada’s dependence on the U.S. market. At best
it was merely a framework to guide policy decisions (Sharp, 1972; Tucker,
1980, pp. 85-86). The absence of concrete policy initiatives was a harbinger
of the ultimate fate of the third option, which completely failed to diver-
sify Canada’s economic ties away from the United States (von Riekhoff,
1978). Today, Canada still sends well over two-thirds of its exports to the
United States and obtains about 70 percent of its imports from the same
country.

Since the early 1970s, Canadian trade policy has been preoccupied with
one major negotiating challenge and two underlying problems. The
negotiating challenge was the GATT’s seventh round of multilateral trade
negotiations, the so-called Tokyo Round, which stretched from 1973 to
the spring of 1979. The two underlying problems are heavy dependence
on a single large market which has been moving in a protectionist direc-
tion, and the perceived need to alter the composition of Canadian exports
by selling more finished and high value-added products abroad.

The GATT Tokyo Round marked the first time since the creation of the
institution that negotiations were focussed largely on non-tariff barriers
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to trade (NTBs) rather than tariffs. Canada was an active participant in
the protracted negotiations, and once again sought to introduce the sector
idea. However, the major trading powers — the United States, Japan,
and the European Community, which negotiates on behalf of its members
— preferred to proceed with linear across-the-board tariff cuts, as they
had done during the Kennedy Round. This time around Canada also took
part in the linear negotiations. As a result, Canada agreed to substantial
reductions in its tariffs: the average cut in Canada’s tariffs on dutiable
industrial products will be approximately 40 percent by 1987, when the
tariff concessions made by Canada are fully phased in. The weighted
average tariff rate, including both dutiable and non-dutiable industrial
products, will fall from about 15 percent in 1979 to 9 percent by 1987.
These tariff cuts will pose adjustment problems for many Canadian indus-
tries (Proulx, 1984). Canada’s major trading partners made comparable
tariff concessions, although most of their tariffs were lower than Canada’s
prior to the negotiations.

Perhaps more important was the progress made on the non-tariff barrier
front. Canada became a party to six NTB codes which impose more
stringent rules on signatories in respect of the use of such measures as
subsidies and countervailing duties, technical barriers to trade, and
licensing requirements. Canada also signed a new GATT agreement con-
cerning customs valuation that, when implemented in 1985, will change
the traditional way in which Canada has determined the value of imports
for purposes of levying customs duties (Grey, 1981, pp. 38-48). In addi-
tion, the advanced industrial nations signed a Code on Government
Procurement which goes a modest way toward opening up government
procurement to greater foreign competition. The NTB codes were seen as
the most significant achievement of the Tokyo Round (pp. 134-43;
Finlayson and Zacher, 1981a, pp. 573-74; Krasner, 1979). Especially
beneficial to Canada are a number of changes in U.S. NTBs made as a
consequence of the Tokyo Round accords. The Code on Customs Valua-
tion required the United States to eliminate a number of its valuation pro-
cedures which tended to have a protectionist impact, including the
“ American selling price’’ system adopted to protect the chemical and other
industries in the 1960s. The Code on Government Procurement will
improve Canada’s access to the huge U.S. market for government pro-
curement, although both the U.S. federal and state governments continue
to give major preferences to domestic suppliers. Finally, as part of the
Tokyo Round Code on Subsidies and Countervailing Duties, the United
States agreed to accept an injury test, and this led to the removal of
countervailing duties which U.S. authorities had imposed against a number
of imports from Canada (Government of Canada, 1983, p. 205; Grey,
1981, Chapters 3, 5 and 7).

The Tokyo Round was an important exercise in multilateral trade
liberalization. That a number of complex non-tariff issues were tackled
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seriously is particularly impressive, since NTBs are far more difficult to
negotiate away than tariffs. However, despite the apparent commitment
of the industrial countries to continued liberalization, strong undercurrents
of protectionism were in evidence in Canada and in other developed coun-
tries during the period of the Tokyo Round, especially vis-a-vis manufac-
tured products emanating from the newly industrializing countries of the
Third World and from Japan (Stone, 1984, Chapter 16). Like its Western
allies, Canada imposed a wide array of trade barriers on imports of such
goods as textiles, footwear, all manner of clothing, leather goods, and
automobiles originating outside North America; in practice almost all of
these were targetted at a small number of East Asian developing coun-
tries and, in the case of automobiles, at Japan (Biggs, 1980). In this respect
Canadian protectionism is aimed, like that of the United States and the
EEC, at countries which have developed an international comparative
advantage in traditional consumer product sectors, especially those that
are relatively labour-intensive. Looking to the future, there is every reason
to believe that Canada and other developed countries will continue to expe-
rience acute competitive pressures in these sectors and continue to target
them for special import protection.

Canadian trade policy has also had to grapple with two underlying prob-
lems for the past fifteen years or so: the perceived need to diversify markets
for Canada’s growing exports, thus lessening reliance on the United States;
and the widespread belief that the country should upgrade its exports to
include more finished and more high-technology products. The impetus
to diversify has come from unease, among policy makers and some intel-
lectuals, about Canada’s growing reliance on the U.S. economy. More
trade crosses the 49th parallel than any other border in the world, yet there
is a striking asymmetry in the relative importance of this trade for the
two countries: in 1981, for example, the United States took 66 percent
of Canada’s exports and supplied 69 percent of our imports, while we
purchased 17 percent of U.S. exports and supplied 18 percent of its
imports. The fact that the United States dominates Canada’s trade pic-
ture is even more significant because Canada is such a trade-dependent
country in comparison with the United States. About 20 percent of every-
thing produced in Canada is sold to the United States, while for the United
States the comparable figure is perhaps 2 percent or slightly less. The
United States accounts for an even larger share of Canada’s exports of
finished products, more than 80 percent in recent years, largely because
of the Auto Pact (see Lyon and Tomlin, 1979, p. 100). The major initiative
undertaken by Canada to lessen this marked dependence on a single trading
partner was the third option, discussed above. However, the struggle to
diversify markets has had little success. The government has recently
admitted that Canada must continue to look to the United States as by
far our most important trading partner for the foreseeable future, and
has concluded that major bilateral initiatives are required to improve
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Canada’s trade prospects in the huge U.S. market (Government of Canada,
1983, pp. 203-13). Given that the United States will continue to loom so
large in Canadian trade policy, the major issues in bilateral trade rela-
tions will demand considerable attention from both the government and
the wider policy community. Several key issues are surveyed later in this
section.

The second underlying problem that has shaped the debate over trade
policy concerns the composition of the country’s exports. Compared to
other developed economies, Canada’s merchandise exports contain such
a small proportion of finished goods that some critics have begun to talk
of the country’s arrested industrialization (Williams, 1983). Moreover, a
large share of Canada’s exports of finished products is accounted for by
a single sector, the automotive sector. This unimpressive manufactured-
export performance has elicited much scholarly criticism and comment.
Several arguments have been advanced to explain Canada’s relatively weak
record as an exporter of finished goods and high-technology products
(Science Council, 1978, and Hay, 1982, p. 18). Some have suggested that
Canadian managers and entrepreneurs have been ineffective in finding
export markets and that excessive risk aversion and parochialism
characterize Canadian business behaviour. Economic nationalists have long
pointed to the restrictions imposed by some foreign-based multinational
firms on the export activity of their subsidiaries in Canada, this is the major
theme of Williams’ recent study of Canada’s manufactured export per-
formance (1983). It has been argued that foreign-owned subsidiaries have
a high propensity to import components from their affiliates, and some
writers believe that this has contributed greatly to Canada’s large deficit
in manufactured goods. Another factor may be high entry costs in many
manufacturing industries, including those of a high-technology character
(McMillan, 1978, p. 46). More recently, it has been noted that many cor-
porations involved in producing finished goods are shifting their opera-
tions directly to foreign markets rather than exporting from home markets,
and that there is also a tendency for multinational firms to locate in
developing countries with lower production costs. Neither trend is helpful
to Canada’s manufacturing prospects (ibid.; Hay, 1982, p. 18). A prob-
lem resulting from Canada’s heavy concentration on exports of raw and
semi-processed materials is that world trade in manufactured products has
grown much faster than has trade in raw and semi-processed materials.
This suggests that Canada is dependent on classes of exports for which
growth prospects are poor in comparison with manufactures (Daly, 1982,
pp. 11-12).

Concern over the future that awaits Canada’s manufacturing industries
has grown appreciably in the past several years, and some groups, such
as the Science Council of Canada, the Canadian Labour Congress and
the Canadian Institute for Economic Policy, have called for an inward-
looking industrial strategy that focusses on the search for and develop-
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ment of indigenous technologies, the curtailment of foreign ownership
of industry, and the use of stiff protective trade barriers to assist developing
manufacturing industries, particularly in the high-technology sector. This
strategy would involve at least a partial rejection of the generally liberal
approach which Canada has taken with respect to trade policy within the
GATT; it would also require an increase in state intervention into various
industries as Ottawa endeavoured to pick winners and losers in a kind
of industrial lottery. A further requirement would be a greater degree of
cooperation between business and government, and between Ottawa and
the provinces, in economic planning and development than has been the
case to date (Wilkinson, 1982, pp. 437-38). Given Canada’s record as an
exporter of manufactures, and the fact that import penetration in manufac-
turing industries has increased in the past 20 years (see Table 2-4), it is
clear that the country’s manufacturing trade performance will continue
to be a subject of intense debate in the years ahead.

The search for new markets, particularly for finished products, raises
the broader strategic question of how to pursue Canada’s trade interests
in a world characterized by increasing if more subtle forms of protectionism
and heightened competition across a wide range of product sectors. Two
basic options are worth canvassing; in both cases, the essential underlying
question concerns the future evolution of trade relations vis-a-vis the
United States.

First, Canada could decide to stick to the policies of the past. Although
the world has changed in many important respects, Canada has on the
whole done very well through the multilateral GATT trade regime estab-
lished in the late 1940s. Continued adherence to this framework would
require that Canadian trade policy seek new and expanded markets out-
side North America, particularly in the newly industrializing nations of
the Third World, and also that it remain anchored firmly in the multilateral
GATT system. Canada has traditionally been strongly committed to a
multilateral approach to trade policy:

Canada has been a great believer in multilateralism, on the premise that greater
gains can be made for a relatively small economic power in a multilateral
forum, where the Canadian interest is likely to be consonant with one of
the other major players on each issue, rather than on a bilateral basis where
bargaining strengths are inherently unequal. (Hay, 1982, p. 18)

The multilateral approach has offered Canada many opportunities for
commercial policy gains, but it has worked against the formulation of
bilateral deals with the United States (the Auto Pact being a notable excep-
tion). Multilateralism suggests that, despite Canada’s limited ability to
obtain significant trade concessions from Japan and Western Europe in
recent years, these markets must remain critical to Canadian policy.
Although the record since the unveiling of the third option indicates that
market diversification away from the United States is an extremely dif-
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TABLE 2-4 Import Penetration of Major Manufacturing Sectors
in Canada, 1966-81

Manufacturing Sector Percentage of Canadian Market
Supplied by Imports

1966-73 1973-80 1980 1981

Food and beverages 73 9.6 94 9.0
Tobacco products 1.1 1.5 1:7 1.7
Rubber and plastics 17.8 22.9 21.9 222
Leather industries 21.3 32.6 31.3 33.0
Textile industries 23.9 27.0 26.2 26.8
Knitting mills 21.8 30.5 28.0 30.1
Clothing industries 6.9 11.3 11.6 13.7
Wood industries 9.2 11.7 10.8 11.2
Furniture and fixtures 6.4 11.9 11.4 12.6
Paper and allied industries 6.2 9.6 9.7 11.4
Printing and publishing 13.5 14.3 14.7 14.4
Primary metal industries 23.9 30.0 42.2  40.0
Metal fabricating industries 13.2 15.1 14.5 15.1
Machinery industries 66.3 87.0 75.0 76.2
Transportation equipment

industries 61.6 72.3 71.4 171.9
Electrical products industries 26.7 36.6 40.3 41.9
Non-metallic minerals 15.0 17.2 19.2 18.6
Petroleum and coal products 9.5 4.0 49 39
Chemical and chemical

products 25.6 31.3 31.8 31.4
Miscellaneous manufacturing

industries 50.1 54.4 55.4 57.5
Total manufacturing 25.5 30.6 31.5 31.6

Source: Government of Canada, A Review of Canadian Trade Policy (Ottawa: Minister
of Supply and Services, 1983), p. 31.

Notes: All values are in current dollars. Trade data are on a customs value basis, Trade
of Canada. The trade have been allocated to industrial sectors according to the 1970
Standard Industrial Classification. Shipment data for 1966-79 are Census of Manufac-
turers. In 1980 and 1981 shipments data are derived from Inventories, Shipments
and Orders in Manufacturing, Statistics Canada. (Shipments are synonymous with
‘“‘production.”’).

ficult task, it is one that cannot be forsaken. According to this view, Cana-
dian policy should aim at all costs to prevent the country from becoming
even more dependent on the U.S. market, both because it is relatively slow
growing, and also because excessive reliance on the United States limits
domestic economic policy autonomy (see Clarkson, 1982, and Lazar, 1981,
for statements of this perspective).

Perhaps the chief problem with continued adherence to a purely
multilateral trade strategy is that it simply may be outmoded in a world
of escalating protectionism and strengthening regional trade blocs. Cana-
dian policy makers appear to recognize this, at least implicitly, and nodded
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in the direction of bilateral trade initiatives in the 1983 trade policy review
paper. Canada is one of very few countries in the developed world that
lacks assured access to a market of at least 100 million people. U.S. indus-
tries can tap a huge domestic market of 230 million, while those in Western
Europe have access to what amounts to a free trade bloc of 300 million
people (at least for most manufactured goods). Canada lacks assured access
to either of these large markets. The trend toward the establishment of
regional free trade areas also threatens Canada and eventually may under-
mine the multilateral GATT regime, which has been based on the most
favoured nation or non-discrimination principle (Finlayson and Zacher,
1981a, pp. 566-70). As one economist observes, ‘‘As other countries form
free trade areas, Canada finds itself unable to compete across tariff bar-
riers with the members of a free trade area who have duty-free access to
the same market”” (Hunter, 1979, p. 49).

Nonetheless, most economists believe that a world of freer multilateral
trade would serve Canada’s economic interests, and no Canadian govern-
ment is likely to eschew this as an ideal. The Economic Council of Canada
estimated in 1975 that the achievement of multilateral free trade would
add 5 to 10 percent to Canada’s GNP (Economic Council, 1975, p. 82).
More recently, the Council has reiterated its belief in the benefits available
to Canada through multilateral trade barrier reduction (Economic Council,
1983, pp. 131-33). A central theme of the Economic Council’s analyses
is that the Canadian economy would be more efficient, productive and
competitive if Canada were to lower its own trade barriers more rapidly
through multilateral negotiations (p. 133). Neoclassical international trade
theory suggests that a country will benefit from unilateral barrier reduc-
tions even if its trading partners refuse to reciprocate, since consumers
will be able to purchase imported goods more cheaply and the whole
economy will gain as resources are re-allocated to sectors in which the
country has a comparative advantage. However, in practice both Canada
and most other industrial countries have approached multilateral trade
negotiations with a view to trading better access to their own markets for
improved access to the markets of their major trading partners. There is
no reason to believe that this commitment to reciprocity will disappear
in the future (Finlayson and Zacher, 1981a, pp. 574-78).

The second major trade option for Canada would be some kind of
bilateral arrangement, or set of arrangements, with the United States to
improve and secure Canada’s access to this critical foreign market. The
forces propelling Canada’s commerce in a north-south direction are power-
ful, as recognized by the government in its 1983 trade policy review, and
include the following:

e geographic proximity, which makes the United States an attractive

market from the point of view of familiarity and transport costs;
e common language, culture, and consumer tastes and lifestyles; and
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« the extensive linkages between the respective private sectors of the two
countries.

How Canada might choose to pursue a bilateral trade relations policy in
respect of the United States is an interesting question. Some observers and
groups, including the Standing Senate Committee on Foreign Affairs,
argue that Canada should immediately negotiate a comprehensive, bilat-
eral free trade accord with the United States (Senate, 1982; P. and
R.J. Wonnacott, 1982). Others, including the Economic Council, believe
that bilateral free trade should be pursued only if the prospects for
liberalized multilateral trade appear dim (Economic Council of Canada,
1975, pp. 82-84). Still another approach is advanced by the government
in its 1983 trade policy review paper, where it is suggested that free trade
deals be negotiated with the United States in certain sectors — including
petrochemicals, textiles and clothing, and specialty steels — but that the
notion of a comprehensive free trade area be rejected for the present
(Government of Canada, 1983, pp. 212-13 especially).

Ironically, one of the strongest arguments in support of a bilateral ini-
tiative is U.S. protectionism. Protectionist forces have been steadily gaining
influence in U.S. politics as increasing numbers of domestic industries
suffer because of more competitive industrial imports (Ahearn, 1982).
Organized labour, in the form of the AFL-CIO, has taken an explicitly pro-
tectionist stance since the early 1970s, and this has greatly weakened the
commitment of the Democratic Party, the traditional party of freer trade,
to further trade liberalization. The fact that the Democratic Party is strong
in many states with declining industrial bases is not unrelated to this shift
in its attitude toward trade policy issues. However, support for a more
protectionist U.S. trade policy is by no means restricted to organized labour
and the Democratic Party. Increasing foreign competition, coupled with
the sharp rise in the value of the U.S. dollar, has unleashed a flood of
protectionist pressures, which are particularly evident in the U.S. Congress.
It is widely believed today in the United States that many other industrial
countries are not fair traders. This concern over reciprocity is reflected
in a spate of bills introduced into Congress since 1981 that aim to improve
the access given by other countries to American exports by threatening
to make it more difficult for these countries to export to the United States
(Cline, 1982; Wonnacott, 1984). Although Canada is not a principal target
in the eyes of U.S. legislators anxious to impose tougher restrictions on
foreign countries, Canada would still be harmed by new laws designed
to deal with what many in the United States perceive to be the unfair and
non-reciprocal trade practices of U.S. trading partners.

Because of Canada’s heavy reliance on the United States as an export
market, the greatest international economic threat facing Canada is
undoubtedly U.S. protectionism. A number of Canadian scholars have
pointed to the growth of protectionist policies in the United States and
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the harm they could do to Canada (Clarkson, 1982, Chapter 5; Lazar,
1981, especially Chapter 3). Although the United States has reduced most
of its tariffs substantially, there has been a tendency to use and to
strengthen various contingency measures that also restrict imports, such
as countervailing and anti-dumping duties, ‘‘trigger price’’ mechanisms,
and escape clauses invoked when imports threaten to or actually do harm
domestic import-competing industries. These now constitute the major
threats to Canadian exports to the United States (Grey, 1981 and 1982).
As more U.S. industries have been forced to do battle with increasingly
competitive foreign suppliers in the domestic market, the political pressures
to take protectionist actions have grown enormously. This trend is both
reflected in and magnified by the growing role of Congress in U.S. trade
policy making. Congress is granted control over commercial policy by the
U.S. Constitution and, while much of this has been delegated to the Execu-
tive branch, Congress retains the power to make and change trade policy.
It is the place where protectionist pressures are felt most acutely and acted
upon most readily. In addition, the entire U.S. legislative and regulatory
system for trade provides aggrieved domestic parties with many legal
opportunities and a variety of means by which to seek protection against
imports. This system is open and public, which only heightens the anxiety
of foreign governments and exporters about the whole drift of U.S. trade
policy.

The various U.S. non-tariff measures and their impact on Canada are
well analyzed by Grey (1981 and 1982) and Lazar (1981). It may be useful
here to indicate how protectionist pressures are gaining strength in the
United States by summarizing some of the major trade legislation discussed
in the 98th U.S. Congress:

e Several bills were introduced in the 98th Congress to ensure U.S.
exporters of improved access to foreign markets by enforcing reciprocity
on trading partners that deny the U.S. access to their markets substan-
tially equivalent to that which the United States itself offers them.
According to two trade experts, ‘‘the new reciprocity would be aggressive
rather than passive as in the past; it would impose new trade barriers
as a threat, rather than merely refraining from extending new liberaliza-
tion to non-reciprocating countries. In past negotiations, the United
States and other countries have sought a broadly reciprocal balance of
concessions, but the new approach would make judgements of reci-
procity not on the basis of changes in protection but on the current level
of protection’” (Bergsten and Cline, 1982, p. 22).

e Local-content legislation was introduced into both houses of Congress
which would require that particular percentages of the total value of
automobiles sold in the United States consist of domestically sourced
labour and components. Although Japan is the target that U.S. legisla-
tors have in mind, local-content legislation could spell serious trouble
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for the Auto Pact and thus for Canada’s automobile exports to the
United States. Fortunately, this legislation did not pass during the 98th
Congress.

« Bills to strengthen the position of U.S. high-technology industries vis-
a-vis foreign competition were considered in the Senate. One, S. 428,
would have encouraged public/private sector research on products for
export; another, S. 568, would have altered antitrust laws in respect
of major ventures in high-technology industries.

« Bills specifically intended to reduce steel imports into the United States
were introduced in the House. Steel exports from Canada to the United
States are extensive, and Canadian firms could suffer if the industry
— which already receives considerable protection but has nonetheless
suffered greatly in recent years — is granted further import relief (pp.
42-43).

¢ A bill introduced in the Senate (S. 849), the Industrial Revitalization
Act, would have lowered the injury threshhold in escape clause cases
from ‘‘serious’’ to ‘‘material,”’ thus increasing the possibility of using
escape clauses to obtain relief from a wide range of imports. Fortunately,
in the past few imports from Canada have been caught up in escape
clause cases, but this may not hold in the future (Grey, 1982, p. 30 and
Chapter 3 generally, on U.S. escape clause actions to restrict imports).

¢ Two bills were introduced in the Senate that would have toughened U.S.
anti-dumping laws.

« Bills to strengthen the ability of the United States to offer subsidized
export financing through its export credit body, Eximbank, were con-
sidered by both houses of Congress.

(This list is based on the sources cited; Ahearn and Reifman, 1983; and
the Wall Street Journal.)

It is important not to exaggerate U.S. protectionism, because in many
respects America remains an open market. Few of the protectionist bills
introduced during the 98th Congress were actually passed. Congress is
always the focal point of protectionist pressures in U.S. politics, but most
of the initiative in trade policy has rested with the Executive branch since
World War II. The introduction of a plethora of trade-restricting bills
serves to remind the administration that important constituent groups have
grievances about U.S. trade policy and performance, and allows U.S. legis-
lators to claim that they are acting to address these problems. Often the
administration responds to protectionist bills by devising alternative
strategies to reduce or better manage the flow of imports into the United
States, for example by negotiating voluntary export restraint agreements
with other countries. In this case, the existence of potentially more restric-
tive legislation in Congress can assist the U.S. government to convince
other countries to agree to such export restraint or managed trade arrange-
ments (Pastor, 1983).
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All the industrial countries have moved to strengthen the contingency
protection afforded beleaguered domestic industries since the early 1970s
(Bergsten and Cline, 1982, pp. 15-28). There is no reason to single out
the United States, except that what counts most for Canada is U.S. trade
policy. It is not possible to predict with assurance that protectionism will
continue to strengthen in the United States, but it may well be prudent
for Canadian policy makers to operate and plan on the basis of the assump-
tion that the United States will continue to adopt a variety of new measures
to protect ailing industries and make use of existing devices with increas-
ing frequency (Ahearn, 1982).

Whether it will prove possible for the Canadian government to negotiate
some kind of bilateral trade accord with the United States is unclear. Major
obstacles would have to be overcome, both in Canada and in the United
States. Although the Canadian business community is growing more
sympathetic to the idea of bilateral free trade, significant business opposi-
tion to such a course continues to exist, especially in Ontario. Then too,
there are many Canadians who fear that Canada-U.S. free trade would
threaten Canada’s political sovereignty and undermine further the ability
of the Canadian government to pursue independent economic, industrial
and cultural policies. Economic nationalists and democratic socialists argue
that what the Canadian economy needs is not freer trade with the United
States, but rather an inward-looking industrial policy that relies heavily
on state intervention and economic planning (Rotstein, 1984). On the other
hand, it is essential to recognize that the changing views of Canadian
business, particularly in the manufacturing sector, have weakened greatly
what historically has been the most potent source of opposition to freer
Canada-U.S. trade.

Even if a consensus on the desirability of a trade agreement could be
developed in Canada, it is far from certain that the United States would
be interested enough to allow the idea to come to fruition. Canada has
much more to gain, and potentially more to lose, from bilateral free trade
than does the United States. Unless strong and committed executive branch
support for Canada-U.S. free trade were forthcoming, it is probable that
those particular groups and industries in the United States who fear that
they might lose from bilateral free trade would succeed in mobilizing
enough opposition in Congress to thwart the passage of a free trade pact,
especially if this took the form of a treaty requiring the approval of two-
thirds of the Senate.

Two specific issues in Canada-U.S. trade relations that deserve brief
mention here are automobile trade and the effect of domestic industrial
policy on trade relations. Following the negotiation of the Auto Pact in
1965, Canada for several years enjoyed a favourable balance of trade in
motor vehicles and parts with the United States, but this began to change
in the early 1970s. From 1971 to 1980, Canada registered a total accumu-
lated deficit of some C$10 billion in bilateral trade in motor vehicles and
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parts (Clarkson, 1982, p. 129). Combined with evidence that the Big Three
automobile producers in the United States were disinvesting from Canada
and the pressure felt by domestic producers because of increased car
imports from Japan, this performance convinced a number of influential
groups (including the Ontario government) that the industry had entered
a stage of decline and that drastic action was needed to support the
domestic vehicle and parts industries (Perry, 1982, Chapters 2-4). In addi-
tion to calls for strengthened protection from Japanese imports and the
imposition of domestic content requirements on Japanese car companies
who wished to sell in the Canadian market, many critics have demanded
that the Auto Pact be renegotiated so that Canada can obtain a greater
share of the benefits flowing from the manufacture and assembly of motor
vehicles and associated parts (Clarkson, 1982, p. 133). During the 1980
federal election, both the Liberals and the New Democrats promised that,
if elected, they would obtain a better deal for Canada in the automobile
sector.

The government has made no moves, however, to initiate serious talks
with the Americans on this issue, perhaps because it realizes only too well
that Congress would flatly refuse to accept a revised Auto Pact more
favourable to Canadian interests (Keely, 1983). In the event, since 1982
the situation of the Canadian automobile industry has improved greatly;
record profits have been made, and substantial investments in new plants
and technologies have been undertaken or planned. The share of the Cana-
dian market accounted for by offshore imports has fallen from its 1982
recession peak, and the demand that Japan be forced to adhere to the
kind of domestic content rules enshrined in the Auto Pact is no longer
being put forth with the intensity evident in 1981-82. Overall, it seems
that those prognosticators who predicted the early demise of the Cana-
dian auto industry may be required to reconsider their assessment.

A second trade issue worth noting is the impact of Canadian industrial
policy initiatives on trade relations with the United States. Subsidization
of industrial development in furtherance of various economic, regional
development and social objectives has been on the rise in Canada since
the 1960s. Governments at both the federal and provincial levels have
become more involved in this type of activity. It is widely recognized that
“‘Canadian industrial policy has been willing to intervene to alter market
forces, and the Canadian public generally has supported these initiatives’’
(Beckman, 1983, p. 15). Many specific industrial policy measures, including
subsidized research and development, regional development subsidies, and
domestic procurement preferences, can run counter to Canada’s GATT
obligations. However, as Lazar notes (1981, p. 76 and 1982), the GATT’s
enforcement mechanisms are weak, and many GATT members have under-
taken interventionist industrial policies with minimal international
consequences.

62 Finlayson



The basic problem for Canada in the area of industrial policy is not
so much its GATT obligations as it is the probable reaction of the United
States to Canadian industrial policy initiatives. The United States does
not look kindly on most types of government subsidization of commer-
cial activity, and the Trade Act of 1974 allows U.S. companies and unions
to lodge formal complaints that imported goods have received a regional
development or other type of subsidy (p. 77). In addition, section 303 of
the Tariff Act allows the president to levy countervailing duties on any
imported product that has received any type of foreign government sub-
sidy. This section was used to impose countervailing duties on imports
of tires produced by a Michelin plant located in Nova Scotia in the early
1970s, since Michelin had received a Department of Regional and
Economic Expansion grant package to entice it to establish its factory in
the province. This set a precedent for later cases of foreign regional
development subsidies in U.S. trade law (p. 28; and Clarkson, 1982, pp.
119-20). R&D and advanced technology subsidies granted by governments
in Canada can also run afoul of U.S. trade law (Lazar, 1981, p. 28).
Finally, if Canada were to implement an industrial strategy that resulted
in the supplanting of imports from U.S. companies with domestic indus-
trial production, the measures incorporated in the strategy could precipitate
complaints by U.S. companies under section 301 of the 1974 Trade Act,
and this in turn could result in the imposition of tariffs, quotas or bila-
terally negotiated orderly marketing agreements in respect of U.S. imports
from Canada (p. 77).

International Monetary and
Financial Policy

As an open economy highly reliant on trade with the external world,
Canada must pay close attention to its balance of payments situation and
to the value of its currency relative to those of its trading partners. A coun-
try’s international transactions can be analyzed by grouping them into two
broad categories, the current account and the capital account. The former
measures the flow of payments and receipts for goods and services that
are exported and imported; the capital account measures short- and long-
term flows of capital. Traditionally, Canada has run a current account
deficit which has been offset by a surplus on capital account, thanks mainly
to substantial inflows of foreign investment. Like other countries, Canada
also possesses official international reserves, maintained by the central
bank, which may be used to balance our overall payments in the event
that there is a deficit on the current and capital accounts combined. Con-
versely, a surplus on the current and capital accounts combined will lead
to an increase in official reserves (which consist of foreign currencies,
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mostly the U.S. dollar, plus gold and International Monetary Fund Special
Drawing Rights). (See Robinson, 1980, Chapter 2.)

The current account generally receives the most attention when the
balance of payments is under discussion. It is divided into two broad
categories: merchandise trade, which refers to the export and import of
goods; and services, which refers to services rendered to or by foreigners,
such as travel, insurance and freight, as well as interest and dividends,
which are received on Canadian investment abroad and paid out on foreign
investment in Canada. In the case of merchandise trade, Canada tradi-
tionally has run a surplus because massive exports of raw and semi-
processed raw materials have more than offset the deficit in finished goods
or manufactures. The surplus on trade in goods has usually been over-
shadowed by large deficits on services, such as travel, interest, and
dividends; this was especially true in the mid-1970s. Growing deficits in
services have boosted Canada’s total current account deficit in the late
1970s and early 1980s (see Table 2-5). However, 1982 was an exception
to this pattern. Because imports dropped drastically during the severe reces-
sion in that year, Canada actually recorded a current account surplus of
$2.67 billion, versus a deficit in excess of $5 billion in 1981. This marked
the first year since 1973 that a current account surplus had been recorded.
Surpluses were recorded in 1983 and 1984.

Canada’s basic balance of payments problem was well summarized by
former senior Department of Finance official A.W.F. Plumptre when he
observed that the country’s persistent deficit on current account ‘‘has to
be covered by capital imports which are at any time subject to interrup-
tion and which involve increasing impairment of Canadian control over
the economy’’ (Plumptre, 1977, p. 213). Since the late 1940s, the vast
majority of the capital imported by Canada has originated in the United
States. This is true for direct and indirect (or portfolio) foreign invest-
ment, as well as for both short- and long-term capital inflows. Foreign
investment issues are considered later, but for now it suffices to note that
the volume of capital imported from the United States grew remarkably
in the 1950s and 1960s. From 1950 to 1963, more than half the capital
inflow took the form of long-term direct foreign investment which boosted
foreign control of Canadian industry sharply. By the late 1950s, Americans
had invested more capital in Canada than in any other country (Wright
and Molot, 1974, p. 672). From the perspective of Canada’s international
financial policy, this growing dependence on largely American foreign
capital has made Canada vulnerable to U.S. policies that have the effect
of reducing capital exports. The perceived need to ensure capital inflows
to balance Canada’s current account deficits has required Canadian policy
makers to maintain a climate propitious for foreign investment and to
keep domestic interest rates higher than those in the United States in order
to entice shorter-term capital inflows.
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TABLE 2-5 Canada’s Current Account Trade, 1960-81
(Balance of payments basis)

Goods and Total
Goods Services? Current
Trade Account

Year Exports Imports Balance Exports Imports Balance

(millions of dollars)

1960 5,392 5,540 — 148 7,215 8,448 =1,233
1961 5,889 5,716 173 7,904 8,832 -928
1962 6,387 6,203 184 8,548 9,378 —-830
1963 7,082 6,579 503 9,416 9,937 -521
1964 8,238 7,537 701 10,887 11,311 —424
1965 8,745 8,627 118 11,648 12,778 = 15130
1966 10,745 10,102 224 13,600 14,762 -1,162
1967 11,338 10,772 566 15,303 15,802 —499
1968 13,720 12,249 1,471 17,464 17,561 -97
1969 15,035 14,071 964 19,425 20,342 -917
1970 16,921 13,869 3,052 21,932 20,826 1,106
1971 17,877 15,314 2,562 23,051 22,620 431
1972 20,129 18,272 1,857 25,483 25,869 —386
1973 25,461 22,726 2,735 31,776 31,668 108
1974 32,591 30,902 1,689 40,352 41,812 —1,460
1975 33,511 33,962 —451 41,840 46,597 —4,757
1976 37,995 36,607 1,388 47,110 50,952 —3,842
1977 44,253 41,523 2,730 54,103 58,404 —4,301
1978 53,054 49,047 4,007 64,577 69,512 —4,935
1979 65,275 61,157 4,118 79,182 84,144 —4,962
1980 76,772 68,284 8,488 93,615 94,711 —1,096
1981 84,221 76,870 7,351 102,543 107,889 —5,346

Source: Government of Canada, A Review of Canadian Trade Policy (Ottawa: Minister
of Supply and Services, 1983), p. 18.
a. Including transfers.

A major goal of U.S. economic policy in the 1960s was to improve its
balance of payments, which was being forced into a deficit position in
large part because of massive outflows of capital occasioned by the foreign
investments of U.S.-based multinational firms and by extensive borrow-
ing by foreign entities in U.S. capital markets. A number of initiatives
were taken to restrict capital outflows during the decade, and these caused
great concern in Canada, which depended on American capital inflows
to offset persistent current account deficits. In the case of U.S.-Canada
transactions, Canada was constantly in a current account deficit position
with the United States, but equally regularly recorded a surplus in bilateral
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capital transactions, particularly in long-term capital movements.
Nonetheless, when U.S. authorities took action to strengthen the value
of their dollar by impeding capital outflows in the 1960s, Canada was not
their principal target.

In adopting measures to strengthen the position of the dollar, the U.S.
authorities were primarily concerned with the new balance between the United
States and Europe and the measures they took were for the most part directed
toward the reduction of capital exports from the United States.
(Plumptre, 1977, p. 200)

Beginning with the Interest Equalization Tax in 1963, U.S. authorities took
a series of actions to stem the outflow of capital, actions which threatened
to havea drastic impact on Canada. On three key occasions, in 1963, 1965
and 1968, Canada obtained exemptions from U.S. rules and guidelines
designed to restrict capital exports, arguing that the country was heavily
dependent on such capital, that the North American capital market was
so highly integrated that it approximated a single market, and that Canada
would be forced to institute trade controls if U.S. capital flows were sharply
reduced, thereby hurting the U.S. balance of payments by reducing the
U.S. surplus on current account (Plumptre, 1977, Chapter 9; Wright and
Molot, 1974, pp. 675-86). In exchange for such ‘‘special treatment,’’ Cana-
dian policy makers were forced to accept limits on the accumulation of
U.S. dollars in Canada’s international reserves, which elicited strong
criticism from some observers. At the time, however, the obligations that
Ottawa was required to accept seemed an acceptable price to pay for the
privilege of enjoying continuing and largely unfettered access to badly
needed U.S. capital.

The international monetary regime established in the 1940s was based
on the belief that exchange rates — i.e., the relationship between national
currency values — should be fixed rather than determined by market
forces. The rules of the International Monetary Fund, of which Canada
was a founding member and strong supporter, basically required
signatories to maintain their currencies at set ‘‘par’’ values; this precluded
the use of competitive currency devaluations, so common in the 1930s,
to boost exports and reduce imports. Beginning in 1950, Canada played
what has been characterized as a unique role in the monetary regime
(English, 1977, pp. 172-73). Because the Korean War increased foreign
demand for Canadian raw materials, and a related large inflow of mainly
U.S. capital occurred at the same time, there was enormous upward
speculative pressure on the Canadian dollar. The IMF allowed the Cana-
dian government to float the dollar, i.e., to permit its relative value vis-a-
vis other currencies to be determined by supply and demand. The govern-
ment discovered that a flexible exchange rate was not inconsistent with
stability, ‘‘largely because of the huge and economically sound
Canada-U.S. trade- and investment-related transactions’’ (p. 173). Freeing
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the Canadian dollar also allowed for greater autonomy in the exercise of
domestic fiscal and monetary policy. This was welcomed by Canadian
authorities, and indeed was the reason why they sought to secure interna-
tional approval for a floating Canadian dollar. However, the utility of
this policy autonomy rested in part on the continued adherence of Canada’s
trading partners to the fixed-exchange rate regime, and this was largely
lost after the regime collapsed in the early 1970s.

The IMF grudgingly accepted Canada’s request to continue to float the
dollar once the speculative pressures associated with the early stages of
the Korean War had diminished, even though other industrial countries
had to maintain the par values of their currencies (p. 172; Wonnacott,
1972). In 1962 the government decided to drive down the dollar’s foreign
exchange value to improve export prospects, and it thus moved to “‘peg’’
the dollar at a level of 92.5¢ U.S., where it remained until floating was
resumed in 1970. Meanwhile, the international monetary regime was
coming under increasing pressure as a result of growing U.S. payments
deficits; the refusal of Japan and the West European countries, now
recovered from World War II, to revalue their currencies; and divergencies
in inflation rates among the major industrial economies. These forces
eventually undermined the IMF fixed exchange rate monetary regime in
the early 1970s. In May 1970, Canada once again elected to return to a
floating exchange rate, and the dollar quickly appreciated relative to the
U.S. dollar. Other countries’ currencies gradually were permitted to float
freely after 1973. By mid-1976, the Canadian dollar was worth US$1.04.
Thereafter, however, there began a steady depreciation of the Canadian
dollar relative to the U.S. currency as Canada’s current account and general
economic performance deteriorated. By the end of 1978, the Canadian
dollar stood at 84.3¢ U.S.; in June 1982, it fell through the psychologically
important level of 80¢ U.S.; and it has hovered in the range of 73¢-81¢
since then.

In theory, a country such as Canada that usually runs current account
deficits can pursue several strategies to address the problem. It can use
up its international reserves, although this will provide only a temporary
breathing spell; it can borrow abroad, registering a surplus on capital
account; it can devalue its currency relative to those of its trading partners,
which will boost exports and reduce imports; it can depress domestic
economic activity, which will slow imports; or it can try to deal with the
underlying causes of its current account deficit. Canada has pursued most
of these strategies, although for varying periods and with varying fre-
quency. Canada has regularly borrowed abroad to offset its current
account deficits (Robinson, 1980, pp. 25-26). It has also devalued the
dollar on certain occasions, although in recent years the value of the dollar
has been partly determined by market forces rather than government
policies. In general, however, Canada has not tackled what economic
nationalists regard as the chief causes of persistent current account deficits,
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namely large outflows of interest, dividends and other services on the one
hand, and the massive deficits recorded in finished goods trade on the
other (Hudson, 1978). Nor has Canada solved what many economists con-
sider to be the key structural problems afflicting the economy, including
poor productivity performance, insufficiently competitive manufacturing
industries and too-high real wage levels (Daly, 1982).

The international monetary and financial regime centred on the IMF is
today in considerable disarray. A number of countries favour a return
to fixed, or at least managed, exchange rates, while others, the United
States in particular, are strong exponents of floating rates determined by
market forces. Economists tend to favour floating rates because, in theory,
they permit countries to follow more autonomous fiscal and monetary
policies than fixed rates allow (Eastman, 1984). For example, a country
in balance of payments deficit can address this problem by allowing market
forces to depreciate its currency, whereas with fixed rates it is probable
that domestic demand would have to be depressed to achieve external
balance — as frequently happened in Britain in the 1960s while that country
futilely sought to defend the exchange value of sterling. However, floating
exchange rates do not necessarily offer small, open economies much real
autonomy in macroeconomic policy, although they may do so for larger
powers less reliant on external transactions. As one eminent economist
recently wrote, ‘‘the exercise of policy autonomy becomes nearly impos-
sible under flexible rates, because many economies are too small and open
to accept the exchange rate variations induced by policy’’ (Dornbusch,
1983, p. 4). This well describes Canada’s dilemma in the face of the escala-
tion of U.S. interest rates in the early 1980s. Had Canadian authorities
chosen not to mirror rising U.S. interest rates, the Canadian dollar would
have fallen precipitously because of capital outflows. Among other things,
this would have had serious consequences for domestic price performance.

In analyzing Canada’s position and policies in relation to international
monetary and financial questions, what matters most is not so much the
international regime as it is the nature of exchange-rate relations with the
United States and the state of the two economies. The world continues
to rely on the U.S. dollar as its primary reserve asset and currency for
international commerce. U.S. dollars still account for some 80 percent
of the international reserves of IMF members (Cameron, 1978-79,
pp. 90-91). Nor is there any real indication that the U.S. dollar’s unique
role in the international monetary system will soon end. Like other coun-
tries, Canada probably gained a modest measure of macroeconomic policy
autonomy as a result of the flexible exchange rates of the 1970s and early
1980s (Dunn, 1978, p. 7). However, the degree of economic integration
in North America, the disparity in size of the two economies, and Canada’s
continuing reliance on large volumes of U.S. capital all suggest that the
overriding importance of the United States in Canada’s international finan-
cial policy will not change for the foreseeable future, and that the scope
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for autonomous policy will continue to be restricted by Canada’s payments
relationship to the United States.

Foreign Investment

The growth and impact of foreign investment in Canada’s economy have
engendered much controversy and scholarly interest during the past 20
years, and only a cursory overview of the subject is possible here. Beginning
in 1957 with the Royal Commission on Canada’s Economic Prospects
headed by Walter Gordon, a number of official reports and academic
treatises began to appear on the scene which questioned the need for, and
the consequences of, high levels of foreign investment in Canada. Especially
important were the reports of the Watkins task force in 1968 and of Herb
Gray in 1972 (Canada, 1968, 1972). Both of these built upon the earlier
work of the Gordon Commission, but went much further in document-
ing the extent and exploring the impact of direct foreign investment. By
the mid-1970s, direct foreign ownership of Canadian industry outside the
financial sector had reached high levels. Some two-thirds of all foreign
investment in Canada prior to World War I was indirect or portfolio invest-
ment, but this began to change rapidly and, by the late 1960s, more than
60 percent of foreign ownership was direct (Canada, 1972, pp. 13-14).
The distinction is important; direct investment entails legal control of the
underlying assets, while portfolio investment — i.e., purchases of public
and corporate bonds and debentures, as well as minority holdings of
equities — does not confer such legal control (Globerman, 1979, p. 6).
Thus the increasing concern in Canada in the late 1960s and 1970s about
foreign ownership stemmed not simply from the fact that Canada was
the world’s largest importer of foreign capital, but also because a grow-
ing proportion of this was in the form of direct investment.

The debate over the effects of high levels of direct foreign investment
has a fairly long history. According to economic nationalists and others
opposed to the growth of foreign investment, it has several negative con-
sequences for Canada:

e Canadian subsidiaries of foreign-owned firms often fail to undertake
research and development, are restricted in many instances from export-
ing their products, lack vigorous, entrepreneurial management, and have
a high import propensity.

 Subsidiaries also tend to obtain the bulk of their supplies from firms
in their country of origin rather than in Canada. In many cases, they
may be required to purchase materials from the parent firm at inflated
prices.

e The repatriation of profits, dividends, and interest to foreigners
associated with foreign ownership creates a major deficit item in
Canada’s balance of payments and undermines Canada’s policy
autonomy.
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e Foreign-owned firms provide a means by which foreign-country laws
are applied in Canada. This extra-territoriality harms Canadian
sovereignty and may force subsidiaries to act at variance with Cana-
dian policy and laws.

¢ The development of an indigenous Canadian culture is undermined by
the presence and power of foreign-owned firms in most Canadian
industries.

¢ In general, the range of policy instruments available to public authorities
is restricted, and the scope of policy options reduced, by the existence
of so many foreign-owned firms. This is another way of saying that
national autonomy and independence are lessened as a result of exten-
sive foreign ownership of the country’s industries. (See, on the allegedly
negative effects of direct foreign investment, Government of Canada,
1972, Part four; Levitt, 1970; Rotstein, 1984; Williams, 1983, especially
Chapter 6; Science Council, 1978 and 1979; and Robinson, 1980,
Chapter 6.)

For many political scientists, these criticisms appear to be articles of faith.
It is worth noting therefore that, among economists interested in foreign
ownership of Canadian industry, there is a less uniformly critical view.
According to a number of analysts, Canada’s economic growth, produc-
tivity, and capital investment performance have all benefitted from foreign
ownership. Moreover, because Canada is a large, resource-rich, sparsely
populated country, substantial inflows of foreign investment are needed
to develop the national economy. A number of economists have also quar-
relled with the contention that foreign-owned firms are less prone than
Canadian-owned firms to export products, to invest in research and
product innovation, and to develop indigenous management and entre-
preneurial expertise (for generally favourable reviews of foreign invest-
ment, see Globerman, 1979 and 1984; Dunn, 1978; Safarian, 1966, 1969
and 1979; and English, 1977, pp. 177-79). Recent studies by some Cana-
dian economists suggest that Canada’s efforts to control and screen direct
foreign investment since the mid-1970s have imposed net costs on the Cana-
dian economy (Beckman, 1984; Globerman, 1984). This runs counter to
the conclusions reached by most political scientists who have examined
the subject.

Following the Gray Report (Canada, 1972), and in the context of a
minority Liberal government, Ottawa moved to create the Foreign Invest-
ment Review Agency in 1974. FIRA was established to monitor and assess
foreign investment proposals, both those involving takeovers of existing
firms and those involving the creation of new firms. It was not given the
power to review the performance, on an ongoing basis, of foreign-owned
entities operating in Canada. Although foreign investors have complained
about FIRA’s review process, which can be lengthy, complicated and
involve considerable arm-twisting, the fact of the matter is that more than
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85 percent of proposals put to FIRA eventually have been approved.
Foreign ownership has declined since FIRA’s inception, but the figures sug-
gest that this was happening before 1974 (Lyon and Tomlin, 1979,
pp. 101-104). In the 1960s, the absolute volume of U.S. capital invested
in Canada continued to grow, and total investment increased from C$16.7
billion in 1960 to C$36.3 billion in 1971. However, U.S. control of Canada
non-financial corporations did not increase, remaining in the 25 to 26 per-
cent range, and U.S. investment as a percentage of Canada’s GNP declined
from 44 percent in 1960 to 30 percent in 1973 (p. 103); it has continued
to fall since then. Thus, even as concern was mounting in Canada in the
late 1960s and early 1970s about the growth and impact of U.S. invest-
ment, the inflow of U.S. capital was already beginning to level off, and
foreign ownership of non-financial corporations was beginning to decline.
Nonetheless, by any international standard the degree of non-resident
ownership of Canadian industry remains high. Moreover, since the 1960s
provincial governments and Crown corporations have been borrowing
increasing amounts of U.S. capital through the flotation of debt securities
in the United States. Although such borrowings do not give the lenders
ownership of Canadian industries or assets, they do put pressure on
Canada’s balance of payments because of the outflow of funds required
to service these debts.

Since the establishment of FIRA in 1974, Canada’s treatment of foreign
investment has been a persistent source of tension in bilateral economic
relations with the U.S. That FIRA has approved most applications made
by prospective foreign investors does not appear to have lessened U.S.
concerns, which are primarily directed at the length of time required for
decisions, the commitments extracted from foreign investors to deal with
Canadian suppliers, and obligations required of applicants in respect of
exports (Hufbauer and Samet, 1982, pp. 114-23). The United States also
alleges that, because of FIRA’s practices, Canada is in breach of a 1976
OECD code governing the treatment of multinational corporations which
obligates signatories to apply ‘‘national treatment’’ to such entities
operating in their territories, by which is meant that they treat foreign
firms no less favourably than domestic firms in like circumstances. Canada
signed the code, but reserved its right to take action to deal with foreign
ownership, pointing to the high relative levels of such ownership as
justification (Macdonald, 1982, pp. 397-98). The United States has also
complained that FIRA’s policies violate the national treatment rule of the
GATT. In a recent decision, a GATT adjudicatory panel largely agreed with
this U.S. charge, but there has as yet been no final resolution of the matter
either in the GATT or bilaterally.

Another investment-related issue that has caused problems for many
years is the extra-territorial application of U.S. laws in Canada through
the presence of U.S.-owned companies here. This matter really goes to
the heart of the sovereignty of the host nation. In the 1950s and 1960s,
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the U.S. Trading with the Enemy Act prevented U.S. subsidiaries in
Canada from doing business with Cuba and China. More recently, extra-
territorial application of U.S. anti-trust law has been the most conten-
tious issue falling under this category (Clarkson, 1982, pp. 101-102;
Leyton-Brown, 1980-81). U.S. courts and legislators have shown no dis-
position to revise the doctrine of extra-territoriality, despite the plethora
of complaints emanating from Canada and other countries, and this issue
is certain to remain a serious irritant in bilateral relations.

Although foreign ownership will continue to be important in both Cana-
dian domestic politics and policy debate and Canada-U.S. economic rela-
tions, several trends suggest that it may well attract less concern than in
the past. First, the degree of foreign ownership of Canadian industry has
been slowly but steadily falling for the past several years, and the inflow
of foreign direct investment has also declined since the mid-1970s
(Beckman, 1984, pp. 11-12). In 1970, the percentage of foreign owner-
ship in the manufacturing sector was 61 percent, while the comparable
figures for the oil and gas industry and the mining and smelting industry
were 76 percent and 70 percent, respectively. Ten years later, foreign
ownership levels had fallen to 53 percent in manufacturing, 51 percent
in oil and gas, and 48 percent in mining and smelting (p. 12). A second
trend is the sharp increase in Canadian direct investment abroad since the
early 1970s. Most of this Canadian investment is concentrated in the United
States. Major Canadian firms anxious to assure access to the U.S. market,
such as Northern Telecom, have strong reasons to invest in the United
States. To date, the Canadian government has not put policies in place
to stem outflows of investment, despite complaints from organized labour,
the New Democratic Party and other groups that Canadian jobs are being
exported because of these investment outflows. Over time, Canada’s views
on foreign investment may alter as the country becomes more involved
in exporting capital. For the foreseeable future, however, Canada will con-
tinue to have a much higher level of direct foreign ownership than other
major industrial nations. Finally, recent evidence indicates that prospec-
tive foreign investors and their governments have become less concerned
about FIRA and Canada’s policies toward foreign investment (Beckman,
1984). This trend is unlikely to be reversed soon in view of the Conser-
vative government’s decision to abolish FIRA and welcome additional
foreign direct investment.

Canada and North-South Relations

Canada has been one of the developed industrial countries most rhetorically
sympathetic to the demands of the Third World for basic changes in the
world economy, and a few comments on Canada’s role and policies in
this respect are offered here. (On Canadian policies toward Third World
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economic concerns see Lyon and Tomlin, 1979, Chapter 8; Biggs, 1980;
Sanger, 1976; Helleiner, 1978; and Economic Council of Canada, 1978.)

In the area of international aid (or ‘‘official development assistance,’’
as it is known in the lexicon), Canada has been generous in comparison
with most other developed countries. In absolute volume of aid given,
Canada ranked fifth among Western countries in the mid- and late 1970s;
as a proportion of GNP, it ranked second, surpassed only by France (Lyon
and Tomlin, 1979, pp. 142-43). The countries of the OECD officially set
0.7 percent of GNP as a target for their future aid disbursements to the
Third World in 1970, but so far no major developed country has reached
this level. Canada has been close to 0.5 percent of GNP, and has been more
generous than the United States, Japan, the United Kingdom and West
Germany (p. 143; Helleiner, 1978, p. 398). Moreover, overseas develop-
ment assistance has been the fastest growing area of federal government
spending since 1980, and the previous government indicated in 1980 that
it hoped to reach the 0.7 percent target by the end of the decade. Despite
Canada’s quite generous record on foreign aid, critics have pointed out
that much of Canada’s bilateral aid (given directly to recipient countries
rather than to multilateral institutions) is ‘‘tied,”” which means that Canada
requires that the aid be used by the recipient to purchase Canadian goods
and services. In 1980 Ottawa untied 20 percent of bilateral aid, but critics
have argued that no obligation to purchase Canadian goods and services
should be attached to foreign aid disbursements (Sanger, 1976, pp. 280-89).
Other observers have disagreed with the targetting of Canadian aid, arguing
that it has been insufficiently directed toward reaching those people most
desperately in need — the rural poor. Case studies have highlighted both
the difficulty of ensuring that Canadian aid reaches those who have the
greatest need for it, and the problems and distortions that result from
linking aid to the purchase of Canadian products (Ehrhardt, 1983; and
Young, 1983).

Canada’s relatively generous aid performance has not been duplicated
in other economic issues on the North-South agenda. Canada’s trade
barriers against ‘‘low-cost’” Third World imports increased sharply in the
1970s, and there is no evidence that trade protectionism against such Third
World exports as textiles, clothing and footwear is about to be reversed
(Biggs, 1980). Canada was the second-last developed country to introduce
a preferential tariff system for imports from the Third World in the 1970s
and,when Ottawa drew up the list of products eligible for favourable tariff
treatment, a number of manufactured goods in which Third World states
have a comparative advantage were left off. With respect to international
monetary policy discussions, Canada has usually joined with the United
States, West Germany and other conservative major powers in rebuffing
Third World pleas for a major restructuring of the IMF’s system for pro-
viding assistance to developing countries with balance of payments prob-
lems. Some modest reform of the IMF was agreed to in the 1970s, but it
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remains a major source of concern in the Third World (Helleiner, 1978,
pp. 396-97).

Finally, a key Third World objective since the mid-1970s has been to
obtain the agreement of the developed countries to establish a number
of international commodity agreements (ICAs) in order to stabilize com-
modity prices and to increase the export earnings of Third World com-
modity producers. Although Canada is a major commodity exporter itself,
it has been reluctant to support the Third World’s demand for ICAs
because it sees such agreements as technically and economically unwork-
able. During the negotiations in the last half of the 1970s on reforming
international commodity trade, Canada’s position was similar to that of
the United States, Britain and West Germany, all of which were basically
opposed to the demands of the Third World. One reason for Canada’s
position on commodity issues may be the hostility of Canada’s resource
industries to intergovernmental commodity control. Canada’s opposition
to the creation of ICAs for iron ore and copper, both produced in
abundance in this country, was probably the result in part of the strong
dislike of the relevant Canadian industries for market-regulating ICAs. In
the case of other commodities of which Canada is an importer, Ottawa’s
position during the talks in the late 1970s was indistinguishable from that
of most other developed importers.

Canadian International Economic Policies:
Concluding Comments

Canada is a medium-sized economic power heavily involved with and
dependent on external economic developments. With some 30 percent of
domestic product derived from exports and a history of dependence on
external sources of capital, Canada has had to fashion its policies in full
awareness of the importance of these dependencies. At the same time,
however, Canada is not, despite the views of some observers, an under-
developed, non-industrialized country similar to the nations of the Third
World. The analogy is misleading; although it has scarcely 25 million peo-
ple, Canada has the seventh-largest GNP in the non-communist world, and
is also among the top dozen nations in terms of GNP per capita. Along
the numerous other conventional dimensions by which development is
measured, including infant mortality rates, telephones per capita, and
educational attainment of the population, Canada ranks as a highly
advanced industrial country. To be sure, it is more reliant on raw and
semi-processed natural resources than most other advanced countries, but
this alone does not invalidate the argument that Canada is an advanced
rather than an underdeveloped nation, particularly in comparison with
those nations that unambiguously fall into the category of underdeveloped.

Canada’s major problem with respect to international economic policy
is not that it is extremely weak or underdeveloped, but rather that its
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options are constrained by its dependence on the global economy in
general, and its markedly asymmetrical interdependence with the United
States in particular. The consequences of growing economic inter-
dependence have been debated extensively in the recent international rela-
tions and international political economy literature, and were discussed
earlier. According to some scholars, increasing interdependence allows
small and medium powers to exert more influence in world affairs, even
though they lack much overall or ‘‘structural’’ power in the international
system as a whole. This notion has been applied to the Canadian-American
relationship, and a number of studies have argued that, despite its relative
weakness in comparison with the United States, Canada has been able
to bargain successfully on a wide range of bilateral economic issues.
Keohane and Nye, for example, report that the outcomes of 40 high-level
conflicts between Canada and the United States in the years from 1920
to 1969 favoured Canada on 16 occasions, the United States on another
16, and neither country on the other eight occasions. In the 1960s, however,
Canada was favoured in 8 of 11 conflict outcomes. They explain Canada’s
successes in the 1960s by invoking the notion of ‘‘complex inter-
dependence’” and the important roles of transnational and transgovern-
mental relations. They argue that transnational and transgovernmental
allies, such as U.S. corporations with plants in Canada and the U.S.
Department of State, were of great assistance to Canada during conflicts
with the United States in the 1960s. They also point to the intensity and
coherence of Canada’s bargaining strategies — understandable given the
critical importance of the U.S. economy to Canada’s welfare — and to
the fact that, on some issues, Canada possessed the capacity to harm U.S.
interests (Keohane and Nye, 1977, Chapter 7, especially pp. 202-207). An
earlier study in the same vein was that of Leyton-Brown (1974), who
explored 27 instances of bilateral conflict involving U.S. subsidiary firms
based in Canada. Outcomes are said to have favoured Canada in 12 cases
and the United States in 13, with the remaining two outcomes being
neutral. Of the five ‘‘high-intensity’’ cases, two were resolved in Canada’s
favour and three were not. Leyton-Brown found that in only 2 of 27 cases
did multinational corporations ally with the U.S. government against
Ottawa.

Both the Leyton-Brown and the Keohane and Nye studies cover cases
only up to 1970 or so. It would be useful to have further empirical work
similar to these studies undertaken in order to determine the pattern of
bargaining outcomes in the 1970s and early 1980s. Some recent research
indicates the United States may be more willing now to acquiesce to cer-
tain Canadian government policies that formerly prompted very strong
protests. Molot and Laux, for example, suggest that the relatively weak
U.S. reaction to the Saskatchewan government’s decision in 1975 to
nationalize several U.S.-owned potash firms confirms that the state in
Canada has considerable room to take initiatives of this sort without
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precipitating serious conflict with the United States (Molot and Laux,
1979). Even in the case of the National Energy Program (NEP), the Cana-
dian government achieved victory in the dispute in that its major elements
were left intact with little or no real retaliation from the United States.
Clarkson, however, maintains that fear of the possible U.S. reaction con-
vinced Ottawa not to proceed with an industrial strategy and with further
strengthening of FIRA in the early 1980s (1982, Chapter 4).

In assessing Canada’s future options and its scope for autonomous
policy choices, it may be useful to examine the experiences of so-called
“‘self-directed’’ small industrial states (Keohane, 1982). Such states are
small in terms of the overall international economic system. In Keohane’s
words,

. . . these states are small because they have little capacity to affect the inter-
national economic system as a whole, or the international economic regimes
that provide rules to regulate the imposition of national controls on interna-
tional transactions. They are ‘‘price takers’’ in economic terms, and
‘‘subjects’’ politically: they do not make the rules but merely have to decide
whether to accept them, for instance by joining such arrangements as the
General Agreement on Tariffs and Trade or the International Monetary Fund,
or to accept the costs of not belonging. (p. 50)

Another characteristic of states falling into this category is that ‘‘their most
significant economic ties are with countries that are much larger than them-
selves” (p. 49). Keohane goes on to enumerate the disadvantages of such
small industrial powers:

e Their economies are more open, and thus more sensitive, to external
economic disturbances than those of larger powers;

o They exert little influence over the ‘‘rule structures’’ of the international
economy by which state behaviour is regulated;

e They are weak in terms of bilateral relations with their major economic
partner, partly because of relative size and power, and partly too because
such larger powers are likely to be more autonomous and less depen-
dent on the external economic world (p. 52).

Keohane argues that small industrial states have four basic strategies
available to them to secure additional autonomy and independence. One
is diversification of economic ties, particularly export markets and sources
of imports. Canadian policy makers and intellectuals have been attracted
to this idea for some time, but little diversification away from the United
States has in fact been achieved in the past ten years. A second strategy
is to improve the capacity for internal adjustment. Mobility of resources
was identified as a critical advantage of large economic powers by
Hirschman in his treatise written almost four decades ago, and little has
changed since then to invalidate this insight (Hirschman, 1945). Recent
work on Switzerland suggests that it has been extremely successful in
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adjusting policies and redirecting economic activity in response to exter-
nal economic pressures and shocks (Katzenstein, 1980).

A third strategy suggested by Keohane is ‘‘invisibility,”” by which he
means that small states can take advantage of the fact that ‘‘what they
do is less likely to be noticed than are the actions of larger countries, and
is less likely, therefore, to invite retaliation’’ (Keohane, 1982, p. 56). It
could be argued that Canada was able to gain as a result of its relative
invisibility in the context of its economic relations with the United States
in the 1950s and 1960s. However, more recent developments, especially
U.S. criticism and threatened retaliation over the National Energy Pro-
gram and FIRA, suggest that invisibility is no longer of much benefit to
Canada. Finally, Keohane identifies ‘““manipulation’’ as another strategy
open to a small state involved in a close economic relationship with a much
larger one. He notes Israel’s success in mobilizing a strong pro-Israeli
constituency in U.S. politics, and observes that ‘‘the small state has the
advantage that it can concentrate its energy on a single country, while the
great power’s attention is inevitably dispersed in several directions at once’’
(p. 58). In the case of Canada’s relations with the United States, it is
obvious that Canadian policy will be more focussed on and more sensitive
to the United States than vice versa, and thus Canada may in some cir-
cumstances be successful because its bargaining and diplomatic strategies
are more coherent and better thought out.

Most of the literature on small, self-directed industrial states deals with
such countries as Austria, Norway, Finland and Switzerland. It is worth
asking how Canada has fared in comparison with these states and whether
in fact Canada’s situation is analogous to that of such countries. Compara-
tive work that addresses these issues would be extremely useful to scholars
who wish to explore the question of Canada’s future policy options in
the changing global economy.
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Canadian Export Trade in a
Changing International Environment

MICHAEL C. WEBB AND MARK W. ZACHER

Introduction

Canada’s is an open economy. Goods, services, and capital flow relatively
freely across Canadian borders. International transactions account for a
higher proportion of economic activity in Canada than in most advanced
industrialized nations, particularly the larger ones. Foreign ownership and
control of the economy through foreign direct investment is much higher
in Canada than in any other Western industrialized country, and foreign
trade accounts for a higher proportion of production and consumption
in Canada than in most other developed countries.

The open nature of the Canadian economy brings with it the benefits
of> access to foreign investment, technology, raw materials, capital and
consumer goods, and markets for goods produced in Canada. On the other
hand, it also makes the country highly sensitive and vulnerable to condi-
tions in the international economy and to policies of foreign governments,
especially those of the United States, which dominates virtually all sectors
of Canada’s foreign economic transactions. Furthermore, the Canadian
economy is too small relative to other major economies to influence inter-
national economic conditions or foreign government policies. These factors
combine to make autonomous management of the Canadian economy ex-
tremely difficult.

Canadians have traditionally believed that, given their country’s small
population and market relative to its physical size and natural resources,
an open economy is necessary for achieving the high standard of living
enjoyed in other advanced industrial nations. The open nature of the
Canadian economy is also related to Canada’s historical development as
a colony of Britain and, more recently, to its economic dependence on
the United States. The needs and preferences of these dominant countries
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have been important in encouraging a high level of internationally related
economic activity in Canada, and in shaping the nature of Canada’s
economic development and international linkages.

Canada’s export trade is concentrated both sectorally and geographi-
cally. While Canada’s economy has matured considerably over the years,
resources and resource-based products still account for an unusually high
percentage of Canada’s total exports (see Table 3-1). This has traditionally
been seen to create two problems. First, international markets for primary
resources such as crude minerals and grains, and resource-based manufac-
tured goods such as primary metals and lumber, tend to be much more
volatile than international markets for more advanced manufactured
goods. The result is instability and insecurity for resource-dependent
regions in Canada and for the economy as a whole. Second, resource
extraction and resource-based manufacturing tend to be more capital inten-
sive and less labour intensive than secondary manufacturing. Conse-
quently, resource and resource-based exports are seen to generate less
employment than would exports of more advanced manufactured goods.!

At the same time, Canadian export markets are concentrated over-
whelmingly in the United States (see Table 3-2). As a result, Canada is
very sensitive and vulnerable to developments in the U.S. economy and
to the economic policies of its government. The trade linkages create worri-
some dependencies for Canada and exacerbate problems of domestic
economic management.

The sectoral and geographic concentration of Canada’s exports have
given rise to three central trade policy goals. Political leaders, government
officials, and the attentive public are committed to (a) promoting low trade
barriers and stable markets for primary commodities in their raw and pro-
cessed forms; (b) diversifying the content of Canadian exports, particularly
into manufactured goods with high value-added; and (c) diversifying the
direction of Canadian exports.

With respect to the first of these goals, even before Confederation Cana-
dian leaders sought to negotiate reductions in foreign trade barriers that
impede resource exports on a secure and preferential basis whenever pos-
sible. In the past decade, considerable attention has been devoted to trying
to persuade foreign countries to reduce barriers that discriminate against
exports of processed resources in favour of unprocessed resources. Canada
has also supported international market management schemes such as the
international wheat agreements, the uranium cartel, and the international
lead and zinc study group in the hope that these will help to stabilize prices
and earnings from important Canadian resource exports.2

In an effort to diversify the content of Canada’s exports, the Canadian
government has implemented a number of programs to assist exporters
of manufactured goods. Two of the most important have been subsidized
export financing and tied aid, both of which have promoted exports by
sectors that the government wants to support, such as services, capital
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goods and high-technology, advanced manufactures.? Canada has given
strong support to the liberalized multilateral international trading system
and its institutions, primarily the General Agreement on Tariffs and Trade
(GATT), throughout the postwar period. Behind this support lies the belief
that such a system could enhance Canada’s bargaining power, and that

TABLE 3-2 Canada’s Main Trading Partners, Selected Years,

1900-84
Distribution of Canada’s Export and Import Trade with:
European
United Economic Developing
States Britain Japan Community Countries
(percent)
1900
Exports 38.3 52.3 0.1 2.92 -
Imports 60.2 24.1 0.9 10.72 —
1910
Exports 37.5 49.5 0.2 4.12 —
Imports 61.1 24.3 0.5 7.2% —
1920
Exports 37.4 39.4 0.6 13.82 —
Imports 75.1 11.8 1.2 2.42 —
1939
Exports 41.1 35.5 2.5 6.32 —
Imports 66.1 15.2 0.7 4.92 —
1948
Exports 65.1 15.1 0.2 13.42 —
Imports 76.7 7.4 0.2 2.28 —
1960
Exports 55.8 17.4 3.4 8.3b 7.9
Imports 67.2 10.7 2.0 5.3b 11.8
1970
Exports 64.7 9.0 4.8 7.2b 8.6
Imports 71.1 5.3 4.2 5.8° 8.5
1975
Exports 65.1 5.5 6.5 12.6° 10.6
Imports 68.0 3.5 35 9.5¢ 14.5
1978
Exports 70.2 3.8 5.9 93¢ 10.4
Imports 70.5 3.2 4.6 9.3¢ 11.9
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Distribution of Canada’s Export and Import Trade with:

European
United Economic Developing
States Britain Japan Community Countries
(percent)
1981
Exports 66.2 4.0 5.4 10.7¢ 11.9
Imports 68.6 3.0 Skl 8.1¢ 14.4
19844
Exports 77.4 2.4 4.8 6.3¢ 8.2
Imports 72.6 2.4 5.4 8.6¢ 10.6

Source: Statistics Canada, Trade of Canada (various issues and years);
Statistics Canada, Canada Year Book (various years).

a. Total for Europe excluding the United Kingdom.

b. Total for six member countries of the EEC.

c. Total for nine member countries of the EEC (including the United Kingdom, Ireland and
Denmark, which joined in 1973).

d. January to May 1984.

it holds the best promise over the long term for reducing foreign trade
barriers to expansion and diversification of Canadian exports.
Canada has also been willing to turn to bilateral trade management,
particularly with the United States, when the multilateral system has been
unable to produce desired outcomes. At times, the bilateral discussions
have come into conflict with the multilateral thrust of Canadian policy
and have even increased Canada’s dependence on the United States. For
example, in the period immediately following World War II, arrangements
to balance Canadian-American trade on a bilateral basis were negotiated
to enable Canada to overcome a serious balance-of-payments crisis.* In
the 1960s, the Canada-United States Automotive Products Agreement
created a bilateral free trade area that permitted the automobile industry
to rationalize on a continental basis. Interestingly, Canadian negotiators
insisted on the inclusion of production and employment assurances in the
agreement to ensure that the auto producers did not withdraw from pro-
duction and sourcing in Canada in favour of supplying the North American
market from the United States.> As in the cases of Canadian participa-
tion in international resource market management schemes, Canadian offi-
cials apparently felt a need to intervene to ensure that Canada received
its share of the benefits of international trade. They feared that interna-
tional markets could not be trusted to do this if left free and unfettered.
A final noteworthy characteristic of Canadian trade policy is that it has
reflected ongoing debate in Canada over the costs and benefits of Canada’s
economic dependence on the United States. During certain periods, policy
makers have favoured closer ties through freer bilateral trade, while in
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other periods greater emphasis has been put on diversifying Canada’s
trading relationships to reduce its dependence on the United States. Pro-
posals for reciprocity with the United States around the turn of the cen-
tury and the current emphasis on bilateral sectoral free trade are examples
of the former strategy. By contrast, the emphasis on expanding links with
Europe and Japan during the mid-1970s, the so-called “‘third option’’ in
Canadian foreign economic policy, is an example of the latter. The issue
has always been politically divisive. It has been suggested that support
for freer bilateral trade tends to be greater during periods of economic
difficulty in Canada, when the public and politicians pay more attention
to the presumed economic benefits and less to the political costs. During
periods of economic prosperity, trade diversification tends to come into
greater favour.6

The purpose of this study is to explore the external constraints on Cana-
dian trade. The focus is on Canada’s export trade, arguably the aspect
of foreign economic relations of greatest direct relevance to the achieve-

“ment of such objectives as the promotion of economic growth and effi-
ciency, a high standard of living, and maximum employment. Given the
relatively small size of the domestic Canadian market, foreign markets
are necessary as outlets for the natural resources that have been produced
in abundance in Canada. Exports provide opportunities for achieving
economies of scale, and they generate export earnings needed to purchase
capital and consumer goods not produced domestically. The government
has therefore developed policies intended to maximize the benefits and
minimize the costs of integration into the international economy.

The remainder of the study is divided into three sections. The next sec-
tion focusses specifically on those characteristics and trends that encourage
barriers to Canadian exports, that is, which influence the level of foreign
protectionism. The third section examines those trends and characteristics
which affect the ability and proclivity of foreign purchasers to import
goods from Canada. While our analysis of each characteristic or trend
should promote an understanding of that factor itself, it is also hoped
that our attempt to systematically identify and categorize these factors
will facilitate a structured discussion of the issues facing Canadian foreign
economic policy.

The two sections provide an overview of trends and characteristics in
the international political economy that influence the prospects for Cana-
dian exports in all goods-producing sectors. Canadian trade policy is for-
mulated in the context of a wide variety of constraints and opportunities
imposed by the wider international political and economic environment.
A vast amount has been written about this environment (although much
less on its specific implications for Canada), and to do this literature justice
would require far more space and time than we have available. Our inten-
tion in these sections, therefore, is to briefly identify, describe, and discuss
the implications for Canada of the most important trends and characteris-
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tics in the international politico-economic system and in Canada’s rela-
tionship to this system.

The concluding section discusses several policies for promoting Cana-
dian exports. It asks what policy initiatives to diversify and expand Cana-
dian exports can be undertaken with a realistic chance of success in the
medium term given international political and economic realities.

Trends That Affect Protectionist Barriers
to Canadian Exports

Changing Perceptions of Benefits of
Trade Liberalization

Trade liberalization is generally credited in the Western industrialized coun-
tries with contributing to the prosperity and rapid economic growth of
the 1950s, 1960s, and early 1970s. During most of that period, interna-
tional trade grew faster than world production, leading to a view of trade
as an ‘‘engine of growth.”” There is still a strong commitment among the
leaders of most countries belonging to the Organization for Economic
Cooperation and Development (OECD) to the principle of an open inter-
national trading system. At the Williamsburg summit in June 1983, the
leaders of the seven largest Western industrialized nations committed
themselves ‘‘to halt protectionism, and as recovery proceeds to reverse
it by dismantling trade barriers. . . . We should work to achieve further
trade liberalization negotiations in the General Agreement on Tariffs and
Trade (GATT). . . .”’7 At a more concrete level, the belief in the benefits
of a liberalized international trading system and ‘‘the fearful risks of under-
mining an extensive network of trade relationships in which all advanced
economies are embedded’’ have contributed to the widespread reluctance
of governments to submit to protectionist pressures from domestic
groups.$

While the belief in the importance of a liberal trading system to national
economic prosperity still encourages policy makers to resist protectionist
measures, there is little doubt that the commitment to the maintenance
of such a system has weakened in recent years. Decision makers of the
1940s and 1950s, particularly in the United States, Britain, and Canada,
were concerned above all with avoiding a recurrence of the breakdown
of international trade which they believed had contributed to the Depres-
sion, the rise of totalitarian governments, and, ultimately, to war.
However, by the 1970s, the ‘‘generation of decision makers who remember
the problems of the 1930s from personal experience had largely passed
from power,”’ and the commitment to principles based on those experiences
had thereby inevitably been weakened.® In recent years, even the strongest
supporters of the liberal trading system among the OECD governments
have demonstrated by their actions, if not always by their words, a desire
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to limit and control the impact of multilateral liberalization. Developing
countries, which have become much more significant players in interna-
tional economic relations, have never been committed to the principle of
a liberal international trading system, at least as practised by the Western
industrialized countries.!0

One factor supporting the leaders’ commitment to maintain an open
international trading system has been the growth of powerful economic
actors with a strong interest in international trade in all of the OECD coun-
tries.!! Transnational corporations and international banks have bene-
fitted tremendously from trade and financial liberalization in the post-1945
period, and they tend to oppose government actions that threaten to inter-
fere with their international operations.!? Export-oriented sectors in vir-
tually all national economies have expanded as trade has grown relative
to national production and income in most OECD nations. Transnational
corporations producing goods that are both technology intensive and
capital intensive have become dependent upon access to international
markets.!? Trade-dependent firms and industries oppose protectionist
policies by foreign governments that curtail their exports, as well as similar
policies by their own governments, since such actions often raise the costs
of their own products and provoke retaliatory action by other states. These
groups include some of the largest businesses and employers, who have
considerable political influence in most OECD countries.

The combination of a continuing, if weakened, commitment among the
leaders of the major industrialized nations, as well as among powerful
domestic groups in virtually all countries, to the principle of an open inter-
national trading system should be sufficient to ensure that it will not soon
“collapse in a final orgy of protectionism.’’!4 Nevertheless, many current
trends do pose significant threats.

Changes in Competitive Advantage

The international structure of competitive advantages which facilitated
the trade liberalization of the 1940s, 1950s and 1960s has changed radically
during the past two decades. Trade liberalization in the earlier period was
facilitated by the fact that only the Western industrialized countries were
involved. The developing countries served as sources of raw materials and
only rarely competed with industrialized countries in manufactured
exports. Also, the East European countries were excluded from the trading
system by the Cold War. Among the industrialized countries, competitive
advantages were ‘‘perceived to depend upon differences in the relative
abundance of capital,’’ labour, natural resources, and technology. While
competitive advantages were expected to change as the relative abundance
of these factors of production changed, it was assumed that these shifts
“‘would be evolutionary, . . . slow, regular and predictable,’’ giving time
for countries to adjust.!> The United States supported trade liberaliza-
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tion largely because it had an overwhelming competitive advantage over
its nearest competitors in technology-intensive manufacturing indus-
tries.!® Thus, it believed that freer international trade would provide
American manufacturers (and, later, their European counterparts) with
access to much larger markets, thus enabling them to capture significant
economies of scale.!”

Multilateral tariff negotiations in the GATT in the 1940s, 1950s and 1960s
focussed on cutting tariffs on manufactured goods traded primarily among
the Western industrialized countries. The major trading partners all
appeared to benefit from rapidly increasing trade. Much of this was intra-
industry trade, especially between the United States and Europe; that is,
growing imports by each trading partner in one sector were matched by
growing exports from the same sector, based on product differentiation
and specialization in particular lines. This intra-industry trade facilitated
liberalization. Any protectionist sentiment among industry sectors in the
United States and Western Europe that faced import competition was neu-
tralized by the increasing export opportunities in foreign markets as a result
of GATT negotiations.!® Sectors in the major trading countries that faced
serious import competition without compensating export opportunities
were excluded from multilateral trade liberalization from the start. For
example, textiles and agriculture were excluded because American pro-
ducers anticipated severe burdens of adjustment had the U.S. market been
opened to foreign countries whose competitive advantage lay in those
products.!?

Of interest to Canada, which had a competitive advantage in mineral
production and processing, were the escalating tariffs imposed on pro-
cessed minerals. These tariffs remained higher than tariffs on manufac-
tured goods because the major Western industrialized countries anticipated
that their domestic mineral-processing industries would face increased
import competition without experiencing offsetting increases in export
opportunities. In other words, the competitive advantage of mineral-
producing countries like Canada was felt to be so great that processing
industries in mineral-importing countries would contract if their protec-
tion was removed.

The characteristics of the international structure of competitive advan-
tages have all changed rapidly in recent years. As a result, shifts in trade
today tend to impose much greater burdens of adjustment on importing
countries. They also give rise to much more serious domestic political oppo-
sition than formerly. Three main changes are of interest to us here:

* the high-tech catch up in Japan and Western Europe to the former
supremacy of the United States as international leader in industrial
technology and innovation in many sectors;

« the rapidly developing competitive advantages in certain developing
countries in many standardized, traditional manufacturing sectors; and
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 the ““industrial convergence’’ in certain major industrialized countries
which has changed the traditional nature of competitive advantage and
the basis for international trade.

Since the implications for Canada’s export prospects of the shift in com-
petitive advantage in favour of Japan are very similar to those resulting
from the shift to certain developing countries, the implications of both
shifts will be dealt with simultaneously after the discussion of the shifts
themselves.

Many commentators have remarked on the loss by the United States
of its status as the undisputed world leader in industrial technology and
innovation. Western Europe and Japan reduced this gap during the 1960s
with the help of foreign direct investment by U.S. transnational corpora-
tions (TNCs), imported and licensed U.S. technology and, especially in the
case of Japan, supportive government policies. Since the 1970s, Japan has
increasingly become the world’s industrial pacesetter as a result of govern-
ment industrial strategies aimed at developing international pre-eminence
in selected advanced manufacturing sectors.? The development of
advanced Japanese industry has not encouraged trade liberalization
because it has not been accompanied by intra-industry trade to any signifi-
cant extent. Japan’s competitive advantage has been so strong and its
domestic market has been so highly protected that Western European and
North American industries have generally not experienced enhanced export
opportunities to offset the threat posed by Japanese exports to their home
markets. The regional and sectoral impacts of and the burdens of adjust-
ment imposed by Japanese exports are therefore much greater, and pro-
tectionist sentiment is correspondingly higher.?!

In North America, protectionist sentiment against Japanese imports is
tempered by countervailing pressures; primary commodity sectors in both
the United States and Canada have very strong interest in access to the
Japanese market and therefore ‘‘provide countervailing pressure against
restrictionist sentiments from manufacturing sectors.”” For Europe there
are no such countervailing pressures. Europe’s exports of primary com-
modities to Japan are minor, and Europe consequently has taken more
vigorous action to block Japanese imports.22

The second major change in competitive advantage has been the emer-
gence of the newly industrializing countries (NICs) as producers and
exporters of certain high-volume, standard technology, manufactured
goods that require relatively large inputs of low-skilled labour relative to
capital and natural resources. Textiles, clothing, and footwear were among
the first sectors affected by competition from these new producers. To
these, the NICs have since added competitive advantages in steel, ship-
building, automobile parts, consumer electronics, and other relatively
simple consumer goods. The range of goods that can be competitively pro-
duced in the NICs is expected to broaden further during the 1980s as their
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technology becomes more widely diffused, capital more abundant, and
labour more highly skilled.?3

The overall employment impact in the Western industrialized countries
of trade with the NICs has probably been neutral, as growing exports from
certain sectors have compensated for employment losses in sectors that
compete with imports from the NiCs. Furthermore, the impact of com-
petition from the NICs should not be exaggerated. In 1977, NICs accounted
for only 8.1 percent of total OECD imports of manufactured goods and
just over 1 percent of total OECD consumption of manufactures.2* While
these shares have certainly increased since 1977, it is apparent that the
impact of competition from the NICs on overall manufacturing produc-
tion and employment in the industrialized countries has been limited, par-
ticularly in relation to such other factors as the recent recession and the
introduction of labour-saving technologies. Nevertheless, the unemploy-
ment problem associated with competition from the NICs in certain sec-
tors has been serious. Job losses are concentrated in labour-intensive indus-
tries, and the low skill level of the displaced workers makes it difficult
for them to find alternate employment. The concentration of the
threatened industries in specific regions has heightened the political sen-
sitivity of the issue, while the ‘‘very high and rapidly changing market
penetration by specific products which characterizes NIC exports’’ has
helped to focus attention on unemployment caused by exports from the
NICs.? In Canada, one estimate has put the number of jobs threatened
by current or near-term potential competitive pressure from the NICs at
close to one-third of total manufacturing employment in 1980.26

Canada has been strongly influenced by these shifts in competitive ad-
vantage in favour of Japan and the NiCs. Most obviously, Canadian
manufacturing industries have faced strong import competition from
Japan in a variety of more advanced manufacturing sectors, such as autos
and electronic equipment, and from the NICs in a wide variety of labour-
intensive sectors, such as textiles, clothing, and footwear. Competition
from the NICs poses a growing threat to other important Canadian sec-
tors as well, particularly to automobile parts. Furthermore, it threatens
Canadian exports of manufactured goods to other developing countries,
most of which consist of products such as machinery and transportation
equipment for which ‘‘increasing export competition from some developing
countries [i.e., the NICs] must be anticipated over the longer term.’’2” Cer-
tain Canadian exporters of manufactured goods have lost their positions
in foreign markets to Japanese and NIC exporters.28 The extent of the loss
suffered by Canadian exporters is limited, however, by the low export
presence in many of the sectors in which Japan and the NiCs have
developed their strong competitive advantages. The most significant direct
loss of export markets to date occurred during the late 1970s, when Cana-
dian auto exports suffered badly from Japanese auto exports to the United
States. However, the loss may have been temporary. In the early 1980s,
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Canadian exports rebounded strongly as energy prices fell and U.S. con-
sumer demand revived, while voluntary export restraints negotiated
between the United States and Japan restricted auto imports from Japan.

Perhaps the more important consequences for Canada’s export trade
have been indirect. Protectionist pressures stimulated by increased imports
from Japan and the NICs into the United States and Western Europe have
spilled over to affect competing Canadian exports to the same markets.
Steel is the most notable example of this effect; protectionist barriers
erected or demanded to defend U.S. producers against stiff import com-
petition from the NICs, Japan, and Western Europe have incidentally also
posed a serious threat to Canadian exports. Another indirect effect has
been on Canadian exports of resource inputs required by threatened
manufacturing industries in other industrialized countries. Again, steel
is the most notable example, as Canadian exports of iron ore to the U.S.
steel industry and coal to the Japanese steel industry have been restricted
by the contraction and slower growth, respectively, experienced by those
industries in the face of competition from the NICs. At a broader level,
the shift to Japan and the NICs has been one of the most important causes
of the weakening of the GATT-centred, multilateral, rule-based liberal
international trading system, and thus has influenced the prospects
generally for all Canadian export-oriented sectors.

It should be noted that Canada has not shared equally in the recent
growth in exports of manufactures to the NICs that have offset growing
imports into most OECD countries. Canada and the United States are the
only two major OECD countries to have experienced a growing trade deficit
in manufactures with the NICs during the 1970s, since increased OECD
exports to the NICs have come predominantly from Japan, Germany, and
Italy.?® Canada’s failure to increase exports at the same rate as imports
probably reflects the international weakness of Canadian manufacturing
industries in general and the weakness of the capital goods sectors in par-
ticular. Thus, while Canada’s trade surplus with Japan based on exports
of raw materials exerts strong countervailing pressures against restrictions
on imports from Japan, there are few countervailing pressures of similar
magnitude in Canada’s trade with the NICs.

The third type of shift in the international structure of competitive
advantage is a product of the phenomenon of ‘‘industrial convergence.”’
What this refers to is the ‘‘convergence in the industrial structures and
underlying resource endowments of the major industrialized countries in
recent years.’’3% The services sector has become more important and the
agriculture, mining, and manufacturing sectors have tended to become
less important in all the industrialized countries. Linked to the convergence
of industrial structures is the tendency for overall factor endowments to
become increasingly similar. Intra-industry trade and specialization, rapid
capital accumulation, the acceleration of international transfers of finance
and technology, converging labour skill levels, and national industrial

96 Webb & Zacher



development policies pursued by many Western governments have all
reduced differences in endowments of capital, labour and technology that
traditionally provided the basis for competitive advantage among the indus-
trialized countries.3! The similarity extends in some respects to the NICs;
the international mobility of capital and technology has led to the con-
centration of the competitive advantage of industrialized countries in those
sectors which depend on the much less mobile factor of skilled labour.32
This has encouraged the convergence of the industrialized countries at the
“‘high-technology end of the manufacturing spectrum.”’33

The consequences of industrial convergence for international trade are
profound. ““If industrial structures and resource endowments are con-
verging, the unit gains from trade among developed countries will tend
to decline.’’34 This does not mean that individual firms will not continue
to benefit from exports (rather, exports provide important opportunities
for achieving economies of scale), but rather that the convergence of factor
costs in different countries reduces the gains to national or global welfare
from trade. Correspondingly, industrial convergence means that ‘‘small
changes in cost conditions can potentially cause large shifts in trade, sec-
toral production and employment.”’35 It is precisely these sorts of rapid
shifts in competitive advantage that give rise to the strongest protectionist
pressures, with which the GATT-centred trading system is least able to
cope. On the other hand, industrial convergence is also linked to the intra-
industry trade which facilitated trade liberalization in the earlier period
by generating cross-cutting pressures (i.e., the same sector is faced with
both import competition and export opportunities) and encouraging
product differentiation and specialization.36

Industrial convergence has also contributed to heightened controversy
over the role of governments in international trade. Selective government
intervention can easily cause minor shifts in competitive advantage which
can lead to major shifts in trade and employment among the industrialized
countries.3” The fact that government intervention in all of these coun-
tries is focussed on high-technology sectors makes this issue even more
politically sensitive and problematic.’® More broadly, the declining
importance of the traditional bases of competitive advantage has increased
the role of social choice and organization in determining trade patterns.
Government policies can affect the accumulation of human capital and
technological capabilities that underlie competitive advantages. Conse-
quently, ‘‘national strategy, not natural endowment, is the key to com-
petitive advantage.”’3 Industrial convergence therefore tends to make
‘‘obsolete the distinction between ostensibly domestic and international
trade policies’” since an enormous range of government policies can affect
the minor shifts in trade patterns.40

The likelihood that changing patterns of international trade will give
rise to protectionist pressures under conditions of industrial convergence
is high. What is clearly required to deal with the new trading environment
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is greater transparency of domestic policies that have an impact on inter-
national transactions and some guidelines or rules regarding support for
exporting industries and domestic adjustment policies.*! The GATT’s
guidelines in both of these areas are inadequate to deal with the extent
of contemporary governments’ involvement in trade sectors. There are
also strong philosophical and economic differences among the indus-
trialized countries which have prevented the development of an interna-
tional consensus. It is therefore likely that trade conflicts and protectionism
arising out of the tendency toward industrial convergence will continue
to escalate.

The problem of trade conflicts arising out of government industrial
policy is especially real for Canada in light of its extensive linkages with
the United States. The basic ‘‘industrial structures of the two countries
and the aspirations for the future evolution of these structures are similar,
except in size.’’#? Furthermore, by tradition and because of the con-
straints imposed by the small size and the existing structure of the Cana-
dian economy, Canadian industrial policies usually involve a much greater
degree of government intervention than do those of the U.S. government.
The latter has become increasingly opposed (especially in principle and
rhetoric) to government interference with market forces. Consequently,

government intervention to increase the competitiveness of Canadian manu-
factured products in foreign markets will almost certainly be regarded as
hostile by a U.S. government trying to achieve the same basic objectives,
but from the base of a much larger domestic market and with a government
that will not intervene as much to retain international cost competitiveness.*3

The problem is compounded because Canadian firms must in many cases
export part of their output if they are to achieve maximum economies
of scale, and the United States is the most accessible foreign market. Cana-
dian government incentives and subsidies to encourage efficient, world-
scale operations therefore almost inevitably can be viewed as export sub-
sidies, and the goods exported can be subjected to countervailing duties
or other forms of retaliation by the United States.*

The Canadian government feels that ¢‘it will be important throughout
the 1980s to monitor U.S. practice and jurisprudence in the area of counter-
vail and continue our efforts, both bilaterally and in the GATT, to cir-
cumscribe the extent to which U.S. countervailing duties can frustrate our
industrial and regional development policies.’’4> A number of cases of
alleged Canadian export subsidies necessitating the application of counter-
vailing duties have been heard in the United States, but their outcomes
should not give rise to alarm. In 1973, countervailing duties were imposed
on exports to the United States of tires produced at a Michelin Tires plant
in Nova Scotia,because federal and provincial regional development funds
used in establishing the plant were seen to constitute export subsidies.
However, in recognition of the fact that these funds were intended only
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to overcome the disadvantages of the Nova Scotia location as opposed
to an Ontario location, the level of the countervailing duties themselves
was quite low (approximately one percent) and they do not appear to have
had an adverse impact on Michelin’s exports to the United States.4 More
recently, a broad coalition of U.S. softwood lumber producers sought to
have countervailing duties imposed on what they saw as subsidized Cana-
dian lumber exports, but U.S. authorities eventually decided (after inten-
sive and high-level Canadian lobbying) that, while certain Canadian federal
and provincial government programs did confer benefits on exporters, the
subsidy was too small (less than one-half of one percent of the selling price)
to merit the imposition of countervailing duties.4’ Also on the positive
side, during the Tokyo Round negotiations the United States accepted the
need to demonstrate injury to domestic producers before applying counter-
vailing duties, reducing fears that countervailing duties would be applied
indiscriminately.*® Nevertheless, the threat of U.S. countervailing duties
or other retaliatory measures does impose a significant constraint on Cana-
dian industrial policies. The need to fight countervailing duty actions ini-
tiated by American industries imposes a cost on Canadian industry and
government in terms of resources that must be devoted to defending Cana-
dian policies in American courts.

Slow Growth Rates and
High Unemployment

The performance of the world economy since the early 1970s has been
characterized by: slower growth rates compared with the boom years of
the 1950s and 1960s; unpredictable periods of recession and weak growth;
uncertainty and instability in a wide range of important economic
parameters including interest rates, exchange rates, and energy prices; high
unemployment; and (until very recently) high inflation. Most of these con-
ditions are expected to persist in the medium term. Virtually no one expects
an early return to the rapid and steady economic growth rates of the
preceding decades. We will not discuss the causes of this poor world
economic performance (even economists have not been able to reach a
consensus on this issue, itself a factor inhibiting policy changes that could
help to correct the problem), but rather focus on the political consequences
for the international trading system.

The success of the liberal international trading system during the 1950s
and 1960s was made possible by ‘‘tremendous prosperity in all the key
national economies.’’# Trade liberalization was facilitated by economic
growth which provided new jobs in new and growing sectors for workers
displaced by import competition, technological change, or changing pat-
terns of demand. The availability of these new jobs eased the process of
structural adjustment and reduced pressures to protect existing jobs. Con-
versely, the recent prolonged period of slow, uneven growth associated
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with weak and distorted patterns of capital investment in most of the OECD
countries has made the process of adjustment much more difficult. Weak,
uncertain growth means that less favoured sectors face decline rather than
simply relative stagnation, and that fewer alternative employment oppor-
tunities are being created for labour and capital displaced by import com-
petition, technological change, and reduced demand.’® The resulting
domestic economic problems of unemployment tend to spill over into the
international system as governments and publics seek to preserve existing
jobs and to find scapegoats for domestic problems.5! The link between
slow economic growth and the spread of protectionism was highlighted
in the early 1980s. ‘‘Unexpectedly rapid disinflation’” generated by the
macroeconomic policies of the major industrialized countries, ‘‘manifested
domestically in declining output and rising unemployment, operated
systematically to spawn new and renewed protectionist measures’” and a
host of other international economic problems.>2

The link between slow economic growth and the spread of protectionism
is also readily apparent in the Williamsburg Declaration on Economic
Recovery agreed to by the leaders of the seven largest industrialized coun-
tries in June, 1983. They committed themselves ‘‘to reverse [protectionism]
by dismantling trade barriers’’ only as the recovery proceeds.3 This con-
flicts somewhat with the position of the GATT Secretariat, which
understandably argues that trade liberalization was in large part respon-
sible for (rather than depended on) the economic prosperity of the 1950s
and 1960s, and that the present extent of protectionism is one of the main
impediments to a healthy economic recovery.>* No doubt trade liberaliza-
tion made a contribution to the prosperity of earlier decades, but it is
equally certain that, given the realities of domestic politics in the major
trading nations, protectionist pressures and barriers will decline only if
and when economic recovery takes hold in the major trading countries.

The fact that economic growth rates among the Western industrialized
countries have been diverging sharply also threatens to add to protectionist
pressures.5 Most Western European countries came out of the 1981-82
recession much more slowly than the United States, Canada, and Japan.
Continued slow growth and high unemployment will maintain pressures
on European governments to defend existing jobs by blocking imports.
On the other side of the Atlantic, the overvalued U.S. dollar and the strong
U.S. recovery have fuelled growing import demand, while export demand
has been weakened by the overvalued dollar, slow growth in Europe and
elsewhere, and the balance of payments and debt problems of many
developing countries. As a result, record trade deficits have been accu-
mulated by the United States in the past two years. These, in conjunction
with ongoing pressure from industries threatened by import competition,
could lead to the raising of protectionist barriers. A precedent for such
action would be President Nixon’s imposition of a temporary 10 percent
import surcharge in 1971, one of a number of measures intended to deal
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with growing U.S. balance of payments deficits in the context of an over-
valued dollar. It is worth noting that Canada tried but failed to get an
exemption from this surcharge even though the measures were directed
primarily at European trade partners, not at Canada.56

Growing Political Power of
Domestic Producers

Domestic producers in foreign countries who face threats of import com-
petition stand an increasingly good chance of having their demands for
protection met by political leaders. We will look first at certain
characteristics and trends that affect the industrialized countries in general
and then at some specific problems in the United States and the Euro-
pean Economic Community (EEC), two markets of special interest to
Canadian exporters.

Perhaps the most important source of the political power of domestic
protectionist interests lies in the distribution of costs and benefits inherent
in trade liberalization itself. The costs tend to be concentrated on specific
import-competing industries, while the benefits tend to be distributed
widely as marginal improvements to the welfare of very large numbers
of consumers and to the performance of the economy as a whole. Inevi-
tably, import-competing sectors are much more willing and able to mobilize
in opposition to trade liberalization than are the large numbers of poten-
tial marginal beneficiaries to mobilize in favour of trade liberalization.
The reverse is also true; those groups standing to benefit from specific
measures of protection are much more willing and able to mobilize in
favour of their implementation than are the potential losers among con-
sumers to mobilize to oppose the implementation of protectionist measures.
This inherent bias against trade liberalization is both reflected and
enhanced by a bias in domestic trade policy laws and administrative pro-
cedures in favour of import-threatened industries. All countries provide
extensive formal and informal channels for the representation of the views
of import-competing industries, but in most cases no provision is made
for consideration of the interests of those domestic groups (i.e., CONSumers)
that benefit from the imports in question.’

The political power of import-competing domestic industries has also
been strong in recent years because import competition in most indus-
trialized countries has been disproportionately concentrated in sectors
characterized by employment of large numbers of unionized workers. This
is particularly true with respect to labour-intensive industries in North
America and Western Europe facing competition from Japan and the
NICs. These industries have considerable political power because they tend
to be concentrated regionally, because there are a large number of jobs
at stake, and because the existence of unions facilitates the mobilization
of protectionist pressure.’® Canada could suffer from a spillover effect
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from such pressures even though Canada has few exports that compete
directly with those from Japan and the NICs. The best example concerns
the extremely important automobile sector. ‘‘Local content’’ legislation
proposed in the U.S. Congress to protect the American automobile indus-
try from Japanese imports would, if applied to Canada as called for by
some of its backers, have interfered with massive Canadian automobile
and parts exports to the United States.

Many observers have also argued that the cumulative effect of past pro-
tectionist policies is to enhance the ability of protectionist interests to have
their demands met by policy makers. In other words, ‘‘protection tends
to spread from industry to industry,”’ in particular through ‘‘the creation
of political precedents giving other industries a claim to equal treat-
ment.’’%® However, the impact of this demonstration effect should not
be exaggerated:

Within a country appeals for protection based on government consistency
are only one of many variables affecting an industry’s position. Virtually
all empirical investigations indicate that other factors, such as size, employ-
ment level, geographic concentration, and political organization are far more
important.%0

Domestic producers in the United States, Canada’s most important export
market, have had considerable success in recent years in having protec-
tionist measures enacted on their behalf despite the commitment of suc-
cessive presidential administrations to freer international trade. This is
largely because of the important role that Congress plays in the making
of American trade policy. Congress tends ‘‘to be more sensitive to par-
ticularistic societal pressures than the President or the Secretary of State’’
because members of Congress must be highly responsive to the specific
economic interests of their constituencies.®! In the past, the administra-
tion was often able to appeal to anti-communist and liberal economic
ideology to overcome protectionist pressures emanating from specific
groups and their representatives in Congress.®? These appeals no longer
carry the weight they once did, since members of Congress have become
widely disillusioned with what they perceive as the unwillingness of
America’s trade partners in Western Europe, Japan, and Canada to make
concessions to American exporters comparable to those made by the United
States.®® Another important factor in growing protectionist tendencies in
Congress has been the attitude of organized labour. As a result of the
spread of import competition, ‘‘most of the American labour movement
has become protectionist, giving up a long history of support for free
trade.”’®* As organized labour has turned increasingly protectionist, so
has its closest political ally, the Democratic Party.%® As a result of the
strong political pressure from domestic protectionist domestic groups and
from Congress, ‘‘the Reagan administration has allowed more restrictive
measures in the past two years than any administration since the
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1930s.’66 Sectors subject to such actions include steel, colour televisions,
automobiles, and consumer electronics.

In the European Economic Community (EEC), the domestic political
pressure for protectionism of greatest interest to Canadian exporters comes
from farmers. The agricultural lobbies are particularly effective in winning
generous domestic price supports, protection from foreign competition,
and subsidies for the export of their surplus production. Their success can
be attributed to a number of factors: farmers and farming regions carry
considerable electoral weight in a number of EEC member countries (most
notably France); the Common Agricultural Policy (CAP) is central to the
EEC and to hopes for European integration; and farming interest groups
have developed highly effective organizations and lobbying skills, based
on awareness of their total dependence on EEC policies for their continued
prosperity.

Changing Politico-Security
Relationships

Among the most important factors encouraging trade liberalization among
the Western industrialized countries in the postwar era were the fear of
Soviet expansionism and the related fear that communist parties would
become powerful in certain Western European countries. These fears
encouraged trade liberalization in a number of ways. First, in many nations
(but particularly in the United States) it was perceived that lower trade
barriers would promote economic prosperity and that economic prosperity
would undermine the domestic political appeal of communist parties in
Western countries and enable these countries to make greater contribu-
tions to the anti-communist defence effort. With this rationale in mind,
the American government undertook to lower its own trade barriers in
the GATT framework and pushed others to do the same as they recovered
from wartime dislocations.%” Many Western officials also felt that inter-
national economic liberalization would encourage peaceful politico-security
relations among their countries. Liberalization would make each coun-
try’s economic welfare so dependent on trade with other Western coun-
tries that governments would try to discourage politico-security conflicts
from escalating to the point where they could undermine Western economic
relations. This tradition of thinking has often been associated with the
wartime U.S. Secretary of State, Cordell Hull.

The United States was so concerned about the Soviet threat, particularly
in the two decades after the war, that it was willing to trade off access
to its market for cooperation by foreign countries on security issues. This
was extremely important, since the U.S. market was crucial to the exports
of most Western nations, especially Canada. Hume Wrong, Canadian
Ambassador to the United States, wrote in April 1948 about how the
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deepening Cold War was providing greater opportunities for Canadian-
American cooperation to promote ‘‘the common interests of the two coun-
tries (chiefly the political interests of the United States and the economic
interests of Canada).”’® Canadian diplomats successfully appealed to the
U.S. administration for exemptions from U.S. protectionism on the
grounds of Canada’s status as a close ally in the Cold War.%®

Since the late 1960s, however, not only has there been a very real decrease
in the concern that communist parties might come to power because of
poor economic conditions in Western Europe and Japan, but also there
has been a reduction (until very recently) in East-West tensions and in
the fear of a military conflict between NATO and Warsaw Pact forces.
These developments have lessened the former high commitment to trade
liberalization.”® The change has been most marked in the United States,
previously the greatest proponent of liberalization to further politico-
security goals, and has had a direct impact on Canada’s ability to achieve
its foreign economic policy goals in the 1970s and 1980s. According to
one Canadian writer, ‘‘Ottawa’s calculated support for Washington’s sanc-
tions against Iran in retaliation against the Iranian seizure of the American
embassy did not produce the hoped-for Senate consent for the fisheries
and maritime boundaries treaty.’”’ Similarly, support for U.S. policy in
Central America did little to dampen American criticism of Canada’s
Foreign Investment Review Agency and the National Energy Program in
the early 1980s.”! The United States no longer appears as willing to trade
off economic concessions, including on trade access issues, for politico-
security concessions from Canada or other Western allies.

While there has unquestionably been an erosion of the politico-security
pillars underlying the liberalized trade system among the Western indus-
trialized countries, some support is still provided. Most Western govern-
ments still recognize that there are good political reasons for promoting
economic interactions among their countries and encouraging liberaliza-
tion as a strategy to achieve this goal. An open Western trading system
continues to be viewed by many policy makers as a means of strength-
ening the Western countries in the face of the threat from the Soviet bloc
and as a characteristic that distinguishes the free world from the oppressive,
authoritarian Soviet system. While the commitment to these beliefs con-
tinues, it has weakened in the past two decades and, if this trend con-
tinues, support for trade liberalization among the Western nations may
weaken correspondingly.

Weakness of International Leadership

In the two decades following World War II, U.S. leadership was crucial
to the development of the liberalized international trading system. The
enormous economic and military power of the United States enabled it
to persuade other countries to accept the international economic arrange-
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ments preferred by the United States. Countries which sought to take
advantage of U.S. reconstruction aid and access to the American market,
as well as military defence by the United States, had little choice but to
accept the condition that they support U.S. proposals for an open inter-
national economic system. The strength and relative isolation of the
American economy (foreign trade played a minor role in the overall U.S.
economy in the 1940s and 1950s) enabled the United States to help finance
the reconstruction of its European and Japanese trade partners and to
make ‘‘disproportionate tariff concessions during the GATT’s early stages
to induce multilateral tariff reductions and incorporate more states within
the GATT.”’”2 The United States was able to absorb the costs of opening
parts of its domestic market to foreign competition. Japan retained its
barriers to American goods, while the fledgling EEC erected regional bar-
riers that discriminated against U.S. exports. Moreover, the U.S. secu-
rity interest in strengthening Western Europe and Japan against Soviet
expansion and communist subversion, and its industrial economic interest
in expanding into international markets, made U.S. leaders willing to
accept the costs associated with reconstruction aid and tariff reduction.”

These conditions, which made American leadership of an open inter-
national economic system possible, have changed considerably during the
past two decades. Some of the factors contributing to the relative decline
of U.S. leadership have already been discussed. Despite recent concern
in the United States about Soviet military growth, American interest in
an open international economic system to strengthen Western Europe and
Japan against the Soviet threat has declined as perceptions of the Soviet
threat have changed and as the economies of Western Europe and Japan
have been rebuilt. The U.S. economy has become significantly more depen-
dent on international trade since the 1960s and it has lost its ascendency
in many specific issue areas.’ More and more sectors of the American
economy have come under threat from foreign competition (especially
from Japan and the NICs) without experiencing compensating increases
in exports. Increased import competition came at a time when the domestic
economy was suffering from slow growth, high inflation and unemploy-
ment, successive energy crises, and other shocks. These changes have given
rise to much stronger protectionist pressures.”> At the same time, the
“‘lack of multilateral progress in areas where the United States retains a
clear comparative advantage,”’ including services and agriculture, has
impeded the expansion of American exports.’¢ Consequently, the public
and political leaders in the United States have become less willing to sup-
port a liberalized international trading system unless the other major
trading countries become more willing to provide reciprocal concessions
that further specific American economic interests.””

What all of this means is that the United States is no longer willing or
able to unilaterally take the lead or pay the price for an open international
trading system. This does not mean, as some have argued, that the system
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will inevitably erode. As long as there is what one analyst has called a
“‘congruence of social purpose among the leading economic powers,’’ that
is, that all perceive a relatively open international trading system to be
in their individual and common interests, there is no reason why the system
should collapse even though its instruments and details will likely change
to reflect changed conditions.”® What is required is that the major indus-
trialized countries learn to work in concert to provide the leadership and
the forward momentum that the United States alone is no longer able nor
willing to provide. The Tokyo Round of negotiations under the GATT did
show, despite its limitations, that some progress can be made on the basis
of more equal bargaining among the major industrialized countries, even
in the face of difficult economic conditions.” There is also a growing
consensus among observers of the international political economy that
coordination among the industrialized countries in other economic policy
areas is also required if the world economy is to perform sufficiently well
to permit the maintenance and expansion of the liberal international
trading system.8 International economic interdependence has become so
extensive that what were previously considered purely national macro-
economic policies must now be considered as well for their international
implications. They must also be made subject to coordination at the inter-
national level if they are not to work at cross-purposes.?! For example,
the concurrent implementation of disinflationary monetary and fiscal
policies in all of the major industrialized countries in 1981 had a much
greater than expected impact on inflation, economic activity, and growth
simply because similar actions taken in different countries worked to rein-
force each other. The clash between the expansionary fiscal policy cur-
rently being pursued in the United States and the restrictive policies being
followed in most Western European countries has led to serious interna-
tional political disputes arising out of divergent growth rates, high U.S.
interest rates, and fluctuating and inappropriate exchange rates. As Sylvia
Ostry has written, ‘‘there is, . . . because of the powerful and pervasive
economic linkages in the world, a mismatch between policy instruments
and objectives.”” National governments acting alone cannot achieve
national objectives; ‘‘much more systematic consultation and cooperative
procedures than now exist have to be established.’’8?

International coordination of national economic policies is also needed
at the microeconomic level of adjustment policies. Measures implemented
by one government to assist domestic industries in adjusting to changing
technology or shifts in international comparative advantage can easily be
thwarted by actions taken by other governments. For example, the appli-
cation of countervailing duties by an importing country could negate the
application by an exporting country of subsidies intended to ease the tran-
sition into new product lines. The likelihood that import competition will
lead to protectionist pressures often depends on the ease of adjustment
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for labour and capital out of the import-competing sector, so measures
that encourage that adjustment ought to be sanctioned internationally.83

International leadership in all of these areas, whether to maintain and
expand the liberal trading system or to coordinate national macroeconomic
and microeconomic policies that have important international ramifica-
tions, must come from the major industrialized countries. However, it
is difficult to see how the United States, the EEC, and Japan will be able
to achieve the necessary degree of consensus among themselves in the
foreseeable future.

Perhaps the most intractable obstacle to consensus and action is the
divergence of views about the appropriate role for government interven-
tion in the economy. The United States, particularly under the Reagan
administration, favours limiting government intervention to indirect
measures designed to make markets work better. The rationale is that a
freely functioning marketplace will ensure, via the invisible hand, the
maximization of individual and social welfare. At the other extreme is
the view of France and Japan that extensive direct and indirect govern-
ment intervention is needed to create national competitive advantages in
specific industrial sectors and to achieve other economic, social, and
political goals. Other industrialized countries tend to fall somewhere in
between. The difference in viewpoints is readily apparent in concrete issues
such as exchange rates, energy prices, and industrial adjustment.84 Dif-
ferences among Western governments over the appropriate role for govern-
ment in the economy are perhaps more apparent at the level of rhetoric
than action, but they do reflect ‘‘growing intellectual disarray’’ among
policy-making elites in the Western industrialized world.8’

A second broad factor making it difficult to achieve consensus leader-
ship among the industrialized countries is the ‘“‘erosion of national
sovereignty’’ that all industrialized countries have already experienced as
a result of international economic interdependence.8 Greater coordinated
leadership by the major industrialized countries would require that each
accept some constraints on its own freedom of action in return for the
benefits that would presumably come from having some influence over
the policies of other countries. They would probably be reluctant to accept
such constraints, since all are currently struggling to cope with domestic
economic instability and reduced policy-making autonomy attributable
to the pervasive domestic impact of international economic transactions.

Another important factor impeding joint international economic leader-
ship and coordination at the present time is the tendency for the major
industrialized nations to be ‘‘caught up in their own internal social and
economic tensions.”’%” This is especially true of the EEC. European leaders
are still struggling to bring the dream of unity to fruition in the face of
difficult domestic and international economic conditions. The priority they
attach to intra-European issues makes them reluctant to accept ‘‘interna-
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tional constraints [that] may impose too great a strain on the delicate EEC
process.’’88 There is a feeling among many in Europe itself that ‘‘without
arenewed and imaginative effort at European cooperation . . . there will
be little hope of reaching a satisfactory and stable relationship among the
industrial democracies.’’%® However, as a Financial Times (London) cor-
respondent wrote in the wake of the collapse of the Brussels EEC summit
in March 1984, ‘‘the growing sense of internal [EEC] crisis will absorb
energies that might otherwise be devoted to global economic and political
issues.”’%0

Finally, the nature of the problems facing the international trading
system have not been conducive to cooperative leadership. The emergency
international response to the debt crisis in the summer of 1982 was
catalyzed by the scale and immediacy of the loan defaults by troubled
developing countries. In contrast, the most serious threat to the interna-
tional trading system comes from the slow erosion of liberal access and
the gradual reinforcement of deep-seated domestic rigidities to structural
adjustment. Such a slow, undramatic process may never give rise to the
fear needed to stimulate action until it is too late.°! The dangers to
Canada of such a breakdown are obvious.

Inadequacies of the GATT
Negotiating System

Traditionally Canada has been a strong supporter of the multilateral, rule-
based international trading system centred on the GATT. Such a system
is believed to hold the best promise of reducing trade barriers that inhibit
Canadian exports and to provide certain advantages over a bilateral,
power-based system for a small country like Canada in a world dominated
by much larger countries and trading blocs.%> Canada’s bargaining power
may be greater in multilateral negotiations than in bilateral negotiations
with a larger trading partner because in the former setting Canada can
‘“‘increase its individual leverage by allying itself with other states whose
interests may be similar on particular issues in a negotiation.’’* Interna-
tional rules and norms with a multilateral forum to back them up impose
constraints on the more powerful countries that go beyond the constraint
imposed by the threat of Canadian retaliation.®* The most-favoured-
nation (MFN) principle incorporated into the GATT may also work to
Canada’s advantage. It enables Canada to benefit from tariff reductions
negotiated by other countries without having to offer reciprocal conces-
sions, since concessions offered by one GATT member to another must
in most cases be extended to all other GATT members. In consequence,
Canada has tended to gain more in terms of access to other countries’
markets than it has given up in terms of protection for domestic industries.
For example, during the Kennedy Round of GATT negotiations during the
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mid-1960s, Canada benefitted from the linear tariff cuts negotiated
primarily between the United States and the EEC without having to offer
reciprocal concessions.®> Even during the 1970s and 1980s, Canada has
benefitted from concessions Japan made on import barriers under pressure
from the United States and the EEC, concessions that Canada certainly
could not have negotiated bilaterally, given the large Canadian surplus
in trade with Japan.%

However, the benefits to Canada from the multilateral trading system
may have been overrated. Power in the GATT is linked primarily with “‘the
size of domestic markets to which improved access can be offered in a
trade bargaining context.”’®’ The GATT negotiating rounds have all been
dominated by the major countries, while smaller countries have found it
difficult to negotiate the trade barrier reductions that interest them.9
Consequently, while Canada has been granted improved access to foreign
markets negotiated by other suppliers and then extended to Canada by
virtue of the most-favoured-nation principle, it is often not for goods of
primary export interest for Canada. Canada therefore has often been
unable to negotiate reductions on the trade barrier items of greatest inter-
est to its exporters. For example, the MFN principle ensures that recent
trade barrier reductions made by Japan in response to pressure from the
United States and the EEC are also extended to Canada. Yet Canada can
expect little benefit because the product categories affected are those which
the United States and the EEC had targetted for greater exports and which
are of little interest to Canadian exporters. Conversely, Canada has been
unable to win trade concessions from Japan in its areas of interest,
primarily resource upgrading.®®

The main institution of the multilateral trading system, the GATT, is
also suffering from certain problems arising out of its institutional and
negotiating structures which tend to constrain its usefulness for Canadian
exporters. Most importantly, GATT rules are extremely difficult to amend
to take account of changing trade patterns and problems. ‘“The amend-
ing process of GATT is cumbersome,’” while the ‘‘voting structure is blunt
and subject to abuse.”’1% This discourages countries from bringing issues
to the GATT and encourages the proliferation of ad hoc bilateral or small-
group multilateral agreements which may violate GATT rules and
principles.

Certain GATT principles and procedures which were crucial to its earlier
successes are also currently impeding progress. The principle of reciprocity,
which requires “‘that a country that benefits from another country’s lower-
ing of trade barriers should reciprocate, preferably to an equivalent
extent,”’1%! has been necessary to make trade concessions negotiated in
the GATT acceptable in domestic political terms. However, it has also
impeded the negotiation of rule changes in the GATT, because no govern-
ment wants to have to pay for such reforms with trade concessions, and
therefore none will take the lead in pressing for those reforms.!02
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The procedural innovation of massive multilateral negotiating rounds
such as the Kennedy and Tokyo rounds has permitted the GATT to make
significant progress in liberalizing trade barriers. Furthermore, while these
rounds have been under way, participating countries have been constrained
from introducing new protectionist measures by the fear that such actions
would hurt their bargaining positions in the multilateral trade negotia-
tions. These rounds have also provided a focal point for the mobilization
of normally diffuse domestic forces in favour of liberalized trade in the
major industrialized countries, which has made it easier for governments
to resist protectionist demands.!9 On the other hand, the mechanism of
large-scale multilateral negotiating rounds can be extremely slow and
cumbersome. In combination with the principle of reciprocity, such rounds
encourage countries to save up bargaining chips in the form of tariffs and
NTBs that can be traded away for concessions from others in the package
deal that will be negotiated. This tendency to wait for the major rounds
before making concessions ‘‘has stymied even relatively simple issues for
years.”’104 Consequently, some participants and observers feel that
Canada could have made more progress in such areas as petrochemicals,
government procurement, and other NTBs in bilateral negotiations with
the United States than it did in the Tokyo Round of multilateral trade
negotiations.!% In reference to NTBs in general, one Canadian trade
association official expressed the view that, in light of the huge number
of countries and measures involved in GATT negotiations, progress ‘‘will
take too long for Canada.’’106

These weaknesses in its institutional and negotiating structures mean that

the GATT, which has been called flexible, is actually very rigid. Its flexibility
lies in the ease with which parties can evade its rules. Because of the rigidity,
it has been impossible to keep the trade rules up to date, and in the face of
fast changing international developments we find that almost every rule of
GATT is inadequate to the present problems of world trade . . . . The result
has been flagrant rule violations tolerated by the GATT community.!07

It is difficult to envisage how these institutional weaknesses could be over-
come in the near future. More concrete international economic problems
attract much more attention, while the present climate of strong domestic
protectionist pressures in virtually all countries makes an international ini-
tiative to reform GATT institutions and procedures so as to promote trade
liberalization unlikely.

Proliferation of Protectionist Measures
Escalating Tariffs

The tariff structures in virtually all countries, including Canada, incor-
porate tariffs on primary commodities that rise as the level of processing
rises. This practice encourages the import of resources in their least pro-
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cessed forms so as to capture the benefits of resource processing for
domestic industries and workers. While other factors, such as distance
from industrial consumers, foreign ownership and corporate strategies,
the small size of the Canadian market, and lower transportation costs for
bulk commodities as compared with processed products, have all inhibited
the development of resource-processing industries in Canada, there is no
doubt that escalating foreign tariffs have long constituted ‘‘a major
obstacle to the further processing’’ of Canadian resources prior to
export.!%® Escalating tariffs have inhibited Canada’s ability to increase the
value of its exports and to develop a more diversified, industrialized
national economy.

Attention devoted to the issue of resource upgrading has focussed on
minerals and metals. The existence of escalating tariff barriers helps to
explain why the growth of processed mineral exports from Canada has
failed to keep pace with the growth of crude mineral exports. While the
volume of processed mineral exports from Canada has grown in absolute
terms since the 1950s, the share of crude minerals in total mineral sector
exports also grew from approximately 15 percent in 1950 to approximately
40 percent by the early 1970s.1% Much of this growth can be attributed
to “‘a sharp increase in mineral exports to Japan, particularly from the
West,”” most of which are in the form of ores and concentrates.!!? Other
resource and resource-based sectors such as petrochemicals and forest
products also face escalating tariffs in major foreign markets.

Escalating tariffs and other barriers to the export of processed com-
modities tend to be more significant in the EEC and Japan than in the
United States.!!! This situation presents Canadian trade policy makers
with a dilemma; the goal of exporting resources in more highly processed
forms would be easiest to realize by encouraging exports to the United
States in preference to exports to Japan and Europe, but this would con-
flict with the desire to reduce Canada’s overwhelming trade dependence
on the United States.

The Canadian government has long sought to reduce foreign barriers
to processed Canadian resource products through bilateral and multilateral
trade negotiations, but it has had little success. During the Tokyo Round
of the GATT, Canada promoted the idea of sectoral negotiations which
would tackle the problem of trade barriers by focussing on particular com-
modities in all stages of processing rather than on specific highly fabricated
end products.'!> However, none of the major OECD trading countries was
interested in adopting the sectoral approach, and the Tokyo Round was
conducted in the traditional manner. The EEC and Japan made no signifi-
cant concessions on tariff escalation, leaving Canada with improvements
in access only to the U.S. market for certain forest products and non-
ferrous metals.!!3 Canada also pressed hard for commitments to improve
access for processed Canadian resources during negotiations in 1976 that
led to the signing of framework agreements with the EEC and Japan, but
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European negotiators in particular were reluctant to give explicit recogni-
tion to this Canadian objective. Both agreements do make vague reference
to the Canadian desire to upgrade its resources prior to export, but no
concrete commitments were made; and the agreements appear to have had
no influence in this area.!!

Canada’s failure to make any significant progress in reducing tariff
escalation in the EEC and Japan, and the limited nature of its success in
the United States, can largely be attributed to two enduring factors. First,
none of these countries has an interest in reducing escalating tariffs in
either its own or foreign markets. All are predominantly importers and
processors of resource products, so that reduced tariff escalation could
only lead to the loss of market shares and employment among their own
domestic processing industries. The Canadian government has seen a ray
of hope in Japan. ‘‘The Japanese government, . . . in the face of declining
self-sufficiency, security of supply concerns, environmental problems, and
increasing energy prices, has recently expressed renewed interest in the
possibility of importing resources from Canada in more processed
forms.”’!15 However, this hope was also expressed in 1974,'16 and the lack
of progress since then must raise some doubts about the reality of the shift
in Japanese policy. Even with such a shift, it is not clear that Canada would
derive significant benefits in competition with the large number of other
suppliers seeking shares of the Japanese market.

Second, Canada has little bargaining leverage with which to persuade
the major industrialized countries to import more of their resources in
processed forms. During the commodity booms and fears of resource scar-
city of the 1970s, Canadian leaders felt that they could use Canada’s strong
position as a reliable supplier of scarce resources as just such a bargaining
lever.!'” The lack of significant results in the Tokyo Round and in
bilateral negotiations with the EEC and Japan indicates that the strength
of that lever was overestimated even in the 1970s. Under current condi-
tions of oversupply in world resource markets shrunken by recession, and
severe competition from low-cost producers in the Third World and
elsewhere, Canada’s bargaining power as a resource supplier is negligible.
Barring an unexpected explosion of demand for resource products, this
leverage is unlikely to increase in the foreseeable future.

Discriminatory Practices

Non-discriminatory tariff barriers have been replaced over the past two
decades by discriminatory, selective non-tariff barriers (NTBs) as the most
important trade barrier impediments to international trade. Most existing
tariff barriers are currently being reduced as a result of agreements
negotiated during the Tokyo Round of the GATT. With a few notable
exceptions, such as escalating tariff barriers to imports of resource products
in more processed forms, tariffs can no longer be counted as significant
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barriers to trade among the industrialized countries.!!8 However, NTBs
(especially of the bilateral, discriminatory, and selective types) have pro-
liferated; various estimates now indicate that as much as 40 percent of
world trade is ‘“‘managed’’ by NTBs.!!9

Both the declining importance of tariffs and the increasing resort to
NTBs can be attributed in part to trade negotiations conducted in the GATT
since the late 1940s. The very success of these negotiations in reducing
tariff barriers to generally insignificant levels has encouraged governments
to resort to NTBs outside the scope of the GATT when they feel it necessary
to restrict imports.!?0 Associated with this trend is the important shift in
emphasis on trade policy measures in all industrialized countries, especially
the United States:

One of the basic assumptions of the trade policy system — from [the late
1940s until the 1960s] — was that the tariff was the central instrument by
which the governments of advanced industrialized countries intervened to
regulate the flow of imports . . . . One can now see that the Kennedy Round
signaled the switch . . . from a commercial policy system centered on the
published schedule of rates of duty to what one might call a system of ““con-
tingent”’ protection. We have moved from a system in which domestic pro-
ducers were protected by tariffs (with some exceptions, such as agriculture,
textiles and clothing, and emergencies) to a quite different system in which

producers obtain protection when they can make a legal or political case for
it 121

Such a case could be made on the grounds of dumping, unfair trade prac-
tices, or injury to domestic producers.'?? The shift to contingency pro-
tection is in part a consequence of the rapidly changing international struc-
ture of competitive advantages discussed earlier. Fixed tariff schedules
were obviously more appropriate in a period of slowly changing com-
petitive advantages and stable exchange rate relationships, while contin-
gency protection measures are more likely to be used in a period such as
the present when rapid, major shifts in competitive advantage and
exchange rates have immediate effects on trade patterns.

The most prominent forms of NTBs in recent years have been the
so-called voluntary export restraints (VERS) whereby exporting countries
““voluntarily’’ agree to restrict exports to certain markets in the face of
threats by the importing countries to impose more severe import restric-
tions. Most VERs have been targetted at J apan or the NICs. Their popular-
ity among importing countries can be attributed in large part to the fact
that they are outside the scope of GATT rules, which prohibit restrictions
on discriminatory or selective bases and require reciprocal imposition of
higher barriers to the exports of the initiatory state.!23

Other increasingly popular NTBs include subsidies to import-competing
and export-oriented domestic industries, private international industrial
cartels tolerated and supported by governments, government procurement,
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trade-distorting investment policies and other measures, some of which
are detailed below. Like VERs, these NTBs are often selective and
discriminatory and are usually applied in such a manner as to evade GATT
rules. Taken together, the proliferation of NTBs represents a major retreat
from the principles of multilateralism, transparency, and non-
discrimination that underlie the GATT-centered international trade
system.!24 As the GATT secretariat has pointed out,

as against quantitative restrictions, non-prohibitive/ non-discriminatory tariffs
are an instrument of liberal trade policy. They make the degree of protec-
tion readily apparent, and they do not prevent changes in international com-
petitiveness from affecting the pattern of production and trade.!?

This trend in global protectionism poses a serious threat to the continued
existence of the multilateral, liberalized trading system. ‘‘The rapid pro-
liferation of practices not covered by the GATT contributes to the percep-
tion that the GATT system is inflexible and therefore is ineffective in deal-
ing with [trade] problems. The tendency is [increasingly] to circumvent
the GATT entirely and to rely on bilateral solutions to multilateral prob-
lems.’’126 As more and more countries successfully evade GATT rules and
procedures, the credibility of the system suffers, the constraints felt by
the major trading countries become weaker, and the ‘‘belief that trade
problems touching on GATT rules should be studied and resolved within
its forums no longer has the bite it once had.’’!?” But more than the rules
and institutions of the GATT itself are at stake; the world trading system
is threatened with slow erosion as trade barriers and the domestic struc-
tural rigidities they serve to protect continue to accumulate, necessitating
ever-increasing measures of protection.!'?8

The dangers for Canada posed by the growth of discriminatory NTBs
are obvious. To date, most VERs and similar bilateral discriminatory pro-
tectionist measures have been aimed at exports from Japan and the NICs
in a fairly narrow range of manufacturing sectors, most of which are suf-
fering from worldwide surplus capacity.'?® While Canada has occa-
sionally suffered from the spill-over effects of these actions (e.g., steel
in the United States), Canadian manufacturing industries generally do not
have the competitive edge that would make them likely targets of VER-
type protectionism. However, Canadian observers stress that the U.S.
system of contingency protection (including anti-dumping and counter-
vailing duties, and safeguards actions to counter injury to domestic pro-
ducers) poses one of the most serious threats to Canadian exports.!3
While the visible impact of such measures on existing Canadian exports
has not yet been dramatic, a wide range of Canadian exports have been
threatened by contingency protection measures demanded by American
industries, and considerable industry and government resources have been
diverted to lobbying in the United States against the imposition of such
measures. More important have been the indirect effects; Canadian firms

114 Webb & Zacher



have been forced to locate production facilities in the United States to
get around U.S. NTBs and to neutralize the threat of contingency protec-
tion actions, while others have decided to voluntarily limit exports to the
United States to avoid becoming a target of U.S. contingency
protection. 3!

At a more general level, the weakening of the multilateral rule-based
trading system poses a serious threat to a relatively small trading country
like Canada in the longer run. Multilateral rules and procedures that
impose constraints on the freedom of action of larger countries tend to
benefit disproportionately those smaller countries that would tend to lose
in unconstrained bilateral dispute settlement and negotiation. If the trend
toward evasion of GATT rules persists, Canada could find itself subject
to more demands for bilateral trade negotiations from its much larger
trading partners, the United States, the EEC, and Japan. If the conven-
tional wisdom about bilateral bargaining between véstly unequal partners
holds true, the result could be significantly less favourable market access
conditions.

Import-Substituting Strategies

Many Third World countries have erected high tariff and non-tariff bar-
riers in order to encourage the development of national industries in the
shelter of a protected domestic market. ‘“National development plans and
shortage of foreign exchange [also] lead most developing countries to
restrict access to their markets’’ and to use a variety of administrative
measures to channel imports into sectors which have priority in their
development plans.!3? Interestingly, as part of their import-substituting
industrialization (ISI) strategies, a number of developing countries have
introduced escalating tariffs on primary commodities to encourage
domestic processing.

The restrictive ISI policies of the developing countries have been
legitimized in the GATT. In recognition of their special problems, develop-
ing countries have been exempted from certain GATT rules. The Tokyo
Round agreements, concluded in 1979, expanded the scope of restrictive
policies considered legitimate within the GATT. Of greatest interest here
were provisions exempting developing countries from the obligation to
offer reciprocal tariff concessions in return for those extended by the
developed countries. The Tokyo Round revision thus gave developing
countries ‘‘wide latitude in imposing trade restrictions to promote industrial
development,’’ along with exemptions from most of the provisions of the
NTB codes agreed to in the Tokyo Round.!33 Canada, along with most
other Western industrialized countries, has supported the concept of
‘“‘graduation,”” whereby developing countries that have reached an appro-
priate level of industrialization (primarily the NICs) would ‘start assuming
obligations commensurate with the benefits they derive from the open
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multilateral trading system. This would mean progressive withdrawal of
preferential treatment and a gradual opening up of their markets to foreign
goods and services, in conformity with GATT rules.”’!3* However, gradua-
tion is unlikely to be accepted by the developing countries until the indus-
trialized countries accept some constraints on their freedom to impose
discriminatory restrictions on imports of those goods in which develop-
ing country suppliers have a competitive advantage.!3’ Since that is not
likely to happen soon, trade barriers blocking access to markets in the
developing countries will remain high in the foreseeable future.

Government Procurement Regulations

As government expenditures have grown both in absolute terms and as
a proportion of total national expenditures, government procurement
policies have become increasingly important non-tariff barriers to trade.
National, regional, and local governments in all countries give varying
degrees of preference to national (or, as in Canada, provincial) suppliers
and use government procurement to promote a wide range of economic
and social objectives.!3¢ Of particular importance to Canada are those
policies favouring national suppliers of the advanced technology manufac-
turing sectors that all governments are seeking to promote. Much of the
demand for equipment from such industries as urban transportation,
telecommunications, power generation and transmission, and aerospace
comes from government agencies or government-owned corporations such
as utilities, telephone companies, and defence departments. Consequently,
competitive Canadian suppliers of these goods find their access to foreign
markets severely restricted by foreign government procurement policies
which favour national suppliers.!3” One oft-cited example of such policies
impeding Canadian export efforts is the Surface Transportation Assistance
Act passed in the United States in 1978. This act ‘‘gave -subsidies to
municipalities for modernization of their urban transit systems, provided
their purchases were assembled in the U.S.”” Even though Canadian urban
transportation equipment often has high U.S. content, this act has
“‘seriously cut back Canadian sales in the American market.”’!38 Another
example outside the advanced manufacturing sector was the ban imposed
by the United States on the use of foreign-made cement in highway and
bridge reconstruction programs financed by federal and state governments
between 1982 and early 1984.13% While attention in Canada has focussed
on U.S. government procurement policies because of the proximity and
importance of the U.S. market to Canadian exporters, the problem is worse
in Europe and Japan where government procurement policies are more
restrictive and less transparent.

The GATT has not been able to deal effectively with this problem. The
Tokyo Round accords of 1979 included an Agreement on Government
Procurement, which sought to deal with this serious NTB. However, agree-
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ment was reached on the code only by excluding most government agen-
cies and purchases from its scope! For example, only 15 percent of U.S.
government purchases are covered by the code, and government purchases
of transportation equipment, power generators, and telecommunications
equipment (all areas of prime interest to Canadian exporters) are all
excluded from the scope of the code in the EEC.'#? Even though Canada
itself uses discriminatory government procurement policies to assist
domestic industries, the government would have preferred a more exten-
sive government procurement code and will seek in future discussions to
broaden the coverage of the agreement.!4!

Government Assistance to Industries

With high-technology industries increasingly seen as the key to future pros-
perity and to the expansion of exports, governments in all industrialized
countries are intervening extensively to promote the development of their
high-technology sectors. Canada is no exception. But the policies chosen
to implement such strategies tend to reduce export opportunities for these
industries regardless of the potential exporter’s competitiveness. The threat
comes not from tariff barriers so much as from subsidization of import-
competing industries, or government procurement policies (military or
civilian) that give preference to domestic suppliers, and subsidies to poten-
tial exporters.!42

Canada is at a significant disadvantage in this area compared with the
United States, Japan, and the EEC. Because the Canadian market is
relatively small, Canadian industries of efficient size must often export
a part of their output. Consequently, if the Canadian government wants
to subsidize the development of a particular industry, it runs the risk of
retaliation from the major industrialized countries for what they perceive
as injurious subsidized exports. Retaliation of this kind is sanctioned by
GATT rules. By contrast, the markets of the United States, Japan, and
the EEC are sufficiently large to support industries of efficient scale pro-
ducing only for the domestic market. These countries can therefore sub-
sidize the development of particular industries to produce only for the
domestic market without running the risk of retaliation against export sub-
sidies. Subsidies for import-competing industries do not violate any GATT
rules, even if they seriously injure exporters from other countries such
as Canada. This bias in the rights and obligations of the GATT puts
Canada and other small countries at a serious disadvantage in the area
of industrial development policies.!43

The Canadian government is concerned that ‘‘foreign government prac-
tices restricting competitive Canadian exports of advanced-technology
products and services [are seriously impeding Canada’s efforts to build]
upon its areas of international strength.’’144 Foreign governments can and
do make the same criticisms of Canadian policies. The national prestige

Webb & Zacher 117



invested in these industries is so great, and the attachment of all Western
industrialized countries to high-tech as the way ahead from current
domestic economic problems is so strong, that the likelihood of any of
these countries accepting significant constraints on their freedom to sub-
sidize and protect their national high technology sectors must be rated
as very low.

Extensive government intervention has also exacerbated trade conflicts
because of disagreement among the major industrialized countries regard-
ing the legitimacy of various forms of government intervention. Specifi-
cally, the United States has been moving toward less government interven-
tion and regulation (especially at the level of rhetoric), while Western
Europe, Japan, and Canada have maintained or increased their tradi-
tionally more extensive government intervention and regulation. This leads
to attacks by the United States on foreign government trade-related inter-
vention which it feels is unfair and illegitimate. Since GATT rules are
premised largely on the assumption of economic decision making by decen-
tralized, private actors, they provide inadequate guidelines for the resolu-
tion of conflicts involving government-owned firms or firms that are
directly assisted by governments. Growing economic interdependence has
increased the range of government policies that have international ramifica-
tions, bringing the issue of government intervention to the forefront of
international discussions.!4

Countertrade

Countertrade involves linking the importation of goods and services to
agreement by the exporting firm or country to take part or full payment
in goods rather than in cash. The most common forms today are counter-
purchases and industrial compensation arrangements. The former ‘‘link
the value of exports and the value of imports of unrelated products transac-
tion by transaction’’ by means of separate yet linked parallel contracts.
““Import compensation arrangements link exports and imports of related
products.”” Exports of industrial machinery and managerial and technical
services are initially financed with export credits which are repaid in part
or full over a number of years with goods produced by the exported equip-
ment and services. !4

Modern forms of countertrade originated in Eastern Europe, but have
been adopted by an increasing number of developing countries in recent
years. Countries use countertrade as a device to overcome hard currency
shortfalls and balance-of-payments deficits, to assist industrial develop-
ment programs by creating new markets in industrialized countries for
manufactured goods, to overcome a lack of marketing skills among poten-
tial exporters, and to maximize their bargaining leverage with Western
suppliers. The OECD has estimated that a maximum of 15 to 20 percent
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of Western trade with Eastern Europe and over 40 percent of Western
trade with developing countries is covered by countertrade arrangements.
The importance of countertrade in East-West and North-South trade is
more important than these figures would indicate because demands for
countertrade are most frequent in sales of machinery and industrial equip-
ment, areas of particular interest to the West.!47 Furthermore, the hard
currency shortfalls of the Eastern European countries and the balance of
payments deficits of many developing countries have been getting much
worse since the late 1970s, and demands for countertrade can therefore
be expected to become more frequent and harder to meet.

The Western industrialized countries have acceded to these growing
demands for countertrade despite their almost universal dislike for what
they view as ‘‘a regressive trading practice.”’!4® One reason is the
heightened competition for export markets at a time of generally weak
international demand, particularly for the products of the advanced
manufacturing sectors that all industrialized countries are trying to pro-
mote. If demands for countertrade are not accepted, the buyer can often
switch to alternative suppliers.!4’ The second main reason is that many
developed countries have used countertrade arrangements to ensure secu-
rity of supply for essential raw materials or industrial inputs.!5

While countertrade is certainly not the most pressing international trade
issue, it does pose some very real problems for Canada. ‘‘Until recently,
Canada managed to avoid the complications of countertrade because its
exports of food and raw materials generally have a high priority in the
developing countries and that usually means a cash sale.”” However, the
balance of payments problems of many developing countries have
deteriorated to the point where even Canadian resource exporters are facing
more and more demands for countertrade.!S! The growth of countertrade
raises a number of issues of concern. First, representing as it does a return
to bilaterally oriented, discriminatory, barter-type trade practices, its
expansion threatens the progress made toward an open, multilateral world
trading system since 1945.152 Second, demands for countertrade con-
stitute a sort of non-tariff barrier to trade, because they greatly increase
the complications, risks, and transaction costs associated with export trade.
These barriers pose a particular problem for small and medium-sized com-
panies.!>? Third, from Canada’s perspective, they confer a non-economic
advantage on those countries that have a stronger tradition of direct state
involvement in foreign trade, have greater experience with countertrade,
and are for various political reasons preferred as suppliers by the import-
ing country. Fourth, the increasing use of countertrade arrangments poses
a direct threat to Canadian mineral exports. France, Germany, and Japan
have taken the lead in arranging ‘‘develop-for-import projects’’ in resource-
rich developing countries. The former supply capital equipment and proj-
ect financing and are repaid with the resulting output. The most impor-
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tant minerals to date have been (in descending order of volume) iron ore,
nickel, manganese, bauxite and alumina, aluminum, copper, chromite,
and tungsten.!* Most of these minerals are also exported by Canada.

On the positive side, some analysts have argued that countertrade
agreements are trade-creating, in that bartering goods for goods enables
countries facing foreign exchange constraints to import more than they
otherwise could. Furthermore, trade flows dependent upon countertrade
can be more stable than flows dependent more directly upon market con-
ditions and the ability to pay in cash.!3> Whether or not Canada can
benefit from this trade creation depends on the willingness and ability of
business and government to adapt to countertrade.

Trends That Affect the Ability and
Proclivity of Foreign Purchasers
to Buy Canadian Goods

Economic Growth Rates

The weak performance of international trade in recent years is undoubtedly
due in large part to the slow economic growth in the major industrialized
countries. Barring a total collapse of the liberalized trading system,
‘“‘changes in the level of trade reflect primarily underlying demand condi-
tions’’ in the major industrialized countries which account for the bulk
of world economic activity and trade.!%¢ ‘‘Studies of the recent stagna-
tion and (in 1982) actual decline in overall world trade reveal no signifi-
cant causal factor other than the recession itself.””!57

Canada’s export trade has been directly affected by the recession in its
major foreign markets. Total exports stagnated during 1981 and 1982,
but picked up strongly in 1983 and early 1984 as the industrialized world
began to pull out of the recession. Even more revealing of Canada’s
dependence on international growth rates is its export performance in
various markets. Exports to the United States, Japan, and certain other
high-growth Asian countries have grown rapidly in the past two years in
parallel with the relatively rapid growth of the domestic economies of these
countries. Exports to Western Europe, on the other hand, have been declin-
ing since 1980, primarily as a result of slow growth rates and the rela-
tively weak recovery to date in most Western European economies.!38

For a variety of reasons, including market structures and the impor-
tance of recession-sensitive construction and capital spending in total
demand for resource-based goods, recessions tend to hit exports of
resource-based goods harder than those of manufactured goods. The
relatively high proportion of resource-based goods in Canada’s total export
trade makes it especially sensitive to economic growth rates in foreign
markets. This is evident from a sectoral breakdown of Canada’s export
trade performance during the recent recession. In 1981 and 1982, exports
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of primary commodities (most notably forest products and non-fuel
minerals and metals) dropped sharply, while its exports of manufactured
goods continued to grow, albeit slowly.!%9

Slow economic growth rates also have a secondary indirect effect on
export prospects. Because competition for available foreign markets inten-
sifies when those markets shrink, export revenues drop even if volumes
are maintained. This leads governments to expand their support for export-
oriented industries in all countries. In particular, governments of indus-
trialized countries have frequently provided subsidized export financing
to promote sales of agricultural produce and capital goods in foreign
markets weakened by the recession.!®0 Certain Third World countries
have been accused by Canadian mining firms and the Canadian govern-
ment of subsidizing mineral exports in order to maintain employment and
export earnings in the face of weak international demand.!¢! The
preliminary findings of a research project commissioned by the Centre
for Resource Studies at Queen’s University, however, suggest that the true
level of support given by Third World governments to their mineral indus-
tries may be no greater than that given by the governments of industrialized
countries (including Canada) to their mineral exporters.!62

It should be apparent from this brief discussion that the future course
of economic growth rates in those countries that absorb major shares of
Canadian exports are of absolutely critical importance to Canada’s export
prospects. At present, most forecasters are predicting a continuation of
the relatively slow and uncertain growth rates (compared with the 1950s
and 1960s) that have characterized the past decade. Exceptions to this trend
include Japan, certain South-East Asian countries, and the United States,
although it is uncertain whether the rapid recent growth rates in the United
States can be maintained in the face of huge budget and trade deficits,
high interest rates, and an overvalued dollar.

Third World Debt Repayment Problems

During the 1970s, a number of developing countries, most of which are
in Latin America and can be classified as NICs, borrowed heavily from
private Western banks thus beginning an international debt repayment
crisis. Their total indebtedness and debt-service ratios rose dramatically,
and the resulting debt problems reached a crisis point in mid-1982.163
Rising interest rates since the late 1970s led to spiralling debt service costs
at a time when recession and growing protectionism in the Western indus-
trialized countries was limiting export earnings needed to service foreign
debts and to finance essential imports. A rash of reschedulings and other
emergency measures since 1982 have allowed debtor countries to avoid
default, but the longer-term problem has not been successfully tackled.
Total Third World foreign debt now stands at approximately U.S. $700
billion.!®* The debtor countries must still devote a very high proportion
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of their export earnings to debt service obligations, and upward pressure
on interest rates has sparked renewed concern about the threat of default.
Domestic austerity programs (imposed in some cases at the behest of
Western governments and creditors) have triggered political unrest and
recessions in some of the major debtor countries, thereby eroding their
ability to repay foreign debts. Growing dissatisfaction in the debtor coun-
tries with the sacrifices required by Western creditors and with the net
transfer of resources out of developing countries has revived fears of a
“‘debtors’ cartel.”’16

The problems for Canada’s export prospects arising out of Third World
debt problems are threefold. First, because deeply indebted developing
countries have been forced to severely curtail imports from the indus-
trialized countries in order to free up scarce export earnings to meet debt-
service obligations, imports by all developing countries have declined in
volume by about 4 percent in 1982. ¢‘In a few cases, the decline in imports
was particularly abrupt, because of a sudden contraction in credit or as
part of a debt rescheduling programme. This was particularly so in three
Latin American countries, Argentina, Chile and Mexico, imports into each
of which were nearly halved in value in 1982.”’166

For Canada, the impact of import cutbacks/curtailment by indebted
developing countries was fairly severe because these countries had become
quite promising export markets. Over the past decade, ‘‘developing coun-
tries increased in importance as trade partners for Canada to the point . . .
where they now buy more of Canada’s manufactured exports than Western
Europe and Japan combined.’’!67 A large proportion of these exports
have gone to countries that are now experiencing severe debt repayment
problems, and Canada’s exports have suffered. Exports to Mexico,
Venezuela, and Argentina (three of the most seriously indebted develop-
ing countries) peaked in 1981 after a few years of rapid growth at $968
million, but have since fallen to only $452 million in 1983. Most of the
lost exports have been capital goods, machinery, and equipment, as the
debtor countries have been forced to cancel major capital goods projects
and to divert funds to debt repayment. Canadian exports of foodstuffs
and other essential raw materials have held up much better than exports
of manufactures. Exports to Brazil consist mainly of wheat, potash,
sulphur, coal, newsprint, and other goods which Brazil requires but cannot
produce itself, and have actually increased in 1983 to a level slightly above
that of 1981 (after a slight dip in 1982).168

Second, Canada faces a danger that creditor countries like the United
States could decide to increase the export earnings of the major debtor
countries in order to enhance their ability to repay their foreign debts,
by diverting some trade away from Canada. Concern has been expressed
that creditor countries are tending to increase their imports of minerals
from debtor countries like Brazil, Mexico, Argentina, and Chile to the
detriment of Canadian suppliers.!6?
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Third, while fears have receded somewhat since 1982, there is still a
(most would say remote) danger that a default by one or more of the most
heavily indebted developing countries could seriously damage the inter-
national banking and financial systems. If this were to happen, it could
result in a serious international liquidity shortage associated with a retreat
by private banks from international lending even to credit-worthy coun-
tries and firms. Since a well functioning international financial system is
virtually a prerequisite for international trade, this could lead ultimately
to a contraction of world trade commensurate with the seriousness of the
international financial problems.!70

Export Subsidies

Governments in all industrialized countries have become deeply involved
in official export credit programs. These programs were initially established
to insure private exporters and lenders against commercial and political
risks associated with exporting to often unfamiliar markets, but they soon
developed into an element in international competition for export sales.
The attractiveness of the financing offers extended by exporters and their
governments became especially important to successful bidding on very
large, long-term contracts for turnkey plants and major resource develop-
ment projects that private lenders are reluctant to finance.!’!

The recession of 1974-75 intensified competition for capital goods
exports among the industrialized countries, and government-subsidized
export financing became much more prevalent. In 1976, an informal con-
sensus was reached among the seven major industrialized countries on
guidelines to control the increasingly costly and trade-distorting competi-
tion in export-credit terms. In 1978, the guidelines regarding minimum
interest rates, maximum maturities, and other export credit terms were
broadened and incorporated into an Arrangement on Guidelines for Offi-
cially Supported Export Credit by the Organization for Economic
Cooperation and Development (OECD). However, the minimum interest
rates specified in the arrangement soon became the norm, and the ele-
ment of subsidy in official export credits spiralled as market interest rates
rose during the late 1970s and early 1980s and as the recession and slow
growth in the industrialized countries heightened competition for shrunken
markets. By 1981, the annual total OECD export credit subsidy was
estimated by the International Monetary Fund to have reached US $7
billion.!7? The minimum rates specified in the arrangement were revised
upward in 1981 and 1982, but the subsidy element remained high.!73 In
October 1983, agreement was reached on a more complex arrangement
that included a new schedule of minimum interest rates tied more closely
to market rates; if it is respected by the signatories, this agreement will
gradually lead to a narrowing of the differential between market rates and
official export credit rates.!’ At the time of the agreement, however, the
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problem had already receded somewhat as market interest rates had
dropped substantially from the very high levels of 1981 and 1982.!7°

Attempts to introduce stricter controls on the use of subsidized export
credits have been impeded by widely divergent views on the appropriateness
of government-subsidized export finance. Canada and the United States
run commercially oriented programs and have objected to the shift toward
government-subsidized export credits. Certain European countries,
however, particularly France and Italy, have viewed subsidized export
credits as a legitimate tool to promote exports and to overcome the advan-
tage given to North American exporters by easy access to the very large
North American capital market.!76

Canada has introduced costly export credit subsidies through the Export
Development Corporation, the Canadian International Development
Agency, the Canadian Wheat Board, and other agencies to ensure that
Canadian producers are not placed at a disadvantage in export markets
and to help Canadian manufacturers make the foreign sales they need to
achieve economies of scale. The need to provide subsidized export
financing to remain competitive imposes a heavier burden on Canada than
on other industrialized countries. Canada is much less wealthy in absolute
terms and, because of its unusually high dependence on exports, has a
wider range of exports that might require export subsidies.!”’

Two categories of Canadian exports have been affected or threatened
most seriously by foreign government export subsidies. The first is exports
from the advanced manufacturing and capital goods sectors that all indus-
trialized countries are seeking to promote. Foreign aid funds are often
used to subsidize export of such goods to developing countries.

The second category is agricultural goods, especially wheat. Govern-
ments have long used export subsidies (not all of which take the form of
export credits) to help dispose of agricultural surpluses generated by
domestic farm price or income support programs. In recent years, the big-
gest threat to Canadian wheat exports has come from export subsidies
by the European Economic Community (EEC) under its common
agricultural policy and from U.S. moves to match EEC export subsidies.
The EEC has refused in successive rounds of negotiations under the
General Agreement on Tariffs and Trade (GATT) to restrict the use of
export subsidies which enable it to dump surplus domestic production on
world markets.!”® In order to pressure the EEC to limit its subsidized
foreign sales, the United States has made a number of well publicized sales
in traditional EEC markets with the assistance of generous export credit
subsidies. This development has alarmed Canadian exporters and trade
officials even though the United States has assured Canada and others
that its subsidized sales will not affect the sales of nations whose exports
are unsubsidized. An all-out grain export subsidy war between the United
States and the EEC could prove very damaging for Canada, which simply
could not afford to match the subsidies offered by its much larger com-
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petitors. While the likelihood of such competition developing is limited
by the costs to the two main protagonists and by the threat of EEC retalia-
tion against very large U.S. exports to the EEC of feedgrains and soybeans,
any continuation of grain export subsidies will undoubtedly cut into Cana-
dian sales and depress prices and earnings.!”®

Exchange Rate Constraints

The competitiveness of Canadian exports in foreign markets is affected
critically by the international value of the Canadian dollar. A lower dollar
value tends to enhance Canadian competitiveness, while a higher value
tends to reduce competitiveness. This has led many commentators to call
for devaluation as a measure to increase Canadian exports (and to increase
the cost of imports, thereby providing some protection for domestic
import-competing industries).

As a result of the transition of the international financial system from
a regime of fixed exchange rates to one of floating exchange rates since
the early 1970s, exchange rate movements in the short and medium term
are now dominated by changes in relationships between real interest rates
in the different countries.!3® Consequently, if a government like Canada’s
seeks to devalue its currency in order to enhance the international com-
petitiveness of its exporters, the primary means by which it can do so is
through the use of monetary policy levers to influence interest rates.!8!
Less restrictive control of the rate of growth in the supply of money would
tend to lower interest rates, thereby reducing the international value of
the Canadian dollar as individuals and firms withdraw liquid funds from
Canada and seek higher-yielding investments abroad. However, several
drawbacks militate against such exchange rate manipulation. They include
the integration of the Canadian and American capital markets, the
dependence of governmental and private borrowers in Canada on U.S.
and other foreign capital markets, the implications of monetary and
exchange rate policies for other economic policy areas (notably inflation),
doubts about the impact of devaluation on the trade balance, and inter-
national commitments. A few words on each of these factors are in order.

Capital flows virtually unrestricted across the Canadian-American
border. Extensive cross-border corporate links and the expansion of finan-
cial institutions from each country into the other have facilitated rapid
cross-border financial transfers. Analysis of recent cross-border capital
movements has shown that for every one percentage point shift in the dif-
ference between Canadian and American interest rates, $400 million of
short-term capital crossed the border in three months. It was recently
estimated that ‘‘there was $133 billion of interest-sensitive capital in Cana-
dian banks that could take flight in . . . anticipation of lower interest rates
or the devaluation that would ensue.’’!82 This indicates that a move to
lower interest rates to devalue the dollar could trigger an unmanageable
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downward spiral as investors sought to unload investments denominated
in Canadian dollars that were losing their value. The integration of the
Canadian and American capital markets means in a more general sense
that Canadian macroeconomic policy makers must be extremely sensitive
to trends in U.S. macroeconomic policies and to the implications of their
actions on investor perceptions.!83 Other countries with floating exchange
rates are also highly sensitive to trends in the United States — witness Euro-
pean concerns in recent years about very high U.S. interest rates. However,
the problem for those countries is less severe than for Canada because
the integration of the American and overseas capital markets is less exten-
sive than that of the Canadian and American markets.

Canada’s foreign debt is massive. It is attributable in part to extensive
foreign direct and portfolio investment in Canada but, during the 1970s,
was due mainly to foreign borrowings by the federal and provincial govern-
ments, Crown corporations, and public utilities. The debt service burden
associated with these borrowings has grown rapidly; net outflows of inter-
est by all borrowers amounted to $11.6 billion in 1983, up from $5.6 billion
in 1982. Since most of the debt is denominated in U.S. dollars, any decline
in the value of the Canadian dollar relative to the U.S. dollar adds enor-
mously to debt repayment costs. This situation has served as a powerful
incentive to maintain the value of the Canadian dollar close to that of
its U.S. counterpart.!8*

Monetary and exchange rate policies have implications in a variety of
non-trade policy areas which must be taken into account in the overall
determination of such macroeconomic policies. These other implications
may outweigh trade-related considerations. In particular, policy makers
have viewed restrictive monetary policies and high interest rates as useful
policy instruments for reducing inflation, an objective accorded a high
priority by the Canadian government since the mid-1970s. Canadian policy
makers fear that relaxed control of the supply of money and lower inter-
est rates intended to lower the value of the Canadian dollar would rekindle
inflation. A lower dollar itself would add inflationary pressure, as it would
increase the cost of imports, enable domestic firms to raise prices by giving
them increased protection from foreign competition, and ‘‘weaken
management’s resolve to resist inflationary wage demands’’ by enabling
““‘wage costs [to] be passed on in higher prices without endangering
markets.’’ 185

There are also serious doubts among Canadian policy makers that
devaluing the Canadian dollar would have the desired effect.!86 This is
in part because the consequences of the devaluation for trade performance
depend crucially on the reaction of private corporate actors whose
behaviour is beyond government control. As is discussed in more detail
below, a high proportion of Canada’s external trade consists of intra-
corporate transfers within transnational corporations, which are not very
responsive to short-term changes in the value of the Canadian dollar. Addi-
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tionally, many of Canada’s resource-based exports are priced on world
markets in U.S. dollars. This means that, while a devaluation of the Cana-
dian dollar relative to the U.S. dollar would increase the profitability of
Canadian resource exporters (whose costs are measured largely in Cana-
dian dollars), demand for Canadian resources would not necessarily in-
crease.!87 Furthermore,

there are secondary or indirect effects [of devaluation] which typically run
counter to the direct effects. For example, an improvement in the trade balance
following a depreciation serves to raise employment and output in Canada.
This in turn raises the demand for imports and dampens the initial improve-
ment in the trade balance.!88

Similarly, if devaluation was accompanied by an increase in inflation, the
rise in prices in Canada would soon offset the improvement in interna-
tional competitiveness resulting from the devaluation.!8®

Finally, diplomatic considerations also inhibit moves to devalue the
Canadian dollar. Competitive devaluations are widely viewed as having
worsened the Depression of the 1930s and were one of the kinds of state
behaviour proscribed by the post-1945 international monetary system.
Consequently, ‘‘deliberate action to force the exchange rate down in order
to gain a competitive advantage would run counter to international com-
mitments and would encourage retaliatory action by other countries.’’190

All of these factors militate against devaluation as a device to enhance
Canada’s export performance. The Canadian government has been pre-
occupied with preventing the Canadian dollar from falling too far below
the value of the U.S. counterpart, given the overwhelming importance of
Canada’s financial and trade ties with the United States. A lower Cana-
dian dollar would increase the debt service burden carried by Canadian
borrowers of foreign capital and add inflationary pressures. Canadian
interest rates have traditionally been kept at levels somewhat above those
in the United States to attract sufficient investment funds to keep the Cana-
dian dollar at an acceptable level, although in the past two years the dollar
has been allowed to fall somewhat, as policy makers have sought to avoid
maintaining interest rates at extremely high levels.!9!

The focus on the relationship between the Canadian and American cur-
rencies has left the Canadian government powerless to help Canadian
exporters in overseas markets who have become less competitive in the
face of the rise of the Canadian dollar in step with the rapid rise of the
U.S. dollar. Canadian resource exporters have pointed to the anomaly
of their loss of overseas markets due to an over-valued Canadian dollar
when most domestic observers, preoccupied with the Canada-U.S. rela-
tionship, have worried about the weakness of the Canadian dollar.!9?
These macroeconomic policy and exchange rate relationships have prob-
ably also contributed to the increase in the proportion of Canada’s exports
going to the United States in the past few years when the U.S. dollar has
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been very strong relative to the Canadian and overseas currencies (see
Table 3-1 above).!3

Falling World Demand
for Canadian Resources

An important factor contributing to Canada’s declining share of world
trade is the concentration of Canadian exports in commodities for which
world demand is growing relatively slowly. Long-run income elasticities
of demand are noticeably lower for most primary and semi-processed
resource products than they are for most manufactured goods, particularly
those incorporating advanced technology. This means that, as incomes
rise in foreign countries, demand for resource-based goods rises relatively
slowly compared with demand for advanced manufactured goods.
Canada’s exports tend to be concentrated disproportionately in these slow-
growth product sectors.!94

A number of other trends have also tended to reduce demand for
resource-based goods in foreign markets. Technological advances have
reduced the input of primary resources required per unit of output in cer-
tain industries such as iron ore and steel. Synthetic substitutes have been
developed for applications previously dominated by resource-based goods;
for example, fibre optics are replacing copper in electrical transmission.
The capital-intensive postwar reconstruction of Europe and Japan required
large inputs of resource-based products, but it has long since been com-
pleted. Changing consumer tastes, including such shifts as those toward
smaller automobiles and toward multi-unit dwellings from single-family
dwellings in North America, have also reduced demand for resource-based
goods. Minerals have been the most susceptible to these changes. Cana-
dian exports of copper, nickel, and iron ore have all suffered, although
other factors including the recession and the development of alternative
foreign sources of supply have probably been more important in the short
term. In aggregate, GATT figures indicate that world exports of non-fuel
minerals have ‘‘increased less rapidly than those of other product
categories, their proportion of world exports of all commodities . . .
fall[ling] from 6 percent in the early 1970s to 4 percent in 1979.’’195 This
continued a trend already apparent in the 1950s and 1960s. These figures
indicate that widespread hopes in Canada during the 1970s that worldwide
mineral resource scarcities would put Canada in a strong position as an
exporter were overly optimistic.

Foreign Investment and
Internationalization of Business

The high degree of foreign ownership of the Canadian economy has a
strong influence over Canada’s export patterns and prospects in both

128 Webb & Zacher



negative and positive directions. Extensive foreign ownership has resulted
in a high proportion of Canadian trade accounted for by intra-corporate
transfers between branches of a single transnational corporation (TNC).
U.S. Department of Commerce figures show that about 56 percent of
Canada’s exports to the United States in recent years consist of intra-
corporate transfers.!”¢ While comparable precise figures for Canada’s
trade with other regions are not available, indications are that intra-
corporate transfers also play a smaller but still significant role in Canada’s
overseas trade.

The “‘growing importance of inter-affiliate trade means that an increas-
ing proportion of total Canadian exports result from quasi-administrative
decisions of a corporation in response to corporate interests and marketing
strategy.”’!” This is of crucial importance for Canadian trade policy,
since it means that a large proportion of Canada’s trade is not easily
influenced by government policies intended to enhance Canada’s inter-
national competitiveness or export performance. For example, macro-
economic policies may not have the expected impact. Some have argued
that a devaluation of the Canadian dollar intended to enhance Canada’s
export competitiveness could have a less than intended impact because
of the importance of non-market considerations in determining intra-
corporate trade flows.!”® However, there has as yet been no conclusive
evidence on this point.

Similarly, the trade concessions negotiated by Canada may not have
the desired effect of increasing Canadian exports if domestic producers
are uninterested in exporting.!®® In many cases, subsidiaries were
established behind Canadian tariff barriers solely to supply the domestic
Canadian market. These producers may be prohibited from exporting (or
restricted in the markets to which they can export) by administrative
arrangements with the parent corporation arising out of its own strategy
for supplying various world markets.? Licensees of foreign technology,
even if Canadian-owned, may similarly be restricted by the terms of their
agreements with patent holders to the domestic market.20! Furthermore,
“many Canadian subsidiaries will only engage in foreign trade if this trade
is supported by special federal export or financing assistance. If this special
help is not available through the Canadian Export Development Corpora-
tion or CIDA . . ., subsidiaries are frequently told to leave foreign sales
to their head offices.’’202

It is virtually impossible to determine the importance of the phenomenon
of export blocking. Detailed, reliable data for recent years are, as far as
we are aware, unavailable. Studies conducted by the Department of Indus-
try, Trade and Commerce during the 1950s and 1960s found administrative
intra-corporate restrictions to be a major factor inhibiting the growth and
diversification of Canada’s exports, particularly with respect to manufac-
tured goods.? Officials in the Department of Regional Industrial Expan-
sion argue that Canadian subsidiaries have become increasingly com-
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petitive, independent, and self-motivating.2** However, recent newspaper
reports indicate that export blocking continues to be a factor in some
industries.20

World product mandates have been viewed as one possible solution to
the problem of limited exports from foreign-owned manufacturing sub-
sidiaries in Canada. The federal and Ontario governments encourage
foreign-owned manufacturing subsidiaries to specialize in a small number
of product lines and to export a portion of the resulting output to all of
the parent company’s markets; this move is designed to replace the
common current practice of reproducing all of the parent company’s
product lines on a small, inefficient scale for sale only in the protected
domestic market. In return for rationalizing production and increasing
exports, the federal government offers duty remission schemes, whereby
the subsidiary with a world product mandate is permitted to import
required inputs and other products needed to fill out its product line at
reduced rates of duty.2%6 However, this policy thrust has not been notably
successful. The number of Canadian subsidiaries that have been granted
meaningful world product mandates is very small; one expert has put the
number at four or five. Canadian subsidiaries are frequently awarded man-
dates for the production of goods nearing the end of their product life
cycle. “Many mandates are for North America only, and don’t truly offer
the wider scope of the world market where future growth lies.”” Often
the Canadian subsidiary only produces one component of an equipment
““package,’”’ while responsibility for such important backward and for-
ward linkages such as research, product development, and marketing are
retained by the foreign parent.2’ '

Foreign ownership and intra-corporate trade also inhibit attempts by
Canadian governments to encourage resource upgrading prior to export.
““Many subsidiaries operating in [the resource] sector were established as
part of vertically integrated corporate structures and exist solely to supply
American-based parents and affiliates with raw materials’’ which are then
processed and fabricated in the United States or overseas.?®® Foreign-
owned resource extracting firms often oppose government initiatives to
shift the location of resource processing from abroad to Canada.?®

The transfer of industrial decision-making power to foreign centres
inherent in foreign ownership and control means that subsidiaries respond
to foreign government policies as well as (and sometimes in preference
to) Canadian government policies.?!® During the 1960s, the extra-
territorial application of the American Trading With the Enemy Act to
subsidiaries of American firms operating in Canada prevented them from
exporting to Cuba and China at a time when the Canadian government
was much more willing to permit trade with these countries.?!! The prob-
lem received little attention during the 1970s, largely because the U.S. atti-
tude became more relaxed and the countries in the Western alliance were
able to reach a consensus on export controls on strategic goods. However,
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the Reagan administration has tightened its own strategic export controls
in recent years in parallel with renewed concern about the Soviet threat,
and is putting pressure on other Western countries to follow suit.2!2 This
has begun to cause problems for certain Canadian exporters of high-
technology goods that incorporate U.S. components or technology,?!3
just as it already has for Western European and Japanese suppliers of
pipeline equipment, and could lead to renewed U.S. attempts to block
exports from subsidiaries of U.S. companies operating in Canada.

Another problem arising out of the high level of American ownership
of Canadian industries is that virtually any government policies intended
to improve the export performance of Canadian subsidiaries would
impinge on U.S. interests and provoke a reaction from American political
leaders. From the Canadian point of view, the export performance com-
mitments extracted by the Foreign Investment Review Agency (FIRA) from
potential foreign investors are justified by the need to overcome some of
the non-market disincentives to export imposed by foreign corporate
parents. From the American point of view, such performance com-
mitments are themselves non-market distortions that inevitably have
adverse effects on U.S. interests (if, for example, they encourage a firm
to export overseas from Canada rather than from the United States). There
have been strong pressures from the American business community and
from Congress for retaliation against Canadian government initiatives
designed to improve the export performance of U.S. subsidiaries.2!4

Finally, the high degree of American ownership of Canadian industry
and the tendency for American and Canadian branches of the same firm
to trade among themselves have contributed to Canada’s dependence on
the United States as a trading partner and have inhibited government
efforts to diversify the destination of Canada’s exports.2!s

While the high degree of foreign, especially U.S., ownership of industry
in Canada has contributed to the lack of diversification in Canada’s export
trade, it would be a mistake to see foreign ownership as the primary cause
of Canada’s export problems or even as a wholly negative factor. The
use of a foreign parent’s technology, brand name, and marketing organiza-
tion may enhance the subsidiary’s ability to make foreign sales; sales orders
generated by the parent are sometimes filled in whole or in part by the
subsidiary; once assigned a foreign market, a subsidiary does not have
to compete against its parent or its affiliates for that market; and the
“‘parent company and other affiliates often provide guaranteed markets
for exports from the Canadian subsidiary, markets which tend to be much
less risky than those acquired through arm’s length dealings.’’2!6 For
example, Canada has become one of the world’s largest arms exporters
in part because extensive corporate links between U.S. and Canadian arms
industries have permitted Canadian producers ‘“to contribute to systems
made and marketed through the United States.’’2!7 In the resources sec-
tor, most Canadian iron ore is produced by firms affiliated with U.S. steel
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producers. During the 1970s, these links were seen to depress Canadian
iron ore prices and to inhibit the processing of Canadian iron ore prior
to export, but with the weakness of demand for iron ore in the United
States, and elsewhere in recent years, these intra-corporate links have come
to be valued for the protection they afford the Canadian industry.
“Without U.S. parent linkages and the protection of their heavy invest-
ment in Canada, the [high-cost] Quebec-Labrador mines would be hard
pressed to compete in today’s market. They certainly would not be
developed in today’s economic circumstances in comparison with other
world developments.’’218

The global production and marketing strategies increasingly being
adopted by the trans-national corporations (TNCs) that dominate high-
technology, advanced manufacturing industries worldwide have increased
the importance of foreign direct investment (FDI) to Canada’s participa-
tion in rapidly growing international trade in this sector. Production
technology in these industries tends to be complex, highly capital inten-
sive, and prone to quick obsolescence in the face of accelerated
technological change. Thus it often becomes imperative that capital invest-
ments in production be recouped quickly, and this can be done only by
selling on the large and increasingly homogeneous international market.
A high proportion of the international trade conducted by these industries
tends to be intra-firm, as component production is farmed out interna-
tionally in search of lower costs and as governments trade access to their
markets for commitments from such firms to undertake some production
locally. Intra-firm trade in advanced technology manufacturing industries,
particularly in intermediate products such as components, has consequently
become one of the fastest growing areas of international trade.?!?

The global nature of the production processes of advanced technology
manufacturing sectors means that, if Canada wants to participate in these
industries, it must in many cases do so as part of the international pro-
duction systems of TNCs. These could be Canadian-owned, but given the
dominance of foreign-based TNCs in these industries, it is much more likely
that they will be foreign-owned. This in turn means that, if Canada is going
to be a major participant in these sectors, it will have to accept the con-
straints that often accompany FDI (as outlined above) as a cost against
the benefits that would presumably result in terms of access to strong,
stable foreign markets with affiliated firms for technology-intensive
manufactured goods with high value-added.

If Canada seeks to attract FDI in these or other sectors, it must do so
in competition with other countries. Given the importance of TNCs and
intra-firm trade in advanced manufacturing and many other sectors,
Canada’s export prospects may depend to an important degree on its ability
to persuade TNCs to locate production facilities within its boundaries to
supply foreign markets. However, foreign competition for FDI is stiff, as
many governments are currently seeking the jobs and exports that it may
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bring at the same time as there has been a marked slowdown (noticeable
since the mid-1970s) in the rate of expansion of FDI.22 In Canada’s case,
the stiffest competition has been between Canadian federal and provin-
cial governments on one side, and American federal and state governments,
on the other, in offering incentives to TNCs. The cost of this intergovern-
mental competition for FDI to the public treasuries of the two countries
has grown rapidly as TNCs have been able to play one side’s offers off
against the other’s. This has happened even though there is considerable
evidence that questions the effectiveness of incentives compared with other
factors affecting the location of investment.22!

How potential foreign investors perceive Canada is another factor
influencing Canada’s ability to attract export-generating FDI, and their
perceptions have been changing in ways not entirely favourable to Canada.
Recent surveys of foreign-owned TNCs show that Canada is still generally
well regarded as a place to invest. Canadian government policies toward
FDI, particularly those carried out under FIRA, are perceived by some TNCs
as having contributed to a deteriorating investment climate.222 However,
the number of firms citing such policies as major factors in decisions not
to locate in Canada was quite small (16 percent in one survey), and what-
ever deterrent FIRA has provided is probably a worthwhile price to pay
for having foreign investment screened to ensure that it provides benefits
for Canada. On a separate issue, investment by TNCs often depends on
secure access to large, high-growth markets, and this may be a disadvan-
tage to Canada if TNCs perceive that Canadian access to the U.S. market
(or the EEC or Japanese markets) is not secure.223

Retaliation Against Canadian Protectionism
and Industrial Assistance

Protectionist measures implemented to defend Canadian industries and
jobs from foreign competition affect Canada’s export prospects in two
ways. First, Canadian import barriers raise the costs of production in
export-oriented industries, thereby reducing their competitiveness in
foreign markets. Import barriers do this directly by raising the costs of
imported industrial inputs, and indirectly by putting upward pressures on
wages and prices in the economy as a whole.224

Second, retaliation by foreign governments against protectionist Cana-
dian moves can reduce Canadian exporters’ access to foreign markets. This
issue has recently been prominent in discussions of Canada’s trade with
the NICs and other developing countries. Canadian trade officials have
looked to the NICs as promising markets for Canadian exports, particu-
larly for goods with higher value-added.?2 However, these countries are
also the main sources of low-cost exports of textiles, clothing, and footwear
that have posed such a serious threat to these labour-intensive industries
in Canada. They have been the main target of voluntary export restraints
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and other quantitative restrictions imposed by the Canadian government.
Such restrictions imposed by all of the industrialized countries have
inhibited the growth of exports from the NICs, thereby inhibiting the
ability of the latter to import from the industrialized countries. More
specifically, the high degree of government involvement in the economy
and in import trade in the NICs provides them with a means to retaliate
against specific measures of protection enacted by the Canadian govern-
ment. Gerald Regan, former minister for external trade, recently told
reporters that ‘‘we constantly are confronted by situations where . . . [we]
find that when we are being tough on them in relation to quantitative
restrictions on imports of their products, they make it quite clear that these
are factors to be evaluated in their decisions in the awarding of contracts
for projects.”’226 Given the large number of jobs at stake in the import-
competing Canadian industries, the lack of alternative employment oppor-
tunities, and the concentration of the industries in politically sensitive
regions, one cannot expect an early removal of Canadian barriers to
imports of labour-intensive manufactured goods from the developing coun-
tries. Consequently, Canada’s exports to these areas will continue to be
limited by their reaction to protectionism in Canada and other indus-
trialized countries.

Much more important in terms of Canada’s overall trade performance
is retaliation from the United States and other major industrialized coun-
tries against Canadian protectionism and other Canadian policies perceived
to be injurious to their interests and inconsistent with Canada’s interna-
tional obligations. States have always had the right under the GATT’s
safeguards provisions to impose selective measures of protectionism aimed
at the exports of countries which had themselves raised protectionist bar-
riers. This has constrained the resort to protectionist measures in Canada
and abroad.??’,

Of greater concern in recent years has been the threat of retaliation
against non-tariff barriers and non-trade policies intended to strengthen
and diversify the Canadian economy. The development of internationally
competitive industries in Canada often requires government intervention
to overcome the disadvantages of the small Canadian market, the
technological backwardness of much of Canada’s secondary manufac-
turing industry, and the high import propensity and lack of interest in
exporting that characterize many foreign-owned manufacturing sub-
sidiaries in Canada. Foreign government trade retaliation can negate the
impact of this intervention (e.g., through the application of countervailing
duties) or impose costs on Canadian exports in other sectors that outweigh
the benefits in the assisted sector. The threat of such retaliation has come
primarily from the United States because the extensive economic linkages
between Canada and the United States mean that a wide range of Cana-
dian policies intended to improve the performance of Canadian industry
will impinge on U.S. interests. Canada is quite vulnerable to the threat
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of U.S. retaliation because of its big surplus in trade with the United States
in recent years, the importance of the U.S. market for existing exports
of manufactured goods which are subjected to more protectionist pressure
than resource goods, and the importance of access to the U.S. market
for new industries in Canada that must capture economies of scale in order
to become internationally competitive.??8 Examples of Canadian policies
that have sparked retaliation or threats of retaliation against Canadian
exports to the United States include: government procurement policies used
to strengthen selected advanced manufacturing sectors; preferential treat-
ment for Canadian suppliers to energy megaprojects under the National
Energy Program; regional and industrial development subsidies to indus-
tries that export part of their output; trade performance commitments
extracted by FIRA from U.S.-based foreign investors; and Bill C-58, which
makes Canadian advertising on U.S. border television stations non-
deductible for corporate tax purposes, and which sparked threats of retalia-
tion against Canadian exports of Telidon and other telecommunications
equipment.2??

The threat of retaliation from the United States has increased in recent
years as a result of growing dissatisfaction in the United States with the
multilateral trading system and especially with the perceived failure of
America’s trade partners to open their markets to American goods to the
same extent as the United States has opened its market to foreign
go0ds.z30 Congress has been the focus of the dissatisfaction and the
efforts to force the United States’ trade partners to reduce their protec-
tionist barriers. Reciprocity legislation has been introduced that, in its most
extreme forms, would attempt to force U.S. trading partners ‘‘to accord
American goods, services, and investments essentially the same treatment
as the partner’s goods, services, and investments are accorded in the U.S.
market.”’ Reciprocal treatment would be achieved through threats or the
use of retaliation within sectors or against imports into the United States
in different sectors.?3! The Reagan administration initially opposed the
various proposals for reciprocity legislation, but since June 1982 has
worked with Congress on a milder proposal which focusses on foreign
investment and trade in services and high-technology goods. The adminis-
tration has supported such legislation primarily as a threat to bring the
United States’ trade partners to the bargaining table where less restrictive
agreements can be negotiated.232 Reciprocity legislation has not yet been
passed, but if it is passed and implemented vigorously, it could pose a
serious threat to Canadian exports. FIRA, the National Energy Program,
and other Canadian trade and investment restrictions have attracted con-
siderable unfavourable attention in U.S. business and political circles and
would be a likely target of any legislation to encourage reciprocal treat-
ment or facilitate retaliation.

In sum, the threat of retaliation by foreign governments has seriously
constrained the Canadian government’s ability to intervene so as to expand
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and diversify Canada’s exports. However, the same constraints imposed
on Canada by the threat of retaliation against protectionism and export
promotion, and by the international rules that legitimize and codify that
threat, also assist Canadian exporters to the extent that they similarly
impose limits on foreign countries.

Growth of Regional Trading Blocs

Regional trading blocs have grown in importance since the 1950s despite
the commitment of all states in the GATT to the principle of non-
discrimination. By far the most important of these are the European
Economic Community (EEC) and its associates, which now include many
Mediterranean countries and developing countries in Africa, the
Caribbean, and the Pacific. More than one-fifth of total world trade now
takes place within the huge EEC-centred preferential trade system. Other
noteworthy preferential trading systems include the Association of South-
East Asian Nations (ASEAN), the Caribbean Common Market (CARICOM),
and the Generalized System of Preferences schemes accorded by most
Western industrialized countries to developing countries. These arrange-
ments all share discrimination by tariff and non-tariff barriers in favour
of trade among their members at the expense of non-members. This dis-
crimination virtually always departs from the rules and spirit of the GATT,
but has in most cases been legitimized by waivers from GATT
obligations.233

The trend toward regionalization in the world trading system holds con-
siderable dangers for Canada. Canada is not a member of any preferen-
tial trading bloc, and is therefore the only major ‘‘industrial country
without free access to a market whose population numbers over one
hundred million.’’23* The small size of the domestic market puts Canada
at a competitive disadvantage vis-a-vis the EEC countries, the United
States, and Japan, all of which have domestic markets large enough to
provide a strong base for developing competitive exports.

The EEC’s discrimination against non-associated suppliers has directly
affected Canadian exports to Europe. Resource exports have been the most
severely affected, since Canada has never developed a strong export trade
in manufactures with Europe. One notable example is wheat; the CAP has
severely reduced Canadian access to what were once large markets in
Britain and certain continental European countries. Newsprint exports have
also been affected by a preferential trade agreement negotiated between
the European Free Trade Association countries and the EEC.235 Concern
has also been voiced in Canada that tariff and NTB preferences granted
to developing countries associated with the EEC could cut into Canada’s
exports of minerals and processed mineral products. To date, however,
there is no evidence that this has happened, since few of such developing
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countries produce significant quantities of the minerals exported by Canada
to the EEC.236

One final negative consequence for Canada of the trend to regionalism
is the increasing tendency for world trade policy issues to be settled in
trilateral negotiations involving the United States, Japan, and the EEC.
When this happens, Canada may lose the opportunity even to voice its
concerns on a particular issue.?3’ Furthermore, even when Canada is
involved, the tendency of the EEC to act as a unit reduces the opportunities
for Canada to influence the outcome by allying itself with other medium-
sized countries. There is also a tendency in such tripartite negotiations
““to throw Canada arbitrarily into the U.S. orbit,”’?3® impeding Canadian
efforts to establish a distinct voice in international economic relations.
Canada can do little to influence the trend toward regionalism in the world
political economy, ‘‘since the process essentially relates to relationships
between third parties.’’23

Conclusions

Canada’s export trade faces a number of adverse trends in the interna-
tional political economy. Protectionist pressures and trade barriers in
foreign markets have been increasing. Major trends contributing to the
increased pressures, as outlined in the second section of this paper, are:

e changes in the international structure of competitive advantages;

¢ slow world growth rates accompanied by high unemployment;

e the increasing domestic political strength of import-threatened industries;

¢ areduced commitment to liberalization among countries in the Western
alliance;

e the absence of strong international leadership; and

» the difficulties of adapting the General Agreement on Tariffs and Trade
(GATT) to the changes in the international trading environment.

On the other hand, protectionist barriers are not likely to rise to a point
where they begin to choke off international trade. All countries and many
influential industries have a clear economic interest in maintaining and
expanding trade flows. And many important Western countries view an
open international economic order as a key to maintaining national secu-
rity. Thus, world trade flows have continued to grow (despite a brief decline
in 1982 due to the recession) even in the face of rising protectionist
pressures.

Trends in foreign protectionism do not reflect a rejection of the open
trading system by the major industrialized countries. Instead, they reflect
the desire of governments to manage trade flows, to minimize domestic
instabilities arising out of changes in competitive advantage and trade
patterns, and to maximize trade-related domestic employment and income.
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This desire to balance the benefits of international trade against the costs
in terms of domestic instability and adjustment burdens is nothing new.
The GATT-centred multilateral trading system has always recognized the
need for such a compromise. Rights to initiate safeguards action and
exemptions from the non-discriminatory tariff reductions included in
GATT regulations have always been necessary to make multilateral tariff
reductions acceptable to governments concerned with domestic
stability.2*® Two characteristics distinguish the present period. First, the
recent prolonged period of economic instability has encouraged govern-
ments to focus more on managing the domestic impacts of international
trade and less on the need for further liberalization than was the case during
the prosperous 1960s. Second, recent protectionism has departed
significantly from the multilateral and non-discrimination principles of
the GATT, with a proliferation of bilateral and small-group multilateral
trade-managing arrangements. Some analysts, however, have argued that
a network of such arrangements may prove more capable of sustaining
international trade flows than the GATT-centred multilateral trading
system.24!

Of the factors considered in the third section of this paper, the most
important one limiting foreign purchases of Canadian goods is interna-
tional growth rates. If the slow and uneven growth rates of the past decade
persist, the prospects for export growth will not be good, as competition
for smaller markets and for internationally mobile investment funds
increases. Slow growth rates may also worsen Third World debt repay-
ment problems, encourage more foreign export subsidies, and trigger
foreign retaliation against Canadian protectionist measures; all these effects
could constrain Canadian export opportunities. Next, the growth of
regional trading blocs interferes with the expansion and diversification
of Canadian exports. The creation of the EEC has had an important impact
on Canadian sales in Western Europe, and the proliferation of such com-
mon market schemes could further limit foreign markets.

Canada’s ability to influence these largely adverse trends in the inter-
national politico-economic system is extremely limited. Despite arguments
that Canada is a ‘‘foremost nation’’ or a “‘principal power,’’242 the bulk
of the evidence attests to Canada’s lack of influence compared with that
of the United States, Japan, and the EEC. This is especially true in light
of the increasing tendency noted earlier for major international economic
issues to be settled in tripartite negotiations involving only these three
actors. Most authors emphasize their paramount role in shaping the inter-
national trading system and in generating sufficient growth to sustain it.
By contrast, according to one political scientist, small states like Canada

have little capacity to affect the international economic system as a whole

or the international economic regimes that provide rules to regulate the impo-
sition of national controls on international transactions. They are ‘‘price
takers’’ in economic terms, and ‘‘subjects’’ politically: they do not make the
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rules but merely have to decide whether to accept them, for instance by joining

such arrangements as the General Agreement on Tariffs and Trade or the

International Monetary Fund, or to accept the costs of not belonging.243
Such states can hope to influence the system only at the margins, most
likely by combining forces with other states of all sizes to push in a cer-
tain direction. Compounding the difficulty is the extent to which domestic
politics in the major countries shape the international economic
system.24 Canada’s ability to influence the structure of the international
economic system by first influencing domestic political debates in the
United States, Japan, and Western European countries is obviously
negligible.

Being small does, however, offer certain partially compensating advan-
tages. What small states do ‘“is less likely to be noticed than are the actions
of larger countries, and is less likely, therefore, to invite retaliation.’’245
Canada appears to have benefitted from a degree of “‘invisibility’> for much
of the postwar period, and was able to maintain trade barriers that were
in many cases higher than those of its major trading partners. In recent
years, however, restrictive Canadian policies have attracted increasing
attention from the United States, perhaps because U.S. policy makers are
becoming more interested in the role of international economic transac-
tions in creating and resolving persistent problems of the U.S. economy.
Some observers now argue that Canada is serving as a ‘‘test case’’ for
more assertive U.S. foreign economic policies.?*6 Though threats of U.S.
retaliation have sparked intense concern in Canada, most of these threats
have not been carried out. For a country in Canada’s position, ‘‘patience
is in order: the attention span of any great power is small, and new events
will soon arise to sweep the small country in question back into benign
obscurity.’’247

Some suggestions for desirable policy directions for Canada were hinted
at in the various subsections of this paper discussing particular trends
affecting the level of foreign protectionism and the ability or proclivity
of foreign purchasers to buy Canadian goods. In the remainder of the
paper, we would like to highlight some of the most important of these
policy implications.

First, Canada should be wary of placing too much reliance on export
growth as a panacea for the problems of the Canadian economy. The
prospects for the expansion and diversification of Canadian exports are
not good. This means that we cannot expect much stimulus for the
economy to come from export trade, especially if the current U.S. recovery
(accompanied as it is by massive government budget and trade deficits)
does not hold. Limited export prospects do not mean Canada should adopt
an autarkical foreign economic policy, however. The size of Canada’s cur-
rent export trade indicates that many Canadian industries have interna-
tional competitive advantages, and the international trading system does
not appear about to collapse. Consequently, exports will continue to play
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an important role in the Canadian economy. Government efforts to nego-
tiate better access to foreign markets and its provision of assistance to
Canadian firms seeking to develop foreign markets will continue to be
worthwhile. What we are suggesting is simply that Canada must not rely
on export growth to solve its economic problems.

Second, Canadian trade negotiators should be careful not to waste their
energies and Canada’s limited bargaining leverage on attempts to negotiate
new measures of trade liberalization in particular sectors in the multilateral
arena. Given the strength of protectionist forces in most foreign coun-
tries, such liberalization is not likely to be negotiable without excessive
cost to Canada in other sectors. New measures of sectoral trade liberaliza-
tion are also unlikely to result in expanded market access on a secure basis
unless a much stronger international consensus is first reached on the issue
of industrial policies, as explained below.

This general judgment regarding the inadvisability of attempts to secure
sectoral liberalization does not apply as strongly to bilateral negotiations,
especially with the United States, but even here the obstacle posed by the
need to negotiate balanced and politically acceptable concessions should
not be underestimated.

The only area in which Canadian negotiators should clearly continue
to press for new measures of trade liberalization is that of processed raw
materials. Canada has an undeniable comparative advantage in certain
processed raw materials, and foreign tariffs are obviously a major impedi-
ment to the exploration of this advantage. Nevertheless, given the long
and largely unsuccessful history of Canadian attempts to persuade coun-
tries (other than the United States) who import raw materials to reduce
escalating tariffs, one should not expect much progress.

Third, Canada should work strongly to preserve access to foreign
markets that have already been opened to Canadian exports. Canadian
negotiators should press for stricter international guidelines and discipline
to control the introduction of new protectionist measures. Contingency
protection and voluntary export restraints seriously threaten continued
Canadian access to foreign markets, most notably in the United States.
Canada should also work for procedural reforms in GATT to make it more
relevant to contemporary trade problems and to encourage countries to
bring trade disputes back into GATT negotiations. This would help to
strengthen multilateral constraints on the introduction of new forms of
protectionism. Canada should also continue to try to persuade other coun-
tries to reduce the use of costly export subsidies. There is some hope of
progress in this area, as indicated by a recent agreement on export sub-
sidies adopted by the Organization for Economic Cooperation and
Development. The conclusion of this agreement was facilitated by the need
for the major industrialized countries to reassess their export subsidy pro-
grams in view of their growing budget deficits.
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A fourth thrust of Canadian policy should be toward encouraging coor-
dination of national economic policies having international implications.
At the microeconomic level, this means developing a consensus and guide-
lines for government measures to promote national industrial develop-
ment and to assist domestic adjustment. Without consensus and guidelines
in these areas, trade flows will continue to be threatened by government
retaliation in importing countries against what the latter consider unfair
government export support measures. At the macroeconomic level, Canada
should press for international coordination of fiscal and monetary policies.
Many observers believe that such coordination is a prerequisite for the
return of world prosperity. As we noted earlier, however, the chances for
progress in coordinating either macroeconomic or microeconomic policies
are not heartening.

Fifth, a stronger emphasis on bilateral trade agreements, especially with
the United States, could prove worthwhile. As we noted earlier, the leader
of the Canadian delegation to the Tokyo Round negotiations believed that
Canada could have achieved better results in a number of areas (especially
those concerned with NTBs) in bilateral negotiations with the United States
than it did in the multilateral GATT negotiations. It is also worth
remembering that the bilateral Auto Pact has had a greater impact in terms
of expanding Canada’s exports than any single multilateral trade agree-
ment signed by Canada. These considerations point to the need to con-
sider seriously the potential of bilateral negotiations with the United States
and other trading partners on an issue-by-issue basis.248

While multilateral negotiations may be more appropriate for many
issues, bilateral negotiations provide one context in which Canada could
use its small size to advantage. Bilateral agreements need not be
discriminatory, and they need not impede progress toward preferred
multilateral solutions.?*® Since multilateral progress depends primarily on
the actions of the major industrialized countries, bilateral agreements con-
cluded by Canada might escape attention. Even if such agreements were
inconsistent with multilateral goals, they probably would not significantly
impede multilateral progress because of their relatively minor global
impacts.

Sixth, Canadian industry must become more adaptable and competitive.
Though discussion of internal economic reforms is beyond the scope of
this paper, they are needed if Canada is to overcome the adverse trends
in the international political economy and its limited power to influence
them. In light of the potential value for Canadian exporters of bilateral
arrangements, Canada must be able to open its own markets to increased
foreign competition if it wants to bargain for better access to foreign
markets.
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