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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 exten-
sively 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
institutes 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 duplication 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.
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The Commission’s research program was carried out under the joint
direction of three prominent and highly respected Canadian scholars:
Dr. Ivan Bernier (Law and Constitutional Issues), Dr. Alan Cairns (Pol-
itics 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 Commission,
was William Lyon Mackenzie King Visiting Professor of Canadian Stud-
ies at Harvard University. Dr. David C. Smith, former Head of the
Department of Economics at Queen’s University in Kingston, is now
Principal of that University. When Dr. Smith assumed his new respon-
sibilities 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 concluding phase of the Economics research program.

I am confident that the efforts of the Research Directors, research
coordinators 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 institutions should therefore be flexible enough to accommo-
date 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 interdependencies 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
concluded, undesirable. The research output as a whole brings varying
perspectives and methodologies to the study of common problems and
we therefore urge readers to look beyond their particular field of interest
and to explore topics across disciplines.

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

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

« Law, Society and the Economy — Ivan Bernier and Andrée Lajoie
« The International Legal Environment — John J. Quinn
« The Canadian Economic Union — Mark Krasnick
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* Harmonization of Laws in Canada — Ronald C.C. Cuming
* Institutional and Constitutional Arrangements — Clare F. Beckton
and A. Wayne MacKay

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

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

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

+ State and Society in the Modern Era — Keith Banting

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

* The Politics of Canadian Federalism — Richard Simeon

* Representative Institutions — Peter Aucoin

* The Politics of Economic Policy — G. Bruce Doern

* 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
comparative studies canvass and assess how others have coped with
similar problems. Within the context of the Canadian heritage of parlia-
mentary government, federalism, a mixed economy, and a bilingual and
multicultural society, the research also explores ways of rearranging the
relationships of power and influence among institutions to restore and
enhance the fundamental democratic principles of representativeness,
responsiveness and accountability.
Economics research was organized into seven major sections.

* Macroeconomics — John Sargent

* Federalism and the Economic Union — Kenneth Norrie

* Industrial Structure — Donald G. McFetridge

¢ International Trade — John Whalley

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

* Economic Ideas and Social Issues — David Laidler

Economics research examines the allocation of Canada’s human and
other resources, the ways in which 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 inter-
disciplinary 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 contri-
butions to the Final Report. We wish to thank them for their perfor-
mance, 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, J. 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 Publishing, Ed Matheson, who managed the research publication
process. A special thanks to Jamie Benidickson, Policy Coordinator and
Special Assistant 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 sec-
retarial 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
I. Lilla Connidis, Economics. We appreciate not only their individual
contribution to each research area, but also their cooperative contribu-
tion to the research program and the Commission.

IVAN BERNIER
ALAN CAIRNS
DAvID C. SMITH
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PREFACE

In the overall structure of the research carried out by the Royal Commis-
sion on the Economic Union and Development Prospects for Canada,
this volume is the third of four grouped in an area called “The Politics of
Economic Policy.” By definition, the politics of economic policy include
three dimensions: the goals and ideas inherent in the art of politics; the
shifts in the basic public-private and intergovernmental relationships of
power; and the changes in the core structures and processes of policy
formulation. The authors represented in the four volumes were asked, in
keeping with the mandate of the Commission, to review key political
trends and dynamics over the past three decades. Historical breadth was
needed to allow the studies to speak intelligently about possible future
lines of reform as well as current policy.

This volume provides a comprehensive political analysis of the evolu-
tion of economic regulation in three sectors vital to the basic infrastruc-
ture of the Canadian economy: airlines, telecommunications, and
securities and financial markets. It is the first study of regulation in
Canada to examine three major sectors concurrently and with historical
breadth.

Richard Schultz and Alan Alexandroff show the transformation of
regulation in the three sectors, moving from a policing mode to a
promotional one, and then to a planning mode. This transformation is
related to the expansion of goals and ideas both within each sector and
across the three sectors. Once established, each form of regulation
reinforces different kinds of political conflict among interests. In the
planning mode, the character of political conflict takes on an
increasingly “‘zero-sum” nature; that is, the gains of one interest are at
the expense of another.
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The changes examined are linked to an understanding of economic
and technological imperatives in each sector that are leading us in the
direction of de-regulation. The changes also explicitly relate to the triple
role of the provinces in these regulatory realms; namely, as regulator, as
owner of regulated enterprises, and as a representative forum for private
interests of regional economic importance.

In the light of their findings, the authors examine four general options
for the structural reform of economic regulation: the status quo, joint
federal-provincial regulatory mechanisms, political regulation, and de-
regulation. The status quo obviously refers to the planning modes that
the authors identify in the three sectors. In joint regulatory mechanisms,
the authors envisage a range of possibilities that could include a broad-
ening of constitutionally concurrent fields or changes that could see, for
example, provincial appointees represented on key national regulatory
bodies. Political regulation refers to the greater use of bodies such as the
Foreign Investment Review Agency (FIRA), which contained not only
multi-valued negotiating criteria but was closely linked to direct minis-
terial/cabinet involvement. Finally, de-regulation refers not to a whole-
sale return to market dynamics, but to major steps that would lessen
regulation.

Schultz and Alexandroff support reforms that lean toward greater de-
regulation. They are careful, however, not to elevate de-regulation into a
simplistic call for a return to the free play of market forces, nor do they
extend its application to all regulation.

G. BRUCE DOERN
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Chapter 1

Introduction

One of the central components of the mandate of the Royal Commission
is “to inquire into and report upon the long-term economic potential,
prospects and challenges facing the Canadian federation and its respec-
tive regions, as well as the implications that such prospects and chal-
lenges have for Canada’s economic and governmental institutions and
for the management of Canada’s economic affairs.”! This aspect of the
mandate is derived from what is, perhaps, the most compelling reason
for the creation of the Commission, namely the need to assess Canada’s
ability to adapt to the changing nature of the world economy and, in
particular, its capacity to compete effectively in that economy: The
purpose of this research report is to relate the concern for our competi-
tive capacity and our adaptability to the functions and operations of our
regulatory institutions and processes. More specifically, the purpose of
the report is to identify and analyze how the politics of regulation,
associated with the functioning of the federal system, affect Canada’s
capacity to attain its economic objectives. Such an analysis will form the
basis for an assessment of the policy and institutional responses directed
at ameliorating any problems arising from the complex interaction
between the regulatory and federal systems.

In this introductory chapter, our goal is to provide an overview of the
remainder of the study. We begin by developing a definition of economic
regulation that will both guide the study and establish the scope of its
boundaries. The second part of the chapter seeks first to establish that
economic regulation has been employed as a multifunctional instrument
of government, particularly at the federal level, and then to identify
some of the more significant analytical aspects of the functions of
regulation. The section following outlines the central argument of this



study, namely, that changes in the function of economic regulation cause
changes in the politics of regulation. In particular, we focus on two
aspects, namely the impact of changes in the function of regulation on
patterns of interest representation and on patterns of relationships
between regulatory issues and decision makers and other political issues
and authorities. The first three sections of this chapter are essential
background for the fourth part which describes and develops the basic
hypothesis of the study which is that, as the function of regulation has
evolved, intergovernmental conflict has either ensued or increased.
Such intergovernmental conflict, it is our contention, is two dimen-
sional: federal-provincial and interprovincial. The fifth, and concluding,
section of this chapter will provide an overview of the three case studies
that will be employed to illustrate our central hypothesis. In addition,
the selection of the specific studies will be justified.

Definition of Regulation

The purpose of this section is to review the various meanings or defini-
tions of the central concept, regulation, and to stipulate the definition to
be used in the study. The purpose of this definitional review is to provide
a clear and explicit focus for the research to be undertaken as well as to
establish the scope of the study.

For more than a decade now, in both Canada and the United States,
government regulation has been both a focus of concern and high on the
public agenda for political, business and academic communities. Given
all this attention, it is surprising that there is so little agreement on the
definition of the central concept. To paraphrase the oft-quoted judicial
comment on the subject of obscenity, it appears that, while we may not
be able to define it, we all know regulation when we see it! The following
compendium of definitions — some more rigorous attempts than
others — indicates the difficulty of attempting to define “‘regulation™:

 Regulation . . . is any constraint imposed upon the normal freedom
of individuals by the legitimate activity of government.?

« Economic regulation [is] the imposition of rules by a government,
backed by the use of penalties, that are intended specifically to modify
the economic behaviour of individuals and firms in the private sector.?

« Regulation, if defined in the broadest possible way, could include
virtually everything which the government undertakes, since most of
what the federal government does provides benefits and imposes
restrictions. Thus in the large sense, grant programs, research and
development programs, tax code provisions, and the numerous bene-
fits which the government provides for individuals have regulatory
aspects.4
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* Regulation, in the broadest sense is the essential function of govern-
ment. Indeed, taxation and expenditures, the other two principal
instrumentalities, can be thought of as special cases of regulation
. . . . From this perspective, to examine government regulation is to
examine the role and function of government itself — no small task!’

* Economic regulation . . . is the imposition of rules intended to
modify economic behaviour significantly, which is backed up by the
authority of the state.®

« Regulation is the public administrative policing of a private activity
with respect to a rule prescribed in the public interest.”

» Regulation is a process consisting of the intentional restriction of a
subject’s choice of activity, by an entity not directly party to or
involved in that activity.®

+ Regulation exists to affect the relationships in and results of private
markets.®

* Regulation involves the . . . direct and coercive use of power over
citizens. !0

* Regulation attempts to restrict people’s behaviour . . . .!1

» Regulation refers to “‘governmental legislation or agency rules, having
the forces in law, issued for the purpose of altering or controlling the
manner in which private and public enterprises conduct their opera-
tions. Economic regulation generally refers to the control of entry of
individual firms into particular lines of business and the setting of
prices that may be charged. In certain situations, it includes the
specification of standards of service the firms can offer. 2

* By economic regulation we mean public intervention by way of non-
market controls in a mixed but primarily market-oriented economy.
More specifically . . . economic regulation [entails] a governmental
role in the setting of prices for goods and services, in determining the
entry of particular entities into particular economic activities and in
fixing standards of service and ensuring that they are met by the
regulated.!?

» Regulation is what regulators do. (Anon., timeless)

As this list amply demonstrates, there is, in the various attempts to
define “‘regulation,” a confusing mix of intentions, consequences,
objectives, tools, processes and targets. Our purpose in highlighting the
tremendous conceptual confusion is not to bewilder those attempting to
grapple with the subject of regulation — or, conversely, to excite the
evangelical exegetes who would obviously have a field day with analysts
working in a “‘conceptual quagmire.”'* Given the confusion, one can
sympathize with those who choose simply to plunge ahead without a
“serious effort” to define the subject matter of their research.!S While
there is no necessity for this research to undertake what so many others
have failed to accomplish, namely enunciate a definition of regulation
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that could win widespread acceptance, nevertheless, an attempt must be
made to stipulate the subject matter of the study. This is necessary not
only to provide a focus for the study and to establish its boundaries but,
even more importantly, to underline the specific public policy problems
within the Commission’s mandate which the research and the analysis of
alternative responses seek to address.

For our purposes, economic regulation has the following central
characteristics. First, it involves a government role in restricting or
restraining the behaviour, i.e., the choices, of individuals or firms.
Second, although the process of economic regulation can involve almost
the totality of governmental instruments from moral persuasion to sub-
sidies to taxes to public ownership, there is, at the heart of regulation
what Lowi emphasized, namely, the coercive power of the state. In other
words, regulation is most closely associated with government by “com-
mand and control” rather than by incentive. The third characteristic of
economic regulation, for our purposes, is the focus on economic
behaviour. Economic behaviour can be viewed broadly but, for our
purposes, we will limit it to three specific areas: entry into (and exit from)
a specific economic activity; prices (fares, tariffs, rates) to be charged:
and conditions (standards) governing relations between regulated firms
and those who purchase from them.'¢ Of these three forms of behaviour,
we consider the first two to be the most significant. Some degree or some
variant of entry and/or price control are what we see as being the neces-
sary conditions for an activity to be defined as economic regulation.

There are several points that need to be emphasized in this “non-
definition” of economic regulation. In the first place, unlike some of the
examples cited, we do not confine the universe of economic regulation to
private sector firms or businesses; in an economic system in which Air
Canada, Canadian National Railways, Canadian Broadcasting Corpora-
tion and Atomic Energy of Canada (not to mention equivalent provincial
examples) are central economic actors, and subject to what we have
defined as economic regulation, to do so would significantly distort
reality. Secondly, like many others, although we emphasize govern-
mental restraints or controls on the behaviour of actors as central to our
definition of economic regulation, we are not implying that such actors
automatically object to such a governmental role. Whatever the limita-
tions of the predictive or universal explanatory theories of Stigler and
others, there are too many examples of firms embracing economic
regulation for such an implication to be valid. Thirdly, we do not link our
definition with a specific form of government organization, i.e., the
independent regulatory agency. Long before the first independent
agency was created, governments were involved in economic regulation.
The regime of “6 & 5,” and now ““4,” which was imposed by govern-
mental fiat over firms subject to regulation by such agencies, also
cautions us against an unthinking linkage between a governmental
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activity and a governmental form. Despite that caveat, this report will
concentrate on economic regulation involving independent agencies
because there is a strong correlation between these two features, i.e.,
economic regulation by independent agency, and the growth of inter-
governmental conflict. Finally, in our definition there is no automatic
linkage between economic regulation and a specific function or objec-
tive. Mitnick, for example, in the sixth definition cited above (note 7),
links regulation to the purpose of policing economic activity. In our view,
although it is correct to contend that some regulation at some specific
time was essentially a policing activity, nevertheless, to limit regulation
to such a purpose imposes a conception of economic regulation far too
static to find support in the historical record. That record clearly estab-
lishes that the proponents of regulation have deemed it to be both a
dynamic and a multifunctional instrument of governance. An apprecia-
tion of this perspective is so fundamental to this research that the next
section expands on it and explains its significance.

We must emphasize that, in our discussion of the employment of
economic regulation as a multifunctional instrument, there is no
assumption of the appropriateness or inappropriateness of such use. In
other words, we make no normative judgment about the use of economic
regulation in specific instances; ours is a more neutral exercise that
seeks simply to establish how regulation has, over time, been used, and
to discover its political consequences. Whether or not economic regula-
tion should be used for such purposes is a question that we leave to the
concluding chapter, where we discuss some of the costs and benefits
associated with the various uses as well as some of the alternative
responses to ameliorate the intergovernmental conflicts that we contend
have been caused by such uses.

The Multifunctional Nature of Regulation

As we have just indicated, there is in some of the literature an assump-
tion that economic regulation as an instrument of government has a fairly
narrow and specific function or purpose, i.e., to police specific economic
activities. By policing, analysts mean that the purpose of economic
regulation is to ensure that the behaviour of regulated firms is confined to
arestricted range of choices that society has deemed, usually via legisla-
tion, to be socially acceptable. Anything outside this range of choices is
considered to be unacceptable behaviour and, as part of the policing role
of regulation, regulators are empowered to order remedial action in the
event that a regulated entity engages in proscribed behaviour.

Itis our contention that limiting the function of economic regulation to
policing is, for several reasons, unjustified. In the first place, there is
nothing in any definition or conception of economic regulation that
logically requires its function to be so restricted. Secondly, some of the
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criticism directed at individual regulatory agencies, as well as some of
the theories developed to explain regulatory behaviour, have been predi-
cated on the questionable assumption that policing is the regulatory
function when, in fact, the agencies in question may be performing
distinctly different functions that have been assigned to them. To cite a
specific example, analysts should not automatically be surprised or
shocked when airline regulators, rather than performing the function
imputed by the analyst, attempt to protect the regulated firms from
adverse economic forces. Most importantly, we believe that to concen-
trate on the policing function ignores what many have recognized and
acted upon, namely, that economic regulation can be employed for a
variety of ends or objectives. Indeed, it is our contention that economic
regulation has proven to be multifunctional which accounts, in very
large measure, for its attractiveness for some as a primary instrument by
which governments seek to influence, direct and control economic, and
consequently social, behaviour of firms and individuals.

Historically, the function of economic regulation has been both nega-
tive and proscriptive as well as positive and prescriptive. In addition to
being a policing tool, it has been employed as a promoting and/or a
planning tool. We have already described policing as having the objec-
tive of controlling what regulated firms could not do, hence its “nega-
tive” character. Regulation as promoting entails protecting or enhancing
the economic well-being of the entities subject to regulatory control. If
policing regulation is normally associated with natural monopoly or
public utility types of regulation, promoting regulation is most common
where entry into the industry, as in airlines and trucking, is licensed by
the regulator. It should be emphasized that, just as with policing regula-
tion where we make no automatic assumption that it is effective and
socially beneficial, i.e., the regulator is not “captured” by the regulated,
so also with promotional regulation, we do not assume that enhancing
the health of the regulated via “producer protection” is socially bene-
ficial. Such regulation, as many of its critics correctly contend, may
simply be a means by which political authorities impose costs on, and
transfer benefits to, various parties. On the other hand, particularly, but
not necessarily, where there is a public enterprise involved, e.g., Air
Canada, regulation may be used to play a putatively socially beneficial
role by promoting a healthy airline. This, of course, is dependent on
what constitutes “healthy” and an assessment of the costs and benefits
of alternative instruments for attaining such a state.

Planning involves a much more ambitious, positive role for economic
regulation. Regulation as planning involves a public role via a mix of
entry and price controls as well as standard-setting in dictating objec-
tives not only for regulated entities, but also for regulated sectors or
industries as a whole, in establishing priorities among various objec-
tives, assigning them weights, assigning responsibilities to individual
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entities for the attainment of specific objectives, coordinating their
activities where necessary, and, as required, resolving disputes within
the regulated sector.

It should be emphasized that the three different functions we have
distinguished are not mutually exclusive. Furthermore, although we
emphasize a developmental approach, there is no suggestion that with
the emergence of a new function, the preceding role is terminated. In
fact, both promotional and planning regulation are premised on policing
regulation. The following example will serve to illustrate.

Broadcasting regulation in Canada provides a classic example of
regulation as planning. Successive governments have established a
broad-gauged set of public goals that both public and private broadcast-
ers as participants in ‘“‘a single system” are expected to attain. To do so,
individual radio stations, for example, are assigned certain musical
formats, i.e., roles, and they are protected to a certain extent via
licensing, actually non-licensing, of potential competitors in their ter-
ritory. Their licence, and concomitant protection, is presumably con-
tingent on their attainment of public as well as private goals. Regular
licence renewals offer opportunity for periodic evaluations of their per-
formance. If a station does not live up to the conditions of its licence, or,
alternatively, violates those conditions, as in the recent case of the
Quebec City licensee, then the regulator can use its policing power to
punish the regulated as it deems appropriate.

In addition to the ‘“‘positive-negative’” dimension, it is worth noting
two other general characteristics by which the different functions of
economic regulation can be distinguished. One pertains to the “deci-
sional processes” usually associated with individual functions.!” The
other involves the scope of each regulatory function.

Policing regulation decision making is characterized by two basic
attributes. One is its reactive nature. This feature is best captured by a
statement from a 1919 decision of the Board of Railway Commissioners:
“Where a regulative tribunal’s jurisdiction comes, as it has always done,
after the development of a rate situation, the function of that tribunal is
to regulate, not to initiate.”'® As recently as 1966, the same board’s
successor emphasized that *“ . . . regulation is and must be to a large
degree ex post facto.”'” The second characteristic associated with polic-
ing regulation decision making is its remedial or corrective character.
Policing regulation was designed either to prevent unacceptable
behaviour from occurring by such means as rate-setting or by requiring
that specific actions be stopped and to correct grievances associated
with regulated entities’ conduct after they arose.

Promoting and planning regulation are less likely to embody reactive,
remedial decision making. For its part, regulation as promotion is associ-
ated with a more activist gatekeeper role and, consequently, the reg-
ulator has more of an initiating role, especially vis-a-vis parties which
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may threaten the “health” of firms already regulated. As a concomitant
of the responsibility to oversee the health, decision making for a promot-
ing regulator is characterized less by grievance settling and more by
generalized problem solving. Planning regulation involves an even
greater movement away from reactive, remedial activity. It is far more
likely to initiate regulatory activities and responses than the other reg-
ulatory roles. Similarly, its decision making will entail much more gener-
alized, broader, problem-solving, policy-oriented activity.

The second general characteristic which can be employed to dis-
tinguish the different functions of economic regulation pertains to their
respective scope. The scope of policing regulation is much more nar-
rowly confined than that of promoting and especially planning regula-
tion. One useful approach to conceptualizing and organizing a com-
parison of the scope of the three regulatory functions is found in the
economic concepts of market structure, conduct/behaviour and perfor-
mance.2? By market structure we mean that the following aspects of
economic activity may be regulated:

+ entry and exit from sector;

« number of firms in sector;

* size of firms;

 product differentiation;

« vertical integration; and

« product diversity (“conglomerateness”).?!

By market behaviour or conduct, for our purposes, we include:

* pricing;

e costing;

* plant investment;

» advertising;

« employee relations;

 share transactions;

« customer relations;

+ quality of service;

» environmental and safety protection;
 depreciation;

+ corporate structure and relationships; and
» accounting practices.

Although there are some significant differences and changes in our use of
the concepts of structure and conduct compared to the conventional
usage of economists, the greatest departure involves the “performance”
component. For economists, the concept of “performance” usually
involves a “‘normative appraisal of the social quality of the allocation of
resources. . . .” There is, for economists, a concern for evaluating
performance against a set of standards or criteria for what constitutes

8 Chapter 1



“good performance.”?? For our purposes, the normative connotations
of performance are both inappropriate and unnecessary. Our concern is
with variations in the scope of the objectives or goals associated with the
three different regulatory functions of policing, promoting and planning.
A few examples may clarify the distinction:

Transportation Prior to 1967, the primary statutory objectives, as
found in the Railway Act for the regulation of railway rates, were to
ensure that rates were “‘just and reasonable” and that railways did not
engage in “‘unjust discrimination™ or “‘undue preference.”?3

In 1967, the declared objectives of transportation regulation, including
railways, were to provide for “an economic, efficient and adequate
transportation system. . . ”Although railway rate regulation was ended
for the most part, provision was made to ensure that individual Aldid not
“prejudicially affect the public interest.”?4

Although the amendments were never enacted, for our purposes it is
instructive to note that, in 1977, the federal government proposed that
the existing policy objectives be replaced by the following statement:

It is hereby declared that the objective of the transportation policy for
Canada is to achieve a transportation system that
a) is efficient,
b) is an effective instrument of support for the achievement of national
and regional social and economic objectives, and

¢) provides accessibility and equity for users. . . . 25

Energy Prior to 1959, there was no statutory statement of standards,
criteria or objectives governing the licensing of pipelines. The regulatory
agency, the Board of Transport Commissioners, was authorized to “have
regard to all considerations that appear to it, to be relevant . . . to a
public interest.”26

After 1959, the National Energy Board was required, prior to issuing a
licence for a pipeline, to ensure that the pipeline satisfied *“present and
future public convenience and necessity.” In so doing, the board was
instructed to take the following into consideration:

+ the availability of oil or gas to the pipeline;

+ the existence of markets, actual or potential;

* the economic feasibility of the pipeline;

* the financial responsibility and financial structure of the applicant, the
methods of financing the line and the extent to which Canadians will
have an opportunity of participating in the financing, engineering and
construction of the line; and

* any public interest that in the Board’s opinion may be affected by the
granting or the refusing of the application.??
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Broadcasting Prior to 1967, there was no statutory statement of
objectives governing Canadian broadcasting regulation. The closest
approximation was found in a provision of the Broadcasting Act of 1936,
which authorized the Canadian Broadcasting Corporation, then the
regulator of private stations, to make regulations inter alia “to control
the character of any and all programs broadcast by Corporation or
private stations” and “to promote and ensure the greater use of Cana-
dian talent by Corporation and private stations. . . .”’28

After 1967, the Broadcasting Act contained the following statement of

policy:

It is hereby declared that:

a) broadcasting undertakings in Canada make use of radio frequencies
that are public property and such undertakings constitute a single
system, herein referred to as the Canadian broadcasting system, com-
prising public and private elements;

b) the Canadian broadcasting system should be effectively owned and
controlled by Canadians so as to safeguard, enrich and strengthen the
cultural, political, social and economic fabric of Canada;

¢) all persons licensed to carry on broadcasting undertakings have a
responsibility for programs they broadcast but the right to freedom of
expression and the right of persons to receive is unquestioned;

d) the programming provided by the Canadian broadcasting system
should be varied and comprehensive and should provide reasonable,
balanced opportunity for the expression of differing views on matters
of public concern, and the programming provided by each broadcaster
should be of high standard, using predominantly Canadian creative
and other resources;

e) all Canadians are entitled to broadcasting service in English and
French as public funds become available;

f) there should be provided, through a corporation established by Parlia-
ment for the purpose, a national broadcasting service that is predomi-
nantly Canadian in content and character;

g) the national broadcasting services should
i) be a balanced service of information, enlightenment and enter-

tainment for people of different ages, interests and tastes covering
the whole range of programming in fair proportion,

ii) be extended to all parts of Canada, as public funds become avail-
able,

iii) be in English and French, serving the special needs of geographic
regions, and actively contributing to the flow and exchange of
cultural and regional information and entertainment, and

iv) contribute to the development of national unity and provide for a
continuing expression of Canadian identity;

h) where any conflict arises between the objectives of the national broad-
casting service and the interests of the private element of the Canadian
broadcasting system, it shall be resolved in the public interest but
paramount consideration shall be given to the objectives of the
national broadcasting service;
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i)

J)

Telecommunications

facilities should be provided within the Canadian broadcasting system
for educational broadcasting; and

the regulation and supervision of the Canadian broadcasting system
should be flexible and readily adaptable to scientific and technical
advances;

and that the objectives of broadcasting policy for Canada enunciated
in this section can best be achieved by providing for the regulation and
supervision of the Canadian broadcasting system by a single indepen-
dent public authority.29

Starting in 1906, the statutory objectives of tele-

phone regulation were identical to those for the railways at the time,
specifically, to ensure that rates were just and reasonable and that
telephone companies under federal jurisdiction did not engage in unjust
discrimination or undue preference.

In 1978, the federal government proposed a new statement of telecom-
munications objectives. The following are those applicable to telephone
companies:

a)

)

d)

n)

0)

p)

q)

efficient telecommunication systems are essential to the sovereignty
and integrity of Canada, and telecommunications services and pro-
duction resources should be developed and administered so as to
safeguard, enrich and strengthen the cultural, political, social and
economic fabric of Canada;

all Canadian are entitled, subject to technologies and economic limita-
tions, to reliable telecommunication services making the best use of
all available modes, resources and facilities, taking into account
regional and provincial needs and priorities;

telecommunication links within and among all parts of Canada should
be strengthened, and Canadian facilities should be used to the greatest
extent feasible for the carriage of telecommunications within Canada

and between Canada and other countries;
k* %k ¥k
telecommunication systems and services in Canada . . . other than the

broadcasting undertakings referred to in paragraph (e) should be effec-
tively subject to Canadian control through ownership or regulation;
the rates charged by telecommunications carriers for telecommunica-
tion facilities and services should be just and reasonable and should
not unduly discriminate against any person or group;

innovation and research in all aspects of telecommunications should
be promoted in order to improve Canadian telecommunication sys-
tems and to strengthen the Canadian industries engaged in the produc-
tion of broadcast programming and the manufacture of telecom-
munication systems and equipment; and

the regulation of all aspects of telecommunications in Canada should
be flexible and readily adaptable to cultural, social and economic
change and to scientific and technological advances, and should
ensure a proper balance between the interests of the public at large and
the legitimate revenue requirements of the telecommunication indus-
try.30
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As these examples demonstrate, regulation as an instrument of govern-
ment has not been confined to a narrow range of objectives. To the
contrary, it has been employed to pursue almost any public policy goal
imaginable.

For analytical purposes, this diversity does not permit an easy classi-
fication of regulatory goals. One approach that offers some utility,
although it does not answer all the problems, is to distinguish between
endogenous and exogenous objectives or goals. The former pertain to
issues or aspects relating to the participants within an industrial sector,
including relationships between buyers and sellers, while the latter
relate to the employment or application of the industry for the attain-
ment of other objectives. In the field of transportation, for example,
Studnicki-Gizbert cites the improvement of the functioning of the trans-
port system per se as an endogenous objective while the pursuit, via
transportation policy, of regional or industrial development and inter-
regional or intergroup income distribution are classified as objectives
exogenous to transport.3!

Our purpose in introducing the endogenous/exogenous distinction,
which, it must be emphasized, is best understood as a continuum rather
than as a dichotomous relationship, is based on the assumption that there
are patterns in the relations among the different functions of regulation.
Policing regulation is normally associated with fairly narrow, circum-
scribed, endogenous objectives whereas regulation as promoting and
especially as planning entails a broadening of such objectives to include
exogenous objectives. In the transportation or telecommunications sec-
tors, for example, policing regulation would be expected to act as a
surrogate for a competitive marketplace so as to restrict monopoly
providers of a service from extracting monopoly or excessive profits.
More ambitious but still policing regulation in those sectors, would seek
to satisfy broader endogenous objectives such as regulating to ensure
efficient provision of services. Planning regulation in such sectors, by
way of contrast, entails a much broader set of objectives. Although such
regulation would continue to be an instrument for the pursuit of endo-
genous goals, these would be supplemented and, possibly, reduced in
priority by exogenous objectives such as regulating the industry in
question in order to use it for the attainment of other goals such as
regional development, national unity or technological sovereignty.

A summary method of integrating, for comparative purposes, the
preceding discussion about the multifunctional use of economic regula-
tion as measured by changes in the regulatory scope is offered by the
following matrix:

We believe that employment of such a matrix permits a comparison,
both over time and across agencies, of the employment by governments
of economic regulation as a tool or instrument of government control and
influence in specific sectors of the economy. In brief, it is our contention
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FIGURE 1-1 Scope of Regulation

Structure Conduct Objective

Policing

Promoting

Function of Regulation

Planning

that the three functions for which regulation has been employed are
distinguishable in terms of the patterned relationships in the three mea-
sures of regulatory scope. Policing regulation, which is traditionally
associated with natural monopolies and public utilities, has little con-
cern for industry structure (normally this is taken for granted), concen-
trates on a limited range of firm behaviour and has minimalist, almost
exclusively endogenous, policy objectives. Planning regulation, which
is the other polar type, focusses explicitly on structural issues, subjects a
considerably broadened range of industrial behaviour or conduct to
regulatory control and pursues a much more complex set of objectives,
including a mix of both endogenous and exogenous goals.

The Politics of Economic Regulation: The Argument

Thus far we have set out our definition of economic regulation and three
analytical distinctions to characterize the multifunctional nature of such
regulation as it has been employed. What needs to be established is the
significance of the preceding to the concerns of the Royal Commission
and, in particular, to those pertaining to the politics of economic policy
making. We believe one can accomplish this easily, and we will do so in
two respects. In the first place, we will identify what we believe to be the
more salient implications of the evolution of the multifunctional
character of economic regulation for the politics of regulation. Secondly,
and central to the basic purpose of this research, we will identify the

consequences of intergovernmental politics. ‘
Prior to undertaking these tasks, it should be emphasized that this

study does not attempt a comprehensive analysis of the politics of
regulation. In particular, it does not seek to identify the sources of
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demands and pressures for changes in the function of economic regula-
tion or to analyze the political processes that lead to any changes.
Consequently, the study makes no assumptions, for example, about
whether federal planning regulation was a response to either particular
business or provincial demands or was generated within the federal
government and imposed on other actors. Although we believe it to be
important to undertake such an analysis, this study takes such prior
political activity for granted.>?> Our concern is for the political con-
sequences, particularly as they pertain to intergovernmental relations,
of changes in the regulatory function.

Policy Determines Politics

A basic premise for this analysis is one increasingly common to policy
analysis. Its most noted exponent is Theodore Lowi who contends that
“policy determines politics.”33 It is our contention that if we equate the
individual regulatory functions with a unique, or at least distinguishable,
policy, then changes in the regulatory function cause profound changes
in the politics of regulation.

From our perspective, given the definition of economic regulation
advanced here, the underlying concern is its employment by govern-
ment to influence or control corporate economic decision making. Con-
sequently, the main criterion for distinguishing the three regulatory
functions is the degree of corporate autonomy or, conversely, govern-
ment control over corporate decision making associated with each func-
tion. Furthermore, we are most concerned about the degree of autonomy
corporate decision makers are permitted in order to establish corporate
goals and to make the strategic decisions necessary for their attainment.
One approach for analyzing the degree of autonomy involves a distinc-
tion between the rules and the goals or outcomes for economic decision
making. In our view, policing regulation focusses primarily on rules and
far less so on outcomes, whereas the promoting and, especially, planning
variants emphasize outcomes to a much greater extent, i.e., directing
economic activities toward publicly determined outcomes or objectives.

When we employ the distinction between rules and outcomes, polic-
ing regulation entails a role for the regulatory authority in supervising
relations between buyers and sellers of the goods or services of the
regulated firm. The focus is primarily on establishing rules and ensuring
that corporate behaviour respects these rules. Promoting regulation,
however, entails not solely supervising the relations but in some respects
managing the relations not only between individual firms and their
customers, but also between and among firms in the same sector. The
regulatory ambit expands to include not only rules for behaviour, but
also a publicly determined outcome. Planning regulation involves all of
the preceding but, in addition, entails a significant shift in emphasis
toward establishing goals with a secondary emphasis on rules.
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To return to our concern for relating the individual regulatory function
to the degree of autonomy for corporate decision making, in policing
regulation, regulated firms play the primary role in setting corporate
goals and the related strategies for the development of their firms.
Obviously, regulatory authorities may influence firm decisions, but they
do not do so directly, except to prohibit both certain goals and specified
forms of corporate behaviour. Within accepted behavioural boundaries,
management prerogatives are paramount. In promoting regulation, firms
and government are more integrated and closely linked in establishing
goals and in directing both individual firms and specific industries such
as trucking, airlines or broadcasting. It may be useful to make a distinc-
tion between two broad but nevertheless identifiable types of promoting
regulation. The first can be labelled private-interest promoting regulation,
which is characterized by the dominance of private sector interests over
public interests. Under this form of regulation, which is closely linked
with the various “capture” or “producer protection” theories, govern-
ment regulation is employed to promote the interests of regulated private
firms by protecting them from competition. Trucking regulation and, in
the United States, airline regulation are excellent examples of this type
of regulation. The second type is public-interest promoting regulation, in
which public goals play a greater role, and some variant of the public
interest may be dominant, in that government will use regulation to
promote the economic well-being of a firm designated to be a chosen
instrument. Usually, but not exclusively, the chosen instrument whose
interests are being promoted will be a Crown corporation. Airline regula-
tion in Canada from 1938 until 1964 exemplifies this form of promotional
regulation.

In a planning regulatory regime, management prerogatives are sub-
stantially constrained, inasmuch as government emerges as the primary
goal setter. With regulation employed as a planning instrument, there is a
significant shift in the power to make strategic choices or decisions from
corporate decision makers to regulatory authorities. The shift, of
course, is relative, not absolute. Its significance for our purposes is
derived from the fact that regulated firms not only lose some decision-
making autonomy, they must, correspondingly, place a greater emphasis
on seeking to influence or constrain public sector goal and strategy
selection.

Although the distinction is somewhat overdrawn, from this perspec-
tive, policing and planning regulation are polar types (with promoting
regulation, depending on the particular variant, falling somewhere in
between) with respect to the degree of corporate autonomy/public con-
trol over corporate decision making. Policing regulation typifies firm-led
or firm-dominant economic decision making, whereas the latter typifies
state-led or state-dominant economic decision making.3* For our pur-
poses, the significance of a distinction such as this is the implication of a
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move from policing to planning regulation with respect to political
intervention in the economy. Such a move means greater or enhanced
employment of regulation as an instrument for political intervention in
the economy, to shape and direct the ends of economic activity. Equally
important is the obvious conclusion that an enhanced political role in the
allocation of resources and in directing the production and distribution
of goods and services means, by definition, a greater political role in
determining winners and losers in economic activity. This fact, com-
bined with a recognition that the sectors most commonly subject to
economic regulation are those such as transportation, energy and com-
munications, i.e., sectors involving the infrastructure of an economy
with widespread economic and social ramifications, accounts in very
large measure for the degree of political salience of the political process
and institutions involved in regulatory decision making.

Our basic proposition is that changes in function of regulation result in
changes in the politics of regulation. This is not to suggest, of course,
that changes in the functions of regulation explain everything about the
politics of regulation, but simply that they do account for some impor-
tant aspects. Our contention is that there are distinctive patterns to the
political processes and relationships associated with each of the regula-
tory functions. In particular, we believe it useful to focus on two specific
dimensions of these political patterns in order to appreciate how changes
in the regulatory function impact on the politics of regulation. One is
the cast of characters in the process; the second is the interrelationships
between regulatory processes and the regulatory arena and other
political processes and forums. Let us now look at each of these in turn.

There is a relationship between the individual regulatory functions
and the range and diversity of the actors or interests represented in the
regulatory process. One method of characterizing this relationship is
through the use of a restricted/broadened continuum. Participation in
policing regulation is fairly restricted inasmuch as the participants are
usually confined to those directly affected by regulatory decisions, i.e.,
the regulated firm and its customers. It should be noted, however, that
the latter may be typically represented by a group or collective organiza-
tion such as shippers’ organizations and boards of trade in the case of
railway shippers, and municipalities in the case of telephone subscribers.?>

The pattern of interest representation in planning regulation, on the
other hand, is considerably broadened and far more inclusive. This is, of
course, a direct reflection of our argument that a shift from policing to
planning regulation increases the political salience of regulatory issues,
and, consequently, wider representation reflects the expanded ramifica-
tions of regulatory decisions. More actors or interests want to be repre-
sented because important decisions impacting on their well-being are
being made or affected by regulatory authorities.
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The changing function of regulation broadens interest representation
for a number of reasons. In the first place, under policing regulation,
interest representation is performed largely by omnibus, umbrella-type
groups or organizations; with planning regulation, interests become
more differentiated and less aggregated. This occurs because omnibus
groups no longer find themselves able to reflect effectively the diversity
of interests now affected by the differential impact of regulatory deci-
sions. In the case of telephone regulation, for example, there has been an
emergence of a wide variety of residential consumer groups representing
the middle class, those under the poverty line and native users, to
mention three, as well as groups representing the diversity of business
subscribers such as small and large businesses, hospitals, hotels and
universities. A related, but distinct, aspect of interest disaggregation
pertains to the regulated firm itself. Under policing regulation and,
particularly, promoting regulation, there may be a coincidence of inter-
ests for both management and labour resulting from the ability, in the
case of the former, to pass on labour costs automatically or, in the latter
case, to attain job security via anticompetitive entry restrictions. This
coincidence of interests may be undermined in a regime of planning
regulation. Consequently, labour may no longer perceive its interests as
being adequately represented by management spokesmen, and it will
choose to participate directly.

The second basic cause of broadened interest representation is
obvious. Interests not previously affected by regulatory decisions, or
which did not perceive themselves to be, may now find that with a shift in
the regulatory function toward planning, their well-being is directly
affected by what takes place in the regulatory arena. Consequently,
existing but previously unrepresented interested parties, acting to pro-
tect or further their welfare, insist on being represented and on taking an
active role in regulatory proceedings. Alternatively, hitherto unor-
ganized, perhaps diffuse, interests may form into interest groups which
seek representation in those proceedings. Transport 2000, organized to
represent railway passengers, is an example of such an interest group.

There is a third source of broadened participation in regulatory deci-
sion making caused by changes in the regulatory function. That source is
the public sector itself. As the regulatory function changes and, con-
comitantly, regulatory authorities take on greater prominence as a deci-
sion-making force, so other units of government may seek direct repre-
sentation in order to protect policy objectives or bureaucratic and
clientele interests which they now perceive to be threatened by reg-
ulatory action. Alternatively, regulatory arenas may take on prominence
if governments choose to place greater priority on attaining their goals
through the employment of regulatory instruments. This may encourage
individual governmental units to pursue a role in the regulatory arena in
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order to further their objectives and interests or those of their clients or
constituents.

The preceding argument, i.e., that changes in the regulatory function
account for changes in the patterns of interest representation, is not
meant to suggest that such changes are the sole cause. There is too much
evidence that, even without an alteration in the regulatory function,
more interests are seeking representation in the regulatory process. Our
contention is, simply, that there is a direct causal link between changes
in the regulatory function and broadened interest representation, but
that other forces are at work accounting for such a deveiopment when
the regulatory function does not change.

The significance of changes in patterns of interest representation is not
in the expanded numbers of participants in the regulatory process, but in
the impact of broadened representation on the politics of regulation. The
most immediate impact is the potential cumulative effect on representa-
tion. As more groups participate in the regulatory process and make
demands on regulators, other affected parties become aware of the
importance of regulation and their actual or potential stake in the pro-
cess. In brief, broadened representation serves to increase the political
salience of regulation as an instrument of government.

One important aspect of this is that it may lead to demands for “no
regulation without representation’ on the grounds that, for regulatory
decision making to have legitimacy, all affected parties must be repre-
sented.?¢ One consequence of such demands is that, depending on the
regulatory arena, conflicts can ensue over which interests are entitled to
“standing,” i.e., the right to be represented and to be heard. Even more
important, given traditional concerns that there is an unequal distribu-
tion of resources in many regulatory processes (which can undermine
the value of representation), conflicts can arise over mechanisms and
procedures for representation, particularly of more diffuse, less orga-
nized interests. Debates over the creation of consumer-advocacy offices
within governments and decisions to “tax’ regulated firms to support
interest representation iliustrate such conflicts. In 1979, for example, the
Canadian Radio-television and Telecommunications Commission
(CRTC), in one of its first acts as regulator of telecommunications,
announced that it was reversing a decision of its predecessor, the Cana-
dian Transport Commission (CTC), and would award “costs’ in certain
circumstances to intervenors who ‘“participated in a responsible way”
and “contributed to a better understanding of the issues by the Commis-
sion.”37 An associated aspect of such a development is that govern-
ments or specific units of government may, for a variety of motives (such
as to ensure balance or to seek allies), encourage, financially and other-
wise, the formation of interest groups which subsequently seek to be
represented in regulatory proceedings.
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Perhaps the most significant impact of broadened representation
involves the nature of conflict resolution over regulatory matters. Inter-
ested parties in regulatory decision making do not simply want a hearing;
they want to be heard. More specifically, they want their views and their
interests to be reflected in regulatory decisions, especially in matters
where decision makers seem to be showing favouritism to particular
interests, usually the regulated firms. Our contention is that broadened
representation, which arises from changes in the function of regulation,
makes the process of accommodation and the resolution of conflicts
more difficult.

This contention runs counter to one of the more dominant views about
the politics of regulation and, accordingly, requires some development.
The view in question is Theodore Lowi’s and is based on his definition of
the “‘regulatory policy type.” According to Lowi, regulatory policies are
different from distributive and redistributive policies inasmuch as reg-
ulatory policies involve “a direct choice as to who will be indulged and
who deprived.”38 In essence, Lowi is arguing that regulatory policies
have a substantial zero-sum element to them. His examples — a single
television channel and an overseas air route — characterize zero-sum
decisions in that there can be only one winner; all other applicants must
lose. In our view, Lowi’s concept of regulation is misleading because it is
far too narrow and one-dimensional. He fails to make a distinction
between what we have labelled promoting regulation and the other two
functions, i.e., policing and planning. We would argue that policing
regulation was, and is, decidedly not zero-sum in its nature. From the
outset, although policing regulation was premised on a largely bipolar
conflict, the role of regulators as policemen was to balance the interests
of both participants, the regulated firm and its customers. The require-
ment, for example, that rates or prices be “just and reasonable” was
meant to apply to both parties. This did not mean that in regulatory
conflicts involving the policing function there were not winners and
losers but that it was not a simple either/or situation. Under promoting
regulation, with the broadening of the scope of regulation to cover
industry structure and designating the regulator to be guardian of the
gates (granting licences for television channels and air routes), regula-
tion most decidedly came to possess a zero-sum element. Moreover, the
“zero-sum-ness’’ may increase with the move to regulation as planning if
the public decision maker is confined, as is an independent regulatory
agency, in its decision-making resources.

The zero-sum character of regulation may increase because of the
broadened representation and concomitant growth in conflicting
demands combined with the regulatory tools to satisfy those demands.
It will be recalled that in our definition of economic regulation, we
limited it to three specific areas of economic behaviour, namely entry,
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price and associated standards of service. The three tools, consequently,
are licensing, rate setting and standard setting. The problem with these
tools is that they are fairly blunt. They may be appropriate for resolving
the essential bipolar conflicts in policing regulation, but it is doubtful
that they have the necessary flexibility for the polycentric conflict reso-
lution associated with the broadened representation characteristic of
planning regulation. Such flexibility is needed to accomplish the bargain-
ing and logrolling required to satisfy a sufficiently broad coalition of
affected parties.

An increase in the zero-sum character of regulatory conflicts can have
profound implications for the politics of regulation. It is generally recog-
nized that the really difficult political problem is not that of distributing
benefits and rewarding winners but of allocating losses and placating
losers.?® Zero-sum political conflicts, by their nature, thus confront
decision makers with the problem of loss allocation. Moreover, if
Thurow’s contention is generally valid, that the “political process is least
capable” of coping with loss allocation, it may be particularly relevant to
the regulatory process. To the extent that regulatory authorities are not
confined exclusively to the role of regulators, but can switch roles and,
consequently, draw on other resources and on other policy instruments,
then the growth of a zero-sum element is not necessarily an intractable
problem. Public authorities who, in addition to their regulatory role, are
prime participants in other political processes involving the imposition
of taxes or the distribution of subsidies, may be able to resolve reg-
ulatory conflicts through their access to, and employment of, these other
policy instruments. To the extent, however, that regulatory decision
makers are restricted in their ability to confront the problem of loss
allocation, then the losers in the regulatory process are faced with two
choices. They can accept their losses, thus resolving any problems, or
they can seek redress from other decision makers in other decision-
making arenas. To do the latter is to effect significant changes in the
patterns of relationships that exist between regulatory authorities and
other public decision makers.

Another way of appreciating how changes in regulatory function
impact on the politics of regulation is to focus on the relationship
between the individual regulatory functions and the linkages between
regulatory processes and arenas and other political processes and
arenas. The changes in the linkages and the functions can be charac-
terized by the use of another continuum with the two poles being
insulated and integrated. It should be noted that, unlike the changes
discussed in the preceding section, a movement from an insulated to an
integrated process is conditional in the first instance upon the creation of
a specialized regulatory institution. The distinction being drawn is not
applicable when the actors playing a regulatory role are, simultaneously,
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occupants of other political roles in other institutions such as legislatures
or government departments.

Typical policing regulation is associated with a political process that is
largely, but obviously not totally, insulated from other political pro-
cesses. In part, insulation is derived from, and dependent upon, the
regulators’ claim to a special or unique form of institutional competence
vis-a-vis other public institutions. Thus, one of the major arguments
advanced to justify hiving off the regulatory function for railways from
cabinet in 1903 was the need for an impartial grievance-settling body
which cabinet, as a partisan body, could not be. Simultaneously, the
decision not to place this function in the hands of the judiciary to satisfy
the impartial condition was defended on the grounds that the courts
lacked the economic training necessary for the responsibility.#? The
irony of this argument was the fact that, in seeking to buttress the
insulation of the regulatory authorities, the federal government at least
drew a large proportion of its senior regulatory appointments in the
transportation sector from legal and especially judicial sources.4! A
related tactic conducive to insulation was to emphasize the quasi-judi-
cial role of the regulatory agency by making it a court of record and
giving its members fixed, lengthy terms of office.

Insulation of the regulatory function from other political processes
can also be sought through the legislative mandates conferred on reg-
ulatory authorities. Currie notes, for example, that the first regulatory
agency in Canada, the Board of Railway Commissioners, ‘“‘functioned
only in comparatively narrow fields where its duties can be precisely
defined by parliament or where the determination of what ought to be
done can be fairly clearly arrived at by means of engineering and statis-
tical data.’’42 The regulator can reinforce his insulation by shunning any
broader political conflicts. This can be done by giving a narrow inter-
pretation to the mandate and by emphasizing the importance of prece-
dent in decision making. Jackman, for example, noted that the Board of
Railway Commissioners: '

. . time and again emphasized that it is empowered to deal with transpor-
tation matters only. It refused to order experimental or developmental

rates. . . . The board has refused to change rates to offset the effect of a

tariff, and will not alter rates on the grounds of desirable public policy,

because, it says, parliament is the proper place for such matters.43
Similarly, Darling, in his study of the politics of freight rates, emphasized
the railway commissioners’ strategy of concentrating on specific, nar-
rowly defined issues and how the board fought a continuing battle not to
be drawn into wider political conflicts.4* One measure of “successful”
insulation in the transportation sector, at least for that period which we
would characterize as policing regulation, was the recourse to removal
from the regulatory agency of particular issues. For example, regulation
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of the Crow’s Nest Pass Agreement involving, as it did, immediately
political issues, was removed from the railway regulator in 1925 by order-
in-council and subsequently enshrined in legislation. Another measure
was the periodic recourse to royal commissions to study the “railway”
issue when political conflicts became too heated and appeared to
threaten either the regulatory agency’s capacity or its legitimacy.

As previously mentioned, the insulation of policing regulation was by
no means total. The most obvious linkage between regulatory and other
political decision makers was the ‘“political appeal” mechanism
included in the legislation creating the first regulatory agency. This
mechanism provided for an appeal to the federal cabinet on any matter,
whether of fact or law. Given the open-ended nature of such a provision,
it would appear to undermine much of the preceding argument. We
would disagree. While, on the face of it, the political appeal provision
does seem to erode any substantial barriers between regulatory and
other political decision makers, the record of its usage by the latter
would tend to support our contention. In the first place, the appeal
provision was enacted not, as it would appear, to give the cabinet final
control per se, but rather to insulate the regulatory body from undue
judicial interference. The draftsmen of federal regulatory legislation at
the turn of the century had the U.S. experience as a guide. One critical
aspect of that experience was the use by the railways of the judicial
system to undermine much of the effectiveness of their federal regulator,
the Interstate Commerce Commission. Accordingly, the Canadian
draftsmen sought to give the regulator, and not the courts, the final
determination of facts, and they limited the courts to appeals only on
questions of law and jurisdiction.*> To compensate for the restricted
judicial appeal, the final version of the legislation provided for the
political appeal route.

Secondly, and more importantly, successive cabinets during the polic-
ing era were evidently mindful of the need to defer to the regulatory
authority. As Currie noted, cabinets had a *“strong inclination to support
the judgment of the board.”’4¢ The cabinet itself noted in one of its appeal
decisions:

A practice has grown up not to interfere with an order of the board unless it is
manifest that the board has proceeded upon some wrong principle, or that it
has been otherwise subject to error. Where the matters at issue are questions
of fact depending for their solution upon a mass of conflicting testimony, or
are otherwise such as the board is particularly fitted to determine, it has
been customary, except as aforesaid, not to interfere with the findings of the
board.47

Itis, perhaps, not necessary to dwell unduly on the fact that it was in the
cabinet’s best interests to support the regulator’s decisions. Insulation
served to protect both the regulator and cabinet. To the extent that it
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could “pass the buck” for unpopular political decisions to an
“apolitical,” impartial decision maker, cabinet did not have to bear
political responsibility. The strength of the norm of non-interference is
demonstrated by the fact that from 1904 to 1961, only six appeals, or 8
percent of the total, were accepted by the cabinet.48

Policing regulation was, however, a political function and so could not
be completely insulated from other political processes. Dissatisfied
parties at no time renounced the right to seek redress for decisions from
other political authorities. The history of regulation provides ample
evidence of efforts employing other political processes to overturn what
were perceived to be unacceptable regulatory decisions. That same
history, however, shows that, while not impossible, such results were not
easily attained. One of the reasons for this was the relative insulation of
the regulatory from other political processes. This insulation was a
product of a wide range of forces: the institutional rationale for separate
regulatory decision making, the organizational ethos that developed, the
legislative mandate conferred on the regulators and, finally, an incentive
system that encouraged other decision makers to respect institutional
boundaries.

The shift from policing to promoting and, particularly, planning reg-
ulation had a significant impact on the linkages between regulatory
authorities and other decision makers. Instead of being relatively insu-
lated from such decision makers, regulators found themselves much
more integrated within the larger political process. Instead of being
relatively autonomous, regulators found themselves involved in much
more complex interdependent relationships. While, in some respects,
such interdependencies broadened the scope of their decision-making
authority, they acted concomitantly to reduce regulatory autonomy.

The greater integration of promoting and planning regulation reflected
a number of significant changes in the institutional linkages and roles.
For one thing, a characteristic of both was that other political decision
makers, such as cabinet collectively or individual ministers, normally
reserved certain powers for themselves that, under policing regulation,
were routinely conferred on regulators. In airline regulation after 1944,
for example, the minister of transport, not the regulatory agency, was the
licensing authority. This was also the case in the broadcasting sector
from 1936 to 1968. Secondly, there was a decline in the importance of the
legal profession and specifically the judiciary, as the major source of
senior appointments. More members came from political and bureaucra-
tic backgrounds.*® Thirdly, there was a significant change in the legis-
lative mandate of the regulatory agency. Rather than being confined to
“comparatively narrow fields’ with a fairly precise legislative definition
of responsibilities, promoting and planning regulation has been charac-
terized by open-ended mandates that give not only the vaguest of guid-
ance, but also, in the process, confer considerably enhanced discretion
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on the regulatory decision makers.>° Finally, reflecting the decline or, at
least, the dilution of institutional specialization, planning regulatory
authorities have found that other public organizations are allocated tasks
identical to, or significantly overlapping, theirs. In the energy and com-
munications sectors, for example, not only were the federal departments
created after the regulatory agencies, but they were also given respon-
sibilities identical in some respects to those earlier conferred on the
agencies.>!

Regulatory politics change significantly when the regulatory process
is more integrated into wider political processes. In the first place, given
the decline in institutional specialization, there is no intrinsic argument
favouring deference on the part of other authorities. While the pro-
cedures employed by a regulatory agency may be distinctive, other
political actors, particularly those in public bureaucracies with overlap-
ping mandates, may claim equal, if not better, competence because of
greater staff resources. For its part, the regulatory agency may aid in the
decline of deference by rejecting the role of self-denial in favour of a more
ambitious policy-making role. Alternatively, such a stance may not
represent ambition but simply, to use Downs’ phrase, “territorial sen-
sitivity” to threats, real or imagined, to the jurisdiction of the agency.>2
Whatever the reason, the result is the emergence of a particular variant
of institutional integration, namely bureaucratic competition. Such
competition has profound implications not only for intragovernmental
relations, but also for other participants. In a regime of policing regula-
tion, notwithstanding the political appeal mechanism, the norm was for
the regulator to be the ultimate decision maker within its area of author-
ity. Under planning regulation, decision making may be regarded more
as segmented or sequential. The notion that the regulator is only the first
in a series but not the ultimate decision maker becomes the norm. One
indication of this is the growth in the use of the appeal mechanism,
whether by private petition or by other public authorities acting on their
own initiative. Another is the emergence of “tandem proceedings”
which are characterized by two sets of public decision makers coinci-
dentally grappling with the same set of issues. Whatever the particular
variant, the result is that parties, in a condition of integration, recognize
that they are no longer restricted to a few arenas in the pursuit of their
objectives.

The Intergovernmental Politics
of Economic Regulation: The Hypothesis

In the preceding section, our objective was to sketch the basic argument
that changes in the function of economic regulation cause changes in the
politics of such regulation. More specifically, the argument is that,
central to each of the three functions of regulation, there are variations in
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the degree of autonomy allowed corporate decision makers to set corpo-
rate goals and to establish strategic decisions. Changes in that degree of
autonomy cause changes in the patterns of political processes and
relationships. In particular, we said that there are causal relationships
between the regulatory functions and the range of interests represented
in the regulatory process as well as between those functions and the
linkages between regulatory and other political processes.

Our concern in this report, however, is not with the broad political
consequences of changes in the function of economic regulation, but
with a particular subset of those consequences. We are concerned with
the impact on intergovernmental relations of such changes. In particular,
our purpose is to identify, within the specific scope of this study, the
significance of the intergovernmental politics of economic regulation for
the politics of economic policy making. Building upon the preceding
dimensions, this section advances the hypothesis that there is a causal
connection between intergovernmental conflict and the function of reg-
ulation. Such conflict increases as economic regulation performs less of
a policing function and more of a planning function. We are not arguing
that this is the only cause of such conflict; other factors such as par-
tisanship, status concerns and personalities, to cite only three, play a
role. Our purpose is to focus on the causal impact of changing regulatory
functions on intergovernmental relations.

A starting point for analyzing this impact is to identify how changes in
the federal regulatory function affect provincial governments. One
useful method of doing this is to identify significant roles performed by
provincial governments which federal regulation may influence or affect.
More specifically, we must identify those impacts which are such as to
cause or enhance intergovernmental tension and conflict and then stipu-
late why this is the result. To do this, we shall analyze the interrela-
tionships between the three provincial roles and the patterns of interest
representation and political institutional linkages associated with the
individual regulatory functions.

For our purposes, there are three distinctive roles played by provincial
governments which are relevant to this study. They are provincial gov-
ernment as interest representative, as owner of regulated firms and as
policy maker. The first role is performed before regulatory decision
makers, when provincial governments seek to represent, much like a
pressure group, interested parties found within their province. Prairie
governments, for example, long performed this role in the railway reg-
ulatory arena; more recently, Ontario and Quebec have participated
routinely in federal telecommunications regulatory proceedings. The
second role springs from the fact that provincial Crown corporations are
often subject to federal regulation. Provincial electrical utilities are
subject to federal regulation with respect to interprovincial and interna-
tional aspects of their operations. Similarly, provincial educational
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broadcasters, airlines and passenger rail services are federally regu-
lated. Finally, provincial governments now play a significant policy-
making role. This role is significant, in the first instance, because of their
constitutionally allocated powers which, over the years, have assumed
great significance. It is a role that has been enhanced by the eradication
of the so-called “water-tight compartments” and the emergence of the
network of complex policy interdependencies — the “seamless web of
policy”” — with which both levels of government must cope today.

We contend that changes in the function of federal regulation can
affect each of these roles seriously enough to cause intergovernmental
conflict. Such conflict can arise with respect to the interest represen-
tative role because of the consequences of broadened group participa-
tion which we have suggested to be characteristic of planning regulation.
Under policing regulation, provinces intervened largely on behalf of
broad-based groups; indeed, such concerns of groups were often coter-
minous with provincial interests. In railway regulation, for example,
provincial governments intervened on behalf of all shippers in their
provinces. Similarly, Ontario and Quebec claim to participate in tele-
communications proceedings, not on behalf of any narrow group, but on
behalf of the citizens of their respective provinces. In a regime of
planning regulation, the typical all-inclusive approach to interest repre-
sentation is not easily accomplished. It is not possible, partiy because of
the process of group differentiation discussed earlier; omnibus groups
cease to have shared interests and so break up. In part, the problem is
that new interests, and thus new groups, enter the regulatory arena. As a
consequence, intergroup conflicts and incompatibilities emerge.

The significance of this development is that what was once reasonably
inexpensive for provincial governments can now become burdensome
and politically disadvantageous. In the earlier period, provincial govern-
ments which intervened won, regardless of the specific regulatory out-
come. They could take credit for defending provincial interests and still
blame the “feds” for any adverse decisions. As the premier of Ontario
bluntly acknowledged, “when Bell’s rates go up it is nice to say that it is
the Government of Canada who did it.”33 With the disintegration of
omnibus groups, provincial governments can be forced, if they choose to
intervene, to decide which groups they will support or will not. To cite
one example of such difficult choices, in 1984, the Ontario government in
telecommunications proceedings was confronted with the difficult
dilemma of deciding whether to support the introduction of competition
in the provision of public long-distance telephone services (the major
immediate beneficiaries of which would be members of the business
community) or to oppose such an action in order to protect the interests
of residential telephone subscribers. Prairie governments faced similar
choices in the debate over ending the Crow’s Nest Pass Agreements.
What is important for us are the consequences of choosing to represent
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some particular groups and thereby potentially alienating others. The
most important consequence is that, having chosen, provincial govern-
ments will thus have a vested interest and an incentive not only to
represent them, but also to pursue satisfactory outcomes for them in the
regulatory process. This leads us back to the second conflict dimension
discussed earlier, namely, the breakdown process and its greater integra-
tion into wider political processes. We will analyze this aspect below
after we have discussed the impact of changes in the regulatory function
on the other two provincial roles.

The second provincial role that is affected by changes in the function
of federal regulation is that of owner of federally regulated firms. As
indicated earlier, in most areas of federal regulation one finds provincial
Crown corporations subject to the jurisdiction of federal regulatory
authorities. The significance of this relationship is derived from the
purposes for which provincial public enterprises were created. Although
there is no generally agreed upon explanation accounting satisfactorily
for the creation of public enterprises, federal or provincial, the fact is
that, regardless of the specific purpose or rationale, provinces establish
them to accomplish provincially determined policy objectives and to
serve functions that provincial governments deem to be important. In
other words, they are considered to be important provincial policy
instruments. In a regime of policing regulation, where the primary role of
the regulator is to set rules to govern the behaviour of the regulated firm,
provincial governments must accept, however grudgingly, the legitimacy
within federal jurisdiction of federal regulation. They can do so without
serious problems because they maintain their role as goal setter for their
public enterprises. A move to promoting and especially planning regula-
tion, with the characteristic growth in the role of public authorities, in
this case federal public authorities, threatens to undermine the provin-
cial goal-setting role. In this respect there is little in principle that
distinguishes provincial government opposition from private sector
opposition to the employment of planning regulation by the federal
government. Both affected parties reject the diminution of their deci-
sion-making capacity and autonomy and the growth of an enhanced, if
not dominant, role for the federal government in setting corporate objec-
tives. Such a situation may mean, in the case of provincial governments,
that their “chosen instruments” are “captured” by the federal govern-
ment and required to place a priority on goals that may conflict with
provincially determined mandates. Even if the goals are not in conflict,
federal regulation gua planning may threaten or impede the capacities of
provincial Crown corporations by subjecting them to two lines of control
and accountability, one provincial, the other federal. In the event that
provincial governments can be expected to react negatively to a situation
in which, at best, they share decision making for corporate objectives
and, at worst, are relegated to the status of junior partners in their own
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public enterprises, one can confidently predict that intergovernmental
conflict will ensue.

The potential for conflict arising from the provincial role as owner of
Crown corporations is even more relevant to the general provincial
policy-making role. As policy makers, regardless of the specific instru-
ment to be employed, provincial governments have always sought to
establish their own priorities and to control economic and social devel-
opments within their jurisdictions. In this regard it is worth noting that
contrary to Evenson and Simeon, “province building,” although, per-
haps, now more pronounced and universal, is not a new phenomenon
but has always been strong, at least within some provinces.>* Indeed, for
Ontario, province building as a prime imperative of policy making dates,
as does nation building, from Confederation.>> With specific respect to
regulation, provincial governments, in their role as policy makers, have
always demonstrated special concern about federal economic regula-
tion. In large part, such concern is understandable because, as men-
tioned, economic regulation is most common in the infrastructure indus-
tries such as transportation, energy, and increasingly, telecommunica-
tions. Although the influence of these industries may have been exagger-
ated at times, they are deemed to be important because the development
of other industries and sectors is believed to be conditional on their
satisfactory development and performance. In addition, provincial gov-
ernments as policy makers are concerned about the impact of federal
regulation of one segment of an industry or sector of the economy on
other segments or sectors. Provincial regulation of the trucking industry,
for example, was affected by changes in federal regulation of the rail-
ways. Similarly, recent developments in federal telecommunications
regulation have had immediate spillover effects for provincial regulation
in the same sector.

Regulation as planning, we have argued, gives regulatory decision
makers an enhanced, perhaps the dominant, role in the allocation of
resources and in directing the production and distribution of goods and
services. While provincial governments may or may not be prepared to
rely on market forces or on firm-led economic decision making, it is
reasonable to expect that they will challenge the idea of federal-led
economic decision making by means of regulatory instruments. They
want to be able to control as much as possible the mobilization and
direction of resources within their territories. They want to control
priority setting and to develop policy making and the formulation of
strategies for implementing them. Although provinces are generally not
sympathetic to federally imposed designs for economic development,
this is an even more pronounced concern in the infrastructure industries
where, because of the complex interdependencies that exist, by virtue of
the use of regulatory instruments, provinces fear that federal imposition
of exogenous objectives can have major repercussions for provincial
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priorities and policies well beyond the immediately regulated firm or
economic sector.

Aside from their predictable opposition in principle to federal-led
economic decision making, there are three specific reasons for provin-
cial concerns. The first is the now commonplace and widespread provin-
cial criticism that federal economic policy making is unfairly discrimi-
natory in favour of some regions and industries, at the expense of others.
This argument has long been routinely invoked, not without some justi-
fication, in battles, for example, over transportation and energy policies.

Secondly, in the past three decades especially, provincial opposition
to federal economic dominance has been based on doubts about the
capacity of the federal government to perform effectively as an economic
decision maker. Provinces are simply not prepared to accept that the
federal government possesses greater competence than they as justifica-
tion for it having more power or influence over economic decision
making. A concomitant of the rejection of federal pre-eminence has been
the growth of a provincial role in economic policy making which has seen
both the development of provincial economic plans and strategies as well
as a demand that if the role of any level of government is to be expanded,
it must be that of the provincial vis-a-vis the federal.>°

A note of caution should be sounded, however, to guard against a
misunderstanding of the foregoing. Although we have phrased the dis-
cussion in terms of federal-provincial relations, this should not be mis-
construed so as to suggest that the “battle lines” are simply, or even
primarily, drawn between the two levels of government. The reality is far
more complex than this — particularly when it comes to analyzing the
forces and motivations leading the federal government to a planning
regulatory regime. While we do not attempt, as previously stated, such
an analysis here, it is important to note that federal-provincial conflicts
can result from the federal government’s responding to demands from
some provincial governments and regional interest groups to introduce
alternatives to policing regulation. Darling, for example, provides a
convincing analysis of how Prairie governments insisted that federal
railway regulation be transformed from being neutral into being
positively discriminatory — in their favour.’” A similar process
occurred in the 1970s when Western governments argued for a reversal of
the railway deregulation of 1967 and the reinstatement of what we have
labelled, although they did not use the term, planning regulation. A
related aspect concerns the interprovincial aspects of regulatory con-
flicts. The political process we have described need not be confined to
the federal-provincial context. Conflicts can arise between provinces
when one provincial government employs regulatory instruments as
positive tools of government in such a manner as to threaten the interests
and policies of other provincial governments. One of the case studies in
this report provides a useful illustration of this situation.
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The third major reason why provincial governments can be expected
to react negatively to planning regulation relates to the specific institu-
tions and decision-making processes that have come to be associated
with it. Although we earlier stressed that there was no necessary link
between our definition of regulation and a specific form of government
organization, the fact is that intergovernmental conflict in the regulatory
arena is exacerbated by the central role of regulatory agencies such as
the Canadian Transport Commission (CTC), the Canadian Radio-televi-
sion and Telecommunications Commission (CRTC) and the National
Energy Board (NEB).

The distinguishing feature of these agencies is their exceptionally high
degree of independence within the federal parliamentary system. One
measure of their independence is the tenure of the members of the
agencies, which is comparable in kind, if not in length, to that conferred
on members of the judiciary. Perhaps more important is the range of
adjudicative and legislative powers that are delegated to the agencies
combined, particularly, with the routine absence in their statutes of
unambiguous goals and precise directions for their attainment.’® As a
result of their independence, federal regulatory agencies have come to
play a central role in making not only the decisions about who will be the
winners and losers in the regulatory process but also, and more impor-
tantly, what will be the basic policies in individual sectors.’® In this
respect, contemporary regulatory agencies are distinguished from their
predecessors which, as we indicated above, were given reasonably
precise legislative direction which served to structure and confine the
exercise of their discretion. In addition, their predecessors also showed
a degree of self-denial that some current regulators seem unwilling or
unable to match. For all of these reasons, independent regulatory agen-
cies have come to perform basic goal-setting as well as implementation roles.

It is important to acknowledge that the independence of these agen-
cies is clearly relative and not absolute. There is a range of direct
controls such as “political appeals” and directives as well as indirect
controls such as budgets and appointments that serve to contain agency
independence. Notwithstanding these controls, agency independence is
clearly a major concern for provincial governments, particularly in the
context of planning regulation. They are confronted, on the one hand,
with a significant change in the function of regulation which has pro-
found ramifications for them in their primary roles. On the other hand,
they are faced with the fact that the initial, and often ultimate, regulatory
decision maker is an independent federal agency which, in form and
function, was originally conceived to be insulated from larger political
processes.

The fact that enhanced public control for corporate decision making is
delegated to independent decision makers within the federal govern-
ment is, then, a major cause for concern among provincial governments.
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It is worsened by the process by which regulatory agencies make deci-
sions. The primary decisional process can be characterized as “trial-
type,” adversarial, quasi-judicial hearings.®° This form of decision mak-
ing may be appropriate for policing regulation with its emphasis on rules,
but questions have been raised about its usefulness in dealing with the
much more open-ended nature of issues associated with planning regula-
tion. In the latter, the purpose is not reactive, remedial and issue-specific
but proactive, problem-solving, general policy-oriented decision mak-
ing. There is an even more specific political aspect of agency decisional
processes. In such processes, to be recognized as participants, inter-
ested parties are expected to intervene in support of one of the contend-
ing parties in a hearing. This institutional imperative to choose sides
compounds the problem discussed earlier, where conflicting groups
compete for governmental support. The situation is not made easier for
provincial governments by the public nature of the regulatory process,
which contrasts sharply with the highly confidential, secretive world of

most intergovernmental diplomacy in Canada.
Thus far, we have dealt only with the impact of the changing function

of regulation on provincial governments as actors in the regulatory
process. Changing the function in the direction of planning broadens
significantly the impact on provincial governments and thus, the impor-
tance of their participating in that process. This provides the basis for
expanded intergovernmental conflict over regulatory issues. Changes in
the regulatory function also have an impact on the other central dimen-
sion, i.e., the pattern of relationships between regulatory issues and
processes and other political issues and processes. Earlier, we argued
that broadening the interests involved, in terms of numbers or political
salience, could be expected to complicate the process of conflict resolu-
tion. In particular, we suggested that, whereas policing regulation was
relatively insulated, one of the consequences of a move toward planning
was the greater integration of regulation into the wider political process.
Such integration, it was our contention, would reflect greater conflict
over regulatory issues. The remainder of this section develops this point
as it relates to provincial governments and intergovernmental relations.

There are two aspects to the greater integration of the regulatory
process relevant to intergovernmental conflict. One, which is fairly
narrow, relates to the nature of regulatory decision making; the other,
and much broader aspect, is the integration of the regulatory agency into
the wider political process. Insofar as the former is concerned with the
increase in stakes as a result of planning regulation, affected parties have
an incentive not to regard the regulatory agency as the ultimate or even
primary decision maker but to treat it simply as the first in a series. In the
case of provinces as participants, this incentive applies not only in their
roles as owners and policy makers, but also as representatives. In this
last capacity, given that they may have been compelled to alienate some
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supporters in their selection of groups to represent, provincial govern-
ments have an added incentive. Having made some potential enemies,
they need to show that it was worth it by obtaining satisfaction for their
“friends.” Consequently, they cannot afford to treat the regulatory
agency as the final word; they need, and will want, to pursue any and
every avenue possible.

A related consequence of this development, particularly (but not only)
if alternative routes such as political appeals are successful, is that this
can undermine the claim to a special or unique form of institutional
competence by regulatory agencies vis-a-vis other political institutions.
By so doing, it can threaten the legitimacy of the agency as a decision
maker.®! Of course, it should be acknowledged that this is, perhaps,
unavoidable when the role of the agency is transformed from that of a
specialized, impartial grievance settler to one involving “an essentially
legislative process of adjusting the competing claims” of interests, pub-
lic or private, affected by agency decision making.%?

The second intergovernmental aspect of the insulation-integration
dimension related to changes in the regulatory function pertains to the
more macro-level of the agency itself. One result may be the integration,
not simply of decisions, but also of intergovernmental and regulatory
issues and processes. In the first place, given the assumption that
regulatory decision making is not as peripheral to provincial concerns as
it once was, there is an incentive on the part of provincial governments to
seek to influence the choice of decision makers. This may lead to a
variety of demands, including a provincial role in their selection. It may
also result in demands that decision-making responsibilities be shifted to
other authorities within the federal government or to provincial authori-
ties via delegation. Alternatively, it may result in demands for shared
decision making either at the regulatory level by means of joint boards or
at “higher” political levels such as intergovernmental conferences. A
by-product of this type of demand is that it may lead to the “twin-
tracking™ of decision making which occurs when both the regulatory
agency and the relevant federal department undertake to deal simul-
taneously with basically the same issue.

Of course, conflict requires two sides. The unstated, but surely
obvious, premise for the preceding discussion is that the federal govern-
ment will not, in the face of provincial demands, simply yield. If provin-
cial governments respond because of the impact of federal regulation on
them in their roles as representatives, owners and policy makers, it must
be understood that this is, perhaps, an unavoidable consequence of the
federal government’s choosing to employ a specific policy instrument to
satisfy the demands and imperatives of its own roles as representative,
owner and policy maker. The result is intergovernmental conflict in its
myriad forms as participants seek to insinuate or impose their view-
points and choices on one another. In some respects, the intergovern-
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mental conflict, inasmuch as it represents a clash of interests, is no
different from public-private conflict over the nature and extent of public
control over corporate decision making. In some very real respects,
however, the two types of conflict are fundamentally different. The most
important difference, perhaps, lies in the capacities of the conflicting
parties to undermine, partially if not completely, the attainment of one
another’s goals. This is the central reality of policy making and imple-
mentation in the federal system in Canada today. It is not the fact of
intergovernmental conflict which has formed a trilogy with death and
taxes as unavoidables. It is the fact that satisfaction and attainment of
one government’s goals are heavily dependent on other governments,
particularly, but not solely, across levels. This is the consequence of the
emergence of a federal system whose dominant feature is that of sepa-
rate levels of government sharing powers. Autonomy and independence
at each level have given way to interdependence between levels and
among governments. One objective of this study is to illuminate how and
why these interdependencies have developed in one policy sector, eco-
nomic regulation. Another objective is to suggest alternative responses
to those consequences of interdependence which are negative and, as a
result, threaten, in one sector, Canada’s capacity to attain its policy
goals.

Economic Regulation and
Intergovernmental Conflict: Three Cases

The remainder of this study will test our hypothesis. In many respects,
test is too strong a term. We have already acknowledged that changes in
the regulatory function are not the sole cause for changes in the politics
of regulation generally or in intergovernmental politics specifically.
Given, therefore, the difficulty in weighing our causal variable compared
to others, it is more accurate to describe the rest of this study as
exploring or illuminating our hypothesis in order to provide a basis for an
analysis of the policy implications and a discussion of some of the major
policy options.

The exploration of our hypothesis takes the form of three case studies.
The first is on airline regulation from 1938 to 1984. This is a case study of
the evolution of regulation from promoting to planning and the emer-
gence and development of intergovernmental conflict associated with
that evolution. This case illustrates how provinces were willing to accept
the promotional regulatory role but were opposed to federal efforts,
beginning in the 1960s, to plan the airline system. Provincial opposition
took many forms, the most important of which was, perhaps, the emer-
gence of provincial airlines as chosen instruments in competition with
Air Canada. Although intergovernmental conflict was just one aspect of
the larger debate that has developed over airline regulation in the last few
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years, the conclusion of this case study is that such conflicts over both
the aims of government regulatory policy and the roles of the individual
government airlines played a major role in the decision to move away
from a planning regulatory regime toward a more relaxed, significantly
(but not completely) de-regulatory policy.

Telecommunications regulation is the focus of our second case study.
Prior to the 1970s, policing was the primary role of regulation at both the
federal and provincial levels. As a result of technological changes in both
telecommunications and the computer industry, the basic premise of
telecommunications regulation came under challenge. In contrast with
similar developments in the United States, where the basic policy
response was a move toward de-regulation, the Canadian response, at
least at the federal level, was to call for a significantly enhanced reg-
ulatory role with regulation playing a planning function. Provinces
which own or regulate telephone companies within their own jurisdic-
tions found themselves confronting competitive pressures, on the one
hand, and the federal proposal on the other, both of which challenged
their regulatory regimes. Both would transfer decision-making power
away from provincial governments. The result was an extended and
acrimonious federal-provincial battle that took place in many arenas.
One of the most important was the regulatory because of the actions and
decisions of the independent federal regulatory agency. To date, there
has been no resolution of this conflict which has inhibited the develop-
ment of national telecommunications policies.

Whereas the first two case studies concentrate on intergovernmental
conflicts which are primarily federal-provincial, our third study exam-
ines interprovincial conflicts that arise when provinces attempt to
employ regulation as a positive, planning instrument of government.
This case study involves the regulation of the securities industry by the
Ontario and Quebec governments. In both provinces, securities regula-
tion has evolved beyond narrow policing functions to become a major
tool of economic management. In Quebec especially, economic develop-
ment objectives have been undertaken with the purpose of restructuring
capital markets and financial services industries under provincial juris-
diction. These economic and political objectives, combined with the
pressures of technological change, have resulted in a jockeying for
advantage in the environments in Ontario and Quebec. Although major
complications have been avoided to date, the complex interaction of
economic and technological pressures driven by policy-oriented provin-
cial regulatory environments suggests the potential for a highly fractious
interprovincial regulatory environment.

Securities regulation cannot be isolated from the larger national finan-
cial system, i.e., the complex of institutions, financial intermediaries,
markets and regulators that constitute the national context transforming
savings into investment. Consequently, in this case study, we attempt
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also to assess the larger national financial system and give some measure
of Canada’s ability to meet changing competitive industrial pressures in
the world. Our concern is that, institutionally, the national financial
system is ill-organized to bring Canada into the 1990s.

The three cases in this study were chosen, in part, because they
represent three major types of jurisdictional relationships in Canada.
The first case represents conflict in an area where it is recognized that the
federal government had unchallengeable jurisdiction. The second case,
on the other hand, involves an activity where, until recently, there was an
acceptance of exclusive authority for both levels of government over
undertakings within their jurisdiction. The third case provides an analy-
sis of intergovernmental conflict that is not federal-provincial but rather,
interprovincial, in an area where provincial jurisdiction has not been
challenged. Although the jurisdictional variants involving other subject
areas such as energy could provide useful additional case studies, we
believe that the three studies undertaken provide a sufficient basis for
exploring and illustrating our central hypothesis.
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Chapter 2

Airline Regulation

Since its introduction in 1938, economic regulation of the Canadian
airline industry has undergone several dramatic changes. At the outset,
the primary function of regulation was to promote the interests of the
nationally designated chosen instrument for air policy, the federally
owned Crown corporation. This goal was pre-eminent for approximately
three decades, at which point the federal government opted to introduce
controlled competition on both mainline and feeder routes within
Canada. In order to continue to protect the interests of its airline, the
federal government moved from a promoting to a planning regulatory
regime. In the same period, however, as the federal government sought
to revise its airline policy, provincial governments began to identify
airlines as a potential instrument for the attainment of provincial policy
objectives. The result was a series of intergovernmental conflicts as
provincial governments rejected the federal government’s planning
approach which sought to subjugate regional airlines to serving the in-
terests of national carriers. Although the federal government attempted
to reassert its superior interest and role, the outcome, after a decade
of conflict, was a decision by the federal government to abandon not only
its planning, but also its promoting regulatory role and to introduce a sig-
nificant degree of airline de-regulation. This chapter will analyze these
developments in order to demonstrate the interrelationships between
regulatory regimes and intergovernmental conflict in the airline industry.

The High Point of Promotional Regulation: 1937-58

Economic regulation of the Canadian airline industry began in 1937-38.
Prior to this time, although there was a national licensing system created
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for that purpose in 1919 under the Air Board and, subsequently, under
the minister of national defence, the objective was not to limit competi-
tive entry or to control pricing.! Airline regulatory policy changed
significantly, however, after the 1937 creation of a federal Crown corpora-
tion, Trans-Canada Airlines (TCA), as a chosen instrument for the attain-
ment of national air policy. The conventional viewpoint on this decision
is that expressed by David Corbett: “Canada seems to have established
a publicly-owned monopoly of scheduled inter-urban air services in a fit
of absence of mind, as Britain is said to have acquired her Empire.”2
While this statement may be correct with respect to the public ownership
of the airline, the evidence suggests that the decision to grant the airline
a substantial monopoly was an act of very deliberate and conscious
public policy.

In view of subsequent developments at the provincial level, it is worth
noting the stated rationale for the creation of Trans-Canada Airlines
advanced by the responsible minister, C.D. Howe:

Canada is perhaps one of the few countries in the world without a scheduled
air service. The air services from our centres of population to areas not
otherwise served by transportation take second place to none, but we are
woefully behind other countries in air services between centres of popula-
tion. . . . Many Canadian citizens when travelling from one point to
another in Canada find they have to use the airlines in the United States, and
they have been very insistent in demanding the establishment of a direct
Canadian service. Airmail stamps are sold in Canada and much of our mail
is routed across the border, transported by the air services of the United
States, and then brought back across the border at the point nearest to
destination. The volume of this airmail is sufficient to warrant the establish-
ment of a direct service in Canada. I believe such a service would prove of
immense value for national purposes. Canada is a country of vast distances
and sparse population, and the time needed to travel between the west and
east is considerable under present circumstances. If that time could be cut
in three or four by a new air service, the people living at the extremes of this
country would be able to travel more frequently to the centres of govern-
ment, business, and industry, and the interrelation of the country would
thereby be facilitated.3

In short, the syndrome of “defensive expansionism™ with its emphasis
on both endogenous objectives such as an efficient air alternative to U.S.
service and exogenous objectives such as national pride and integration
and economic development, provided the rationale for the creation of a
national airline.*

There is no need for us to comment on the decision to create a public
as opposed to a private or mixed enterprise. Our concerns are with the
purposes of the airline and the regulatory instruments for their attain-
ment. The mandate of TCA was set out in its creating legislation in 1937:
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. . to establish, operate and maintain airlines or regular services of air-
craft of all kinds, to carry on the business of transporting mails, passengers
and goods by air, and to enter into contracts for the transport of mails,
passengers and goods by any means, and either by the Corporation’s own
aircraft and conveyances or by means of the aircraft and conveyances of
others, and to enter into contracts with any person or company for the
interchange of traffic . . . and to carry on its business throughout Canada
and outside of Canada.s

What was not set out in legislation was that TCA would be granted a
monopoly on the routes it was to serve. It was during the parliamentary
debates that this became clear, when Howe explained that:

This company will fly only the main artery of traffic across the country, and
such other arteries of traffic as are designated by the government as being of
national importance. It is not the intention to interfere with any existing
operations. The company will not undertake other than inter-urban ser-
vices. It will be given an exclusive contract to carry mails, passengers and
express over the specified routes. . . .6

Included in the routes to be specified were not only inter-urban, par-
ticularly transcontinental, but also international routes.

The method by which the government proposed to grant exclusive
contracts to TCA was the use of a regulatory agency which would engage
in structural regulation so as to control competitive entry into the
industry. There were three central aspects to the government’s approach
to the economic regulation of airlines. The first was giving responsibility
for licensing entrants into the industry to the Board of Transport Com-
missioners, created in 1938. This agency was responsible under the
Aeronautics Act to grant licences only if the “public convenience and
necessity” for the licence had been established.” The second control was
the general mandate given to the regulatory agency that it develop “the
complementary rather than competitive functions of transport.”® The
most important control mechanism was the third, TCA’s exemption from
the “public convenience and necessity” requirements established for
other airlines. According to the Aeronautics Act, the regulatory agency
was required to *. . . upon application, grant to Trans-Canada Airlines a
licence to operate a commercial air service under such terms and subject
to such conditions as will enable Trans-Canada Airlines to perform any
agreement made . . . between the Minister of Transport and Trans-
Canada Airlines. . . .”’? By means of these three controls, the status of
the federal airline as a chosen instrument was assumed to be secure.

An incident six years after the creation of TCA demonstrated the
extent of the federal government’s commitment to regulation as an
instrument for promoting the public airline. At issue in 1943 was an
application to the Board of Transport Commissioners from TCA to
complete its transcontinental route to link Victoria with Vancouver. This
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route was already serviced by Canadian Pacific Air Lines (CPA), a
subsidiary of Canadian Pacific Railway, established in 1942. Despite the
nature of the TCA-minister of transport agreement, the regulatory
agency (acting on the principle that established licence-holders were
entitled to keep their existing licences) ruled that TCA should be allowed
to fly to Victoria, but to carry airmail and transcontinental passengers
only. It was denied the right to pick up Victoria-bound passengers in
Vancouver.

The government’s response in defence of promoting the interests of
TCA was immediate. Notwithstanding the fact that he did not have the
legal authority to do so, Howe ordered the Board of Transport Commis-
sioners not to consider any further applications for route licences.!© This
was followed by a prime ministerial statement reiterating the promo-
tional function of airline regulation. In the House of Commons, Prime
Minister King declared:

Within Canada, Trans-Canada Air Lines will continue to operate all trans-
continental systems, and such other services of a mainline character as may
from time to time be designated by the government. Competition between
air services over the same route will not be permitted between a publicly-
owned service and a privately-owned service or between two privately-
owned services.!!

Subsequently, King reminded Parliament of the government’s policy on
international services:

. . . Trans-Canada Airlines will continue to be the instrument of the gov-
ernment in maintaining all transcontinental air transport services and in
operating services across international boundary lines and outside of
Canada. . . . The government sees no good reason for changing its policy
that Trans-Canada Air Lines is the sole Canadian agency which may operate
international air services.!2

To reinforce the government’s policy, the Board of Transport Commis-
sioners was stripped of its responsibilities for regulating the airline
industry. A new regulator was created, the Air Transport Board, whose
distinguishing characteristic was that, on licensing matters, it had only
an advisory role. All licences to operate commercial air services were
“subject to the approval of the Minister.””!? Finally, these actions were
supplemented by a “divestment order” that required surface transport
companies, i.e., CPR, to sell its airline interests within one year of the
end of the war. This order was comparable to the restrictions proposed
more recently in S-31, although this time, the objects of the order were to
be provincial governments and, ironically, the demand for the order
came in part from Canadian Pacific.'* Speaking for the government,
Howe defended the order on the following grounds:
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It is becoming obvious that ownership of airways by our two competing
railway systems implies extension of railway competition into transport by
air, regardless of the Government’s desire to avoid competition between air
services.!s

After the end of the Second World War, the federal government
postponed and then dropped its divestment order completely. In addi-
tion, in a series of decisions in the years from 1948 to 1957, the govern-
ment authorized CPA to fly a number of international routes in the
Pacific, South America and finally Europe, although it is important to
note, not routes flown by TCA.!'® Notwithstanding these actions, at no
time in the period from 1937 to 1957 did the federal government veer from
its employment of regulation as an instrument to promote the interests of
the public airline. It is important to emphasize that, while the govern-
ment went to great lengths to serve this end, it did not see its role as one
of planning the airline industry. Provided that other industry actors did
not threaten TCA’s position, the government left them alone, although
subject to regulatory controls on entry. It was only after direct, albeit
limited, competition with TCAwas permitted that the federal government
sought to employ regulation as a planning instrument. It is to this phase
that we now turn.

The Emergence of Regulatory Planning: 1958-69

The period 1958-69 was characterized by a significant change in the
function of regulation. Prior to 1958, airline regulation was essentially
promotional; after that year, although not immediately, the federal gov-
ernment sought to employ economic regulation as a planning instru-
ment. The objective was to use entry controls and licensing in order to
assign responsibilities and specific roles for different categories of air
services. Such planning was deemed necessary in order to protect the
public airline in its continuing role as the chosen instrument of public
policy. The specific concern was that, left to its own resources in the face
of competition, the public airline would not be in a position to service the
route network that had developed as a result of “‘routes being designated
as being of national importance.” Many of these routes, established
more for political than for economic reasons, were not cost remunerative
and could be offered only if cross-subsidies were made available from
profits earned on other routes.!” Although it was not appreciated at the
time, planning regulation was (ironically) made necessary by the deci-
sion to allow the introduction of competition and market forces, albeit to
a very limited degree.

The starting point in the decline of promotional regulation came in
1958, following the election of a Progressive Conservative government.
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The new minister of transport announced his belief that *“the time has
come for the introduction of some measure of competition on our
transcontinental routes.” '8 Following the report of an independent con-
sultant (who outlined very limited options for competition) and hearings
by the Air Transport Board on applications for the right to serve trans-
continental routes, the minister authorized CPA one daily flight each way
between Vancouver and Montreal, provided that there were stops at
Winnipeg and Toronto.

This initial breach in TCA’s monopoly was significant. Ultimately,
however, the more important breakthrough (from our perspective, in
terms of its impact on the function of regulation) was the second pro-
competitive decision of the government. This decision involved the
regional airlines which, like CPA had not been allowed to compete with
TCA on any of the inter-urban routes which were part of the latter’s
transcontinental network. Almost coincidental with CPA’s application to
compete with TCA, were those of two regionals to service the Montreal-
Toronto route. Such applications were directly contrary to the govern-
ment policy statement of 1943, cited earlier, which had guided airline
regulation from that date. In 1961, the minister of transport announced
the termination of that policy by accepting the recommendation of the
Air Transport Board that one application be approved. This was imme-
diately followed by a second decision that ended TCA’s monopoly on a
Quebec route.'® Perhaps the most significant sign of change was the
simultaneous announcement by the minister of transport that, hence-
forth, TCA licence applications would go before the regulatory agency
just like those of other airlines.?® This announcement, if implemented,
would have ended the “‘special status” of TCA conferred in 1938 by
making it subject to the “public convenience and necessity” test.

The new policy was short-lived, however. In 1963, a Liberal govern-
ment was returned to office, determined to protect the public airline by
reinstating TCA’s regulatory “special status” and ending the pro-compe-
tition decisions. The former was easily accomplished as the government
decided to reinstate the conditions of the Aeronautics Act and the Trans-
Canada Airlines Contract. The latter was more difficult. The government
had several choices. One was to reverse the decisions permitting CPA
and the regionals to compete with TCA on inter-urban routes. Alterna-
tively, it could have frozen competition at the level permitted as of 1963,
i.e., on afew routes and to a very restricted degree. For reasons that are
not known, and in any event need not concern us, the government
rejected both these alternatives and opted to transform pro-TCA
promoting regulation into a much more ambitious planning regulatory
regime.

Airline regulation as planning involved a coherent, comprehensive
attempt to structure the relationships between TCA and CPA as Canada’s
transcontinental air services as well as between these two companies
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and the five regional airlines: Pacific Western Air Lines, Transair Lim-
ited, Nordair, Quebecair and Eastern Provincial Airways.2! To return to
the framework introduced in Chapter 1, airline regulation as planning
significantly refined structural regulation and also extended behavioural
regulation to include aspects that hitherto had not been subject to
regulation.

Furthermore, the regulatory agency was expected to play a much
more proactive, policy-development role than it had previously.

With respect to the relationships between Air Canada, as TCA was
renamed in 1965, and CPA, while rejecting the concept of equal treat-
ment, the government opted to treat them as a unit. This was particularly
true on the international level, for which the minister of transport
established the following principle:

In the international field, air services provided by Canadian air lines should
serve the Canadian interest as a whole; these services should not be compet-
itive or conflicting, but should represent a single integrated plan, which
could be achieved by amalgamation, by partnership, or by a clear division of
operations.22

Subsequently, to develop the “single integrated plan,” the minister
asked the two airlines to work out an accommodation on their own.
Although we do not know how active a role the government played in this
process, in little more than a year, the minister announced the outcome.
The airlines agreed ‘““that the most effective way to carry out this policy
would be a clear division of their fields of operations so that outside
Canada neither airline would serve any point served by the other.”23 In
addition, they agreed to cooperate with one another on sales activities so
that each would “‘represent the other to the best of its ability.”
Regardless of the government’s role in working out the division of the
world and the mutual assistance pact, it was pleased enough with the
results to announce that henceforth, both would be regarded as the
government’s “chosen instruments in the areas of international opera-
tions allocated to each.”

On the national level, agreement was more difficult to obtain. In his
1964 statement, the minister of transport had advanced the following
principle:

In the domestic main line field, while the principle of competition is not
rejected, any development of competition should not compromise or
seriously injure the economic viability of TCA’s mainline domestic opera-
tions which represent the essential framework of its network of domestic
services. In other words, there must not be the kind of competition which
would put TCA into the red; and, in the event that competition continues,
the air transport board should ensure an opportunity for growth to both lines
above the basic minimum.24
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In 1965, reflecting the difficulty in implementing this principle, the
minister appointed an independent consultant to make recommenda-
tions. After receipt of his report, the government announced that it had
“reached the conclusion that it is in the public interest to permit an
increased role for CPA on the transcontinental route; but that at the same
time, this role must be clearly defined in a manner which protects the
future economic position of Air Canada. . . .” In particular, the govern-
ment’s policy statement emphasized the non-profitable routes Air
Canada was required to serve as well as its impending capital require-
ments. These factors made it “‘necessary to ensure Air Canada a large
portion of the transcontinental market . . . so that it can continue to
maintain the less profitable domestic routes where necessary in the
public interest; and to develop the funds necessary for the substantial
expansion which faces it, both domestically and internationally.”2° Con-
sequently, the government announced that CPA would be allowed to
double its transcontinental capacity in 1967 and to increase its services
until it provided 25 percent of the total transcontinental capacity by the
year 1970. In addition, CPA would be allowed to service Edmonton and
Calgary; although not on a non-stop basis linking them to Toronto or
Montreal. In other words, the government opted for a system of regu-
lated market segmentation in order to protect the public airline from the
private airline on transcontinental routes. To ensure that the objectives
of this policy would be met, such a scheme now required the government
to protect not just one but two airlines against other competitors. This
was the purpose of regional air policy.

The interdependent nature of national and regional air policies was
well appreciated not just by the federal government; the implications
were forcefully drawn to the attention of Air Canada and CPA as well.
From the outset of the policy review process, the minister of transport
recognized that, if his policy on mainline competition was to have any
chance of success, ‘“a reasonable role for regional carriers” had to be
developed.2® That he did not want to take full responsibility for this was
made clear to the two major airlines when, in his 1965 announcement on
international allocations, the minister stressed that he expected them
“to assist in working out” regional policy.2” The final policy demon-
strated how far down the planning road the government, and the indus-
try, had travelled as a result of the 1964 initiatives.

In his 1966 statement, the minister announced that the government
had opted for very limited competition between the now-designated
“two mainline carriers” and the regionals. Each would be assigned a
specific role in air policy and the role for the regionals was “to supple-
ment the domestic mainline operations of Air Canada and CPA
. . . . They will not be directly competitive on any substantial scale

. .”’28 To reinforce the point of role allocation, the minister empha-
sized that “regional carriers will be expected to operate on a regional
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basis and will not be authorized to expand as potential transcontinental
carriers.” This would not preclude regional-mainline carrier competition
on specific segments. Although announced three years later, the route
allocation was further refined by a subsequent minister of transport, Don
Jamieson, who defined specific regions within which each of the five
regionals would operate. They were:

1. For Pacific Western Airlines:

British Columbia and Western Alberta.

2. For Transair Limited:
The Prairie Provinces and Northwestern Ontario.

3. For Nordair:
The remainder of Ontario and Northwestern Quebec.

4. For Quebecair:
All of the Province of Quebec east of Montreal.

5. For Eastern Provincial Airways:
The Atlantic Provinces.??

While an important indicator, route allocation is not sufficient in itself
to justify the claim that regulation was now to be employed as a planning
instrument. What should be persuasive, however, are the changes intro-
duced for the role of the regulatory agency. In contrast to the traditional
reactive role of the agency which we have suggested to be typical of
policing regulation, the Air Transport Board in the new policy was
assigned a proactive, initiating role with a significant overt policy-mak-
ing component. The two mainline carriers were instructed, for example,
to identify routes which might appropriately be transferred to regional
carriers. The minister stressed that the regulator would have an active
initiating role to play in this process, since it was “expected to bring
forward cases where it believes review with a view to possible transfer
should be initiated.””39 In addition, in order to encourage cooperation
between the two types of carriers on joint fares and commission rela-
tionships, the board was authorized to ‘“‘supervise progress and, if
necessary, intervene to ensure that adequate progress is made.”3!

A third area of change involved the board’s role in a new subsidy
system. Not only would the agency be responsible for distributing
subsidies, but it was also to play the central role in developing criteria for
their allocation. In this regard it is worth noting, because they support
our contention about the relationships between planning regulation and
exogenous objectives, three of the five conditions that had to be met to
justify subsidy payments. The broad, open-ended conditions, which in
themselves exemplify the discretionary scope we have argued is typical
of planning regulation, were:

* where a service is needed to a remote area which requires the mainte-
nance of regular air service for its existence; and where other means of
transport are inadequate or non-existent;
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« where a developmental activity is involved and air service is essential
to the support of that activity; and

« where a regular route operation appears to have a good chance of
success but requires support during the initial period of growth.3?

By far the most important indicator of the employment of regulation as a
planning instrument (and of the concomitant changes in the role of the
regulatory agency) was the responsibility assigned with respect to air-
craft purchases by the airlines. Henceforth, these would be screened as
part of the licensing procedure. The minister noted that “financial insti-
tutions which have been approached directly by carriers have not known
where to obtain reliable information regarding carrier prospects; and
that individual carriers have, upon occasion, acquired aircraft without
due regard to the suitability of the facilities on proposed routes.”3* To
protect both financial institutions and carriers, the minister announced
that henceforth:

The Air Transport Board and the Department of Transport will develop a
scheme requiring all carriers operating on regular routes to report proposals
for multi-engine aircraft acquisition before firm orders are placed. . . .

The Air Transport Board will develop its capability for advising on finan-
cial aspects of re-equipment plans.34

Finally, the minister noted that, as part of its licensing process, the
regulator would be authorized to exercise firmer control than it pre-
viously had over the financial structure of the regional airlines.

In short, it is our contention that the civil aviation policy enunciated
over the period 1964 to 1969 transformed the traditional promotional role
of economic regulation into a planning role. Relationships between the
industry participants were to be rigidly defined, and structural regulation
was to be employed to enforce those relationships. The scope of industry
conduct to be regulated was significantly expanded to include some of
the most basic functions of corporate management, such as financial
structures and aircraft acquisition. Hitherto, decisions on these matters
had been the prerogative of corporate decision makers; henceforth,
regulatory authorities would play an enhanced role. In the process, the
decision-making role of the regulatory agency was to be radically
altered. The new air policy established the federal government, via the
regulatory process, as the pre-eminent decision maker in the civil avia-
tion field. The new policy was, we contend, a quintessential statement of
state-led economic decision making in a sector. It was, in our terms, a
clear statement of the government’s intention to employ economic reg-
ulation as a planning instrument.
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Planning and Its Challengers: 1970-84

It is not clear if, even under the most favourable of circumstances, the
new aviation policy could have been successfully implemented. The fact
is that circumstances were clearly not favourable: within ten years the
policy was in shreds. Within fifteen years, after two abortive efforts to
reinstate some semblance of the policy, the government abandoned the
field and opted for a significant degree of de-regulation of airlines,
although it chose to use the more neutral term, “liberalization.” What-
ever the label, it was the antithesis of regulation as planning. A number of
factors account for the failure of the government’s planning effort. It is
our contention that one of the primary, if not the single most important,
causes of that failure was the emergence of provincial governments as
influential participants in the airline sector.

Prior to 1970, provincial governments were insignificant actors in the
air transportation field. At one time, Saskatchewan operated a govern-
ment-owned airline serving the northern part of the province but, aside
from this minor role, provinces were largely irrelevant. There is no
evidence, for example, that in developing the new air policy in the 1960s,
the federal government solicited or even considered the views of provin-
cial governments. All this changed after the announcement of the new
policy. Provincial governments, emulating the example of the federal
government, sought to employ air services as chosen instruments for the
attainment of provincially established goals. This led them into con-
tractual arrangements with airlines and, more importantly, acquisitions
of regional airlines. The result was a series of intergovernmental battles
and skirmishes fought out in federal-provincial conferences, regulatory
hearings and in judicial proceedings. Provinces not only refused to be
treated as irrelevant, they demanded, as well, a status in setting policy
approaching that of the federal government. In its attempt to control the
aviation sector in order to satisfy its policy objectives, the federal
government found itself confronting provincial governments far more
formidable in their opposition than private sector airline managements.
The federal government had sought to impose its control, its definition of
goals and objectives, on the airline sector. Intergovernmental conflicts,
and their consequences, forced the federal government to acknowledge
that it had lost control, at least insofar as the employment of regulation as
a planning instrument was concerned.

The first important sign of the emerging role of the provinces came in
the early 1970s with the Ontario government’s decision to create an air
service, “norOntair.” This was not an airline but a contractual arrange-
ment with a number of third-level air carriers whereby Ontario would
underwrite the provision of air service “using modern and appropriate
equipment to provide a high frequency of regularly scheduled flights
designed for the convenience of the travelling public and continuity of
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service at minimum interlining.”’3> The province conceived of this type
of service as a method of promoting regional economic and social
development. This is clear from material filed with the federal govern-
ment which uses arguments remarkably similar to those involved to
justify the creation of Trans-Canada Airlines:
The norOntair service was initiated by the Government of Ontario as a
component of the regional development mandate of the Provincial Govern-
ment. It was considered that in northern areas the future air transportation
systems are especially important to the development plans. Because of
great distances and low population densities it was considered that air
transport will have a great impact on the economic and social opportunities
of the northern part of Ontario.3¢

In its first few years of service, Ontario had encountered no difficulties
with the Canadian Transport Commission (CTC), or its Air Transport
Committee (ATC), which had become the regulatory agency in 1967. The
first problem occurred in 1973 when norOntair applied to add North
Bay-Sudbury and Sudbury-Timmins to its routes. With respect to the
former, the ATC rejected the application and concurrently authorized a
private carrier to provide the service. In the committee’s opinion, “the
volume of local and connecting traffic between the [two] points . . . is
not sufficient to justify unit toll service by two air carriers. . . .”37 The
regulator decided to defer a decision on the second route pending action
by another private carrier.?®

Ontario immediately appealed the decisions to the minister of trans-
port, partly on the grounds that the ATC had “proceeded upon wrong
principles and contrary to the evidence and disregarded established
Federal Government policy.” 3 The provinces, in response to a request
from the minister of transport, had undertaken consultations with Air
Canada on the applications and had reached an agreement “with respect
to proposed patterns of service which are designed to complement the
mainline network of services. . . .”4% Consequently, it was quite con-
fident that the applications would be routinely approved.*!' Moreover,
the routes were of some significance to norOntair and particularly to the
province, which provided the funding, inasmuch as these routes, within
the complex of routes which norOntair served, were the ones which
would most likely be profitable. Thus, they would be comparable to
those routes most desired by Air Canada, i.e., routes which provided the
basis for cross-subsidies to the non-remunerative, but socially and polit-
ically necessary routes. Such subsidies would reduce the demands made
on the government of Ontario.

Ontario’s appeal was successful. Within three months of the original
decision, the minister ordered the CTC “without further delay and
without further applications™ to grant the licences. Despite the appar-
ently minor issues at stake and the successful appeal, the norOntair
episode was far from trivial. It served to raise substantial doubts in the
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minds of provincial authorities generally, if not about the new air policy,
then about how they would be treated by the new transportation reg-
ulator in their efforts to promote provincial objectives and interests. It is
important to note that with the passage of the National Transportation
Act of 1967, the regulatory agency regained the decision-making power
over airlines that had been lost in 1944. Henceforth, the regulatory
agency was not simply an advisor to the minister of transport; it was
given a degree of independent decision-making authority notwithstand-
ing the provision for appeals to the minister or to cabinet. While the
power of appeal was a significant constraint, observers noted the fact
that there was no guarantee that any decision on appeal would be treated
by the agency as a precedent. Consequently, provincial governments
feared that the ATC might prove to be unsympathetic to their viewpoint
and a significant hurdle for them. It must be recalled that the norOntair
decision came at a time of widespread provincial opposition to federal
transportation policies and especially to what was perceived as an
agency far too independent and antagonistic to suit the provinces.*?
These concerns came to the forefront in the second, but far more
important, incident involving a provincial role in airline regulation,
Alberta’s purchase of Pacific Western Airlines (PWA).43 In August 1974,
the government of Alberta surprised the airline industry, the CTC, the
federal government and, indeed, its own electorate with the announce-
ment that it had purchased PWA. The purchase reflected the increasing
importance that all provincial governments were attaching to air ser-
vices, particularly to their role in pursuing broader developmental goals.
PWA had been subject to one takeover bid earlier in 1974 to which
Alberta had been opposed. According to Tupper, the government of
Peter Lougheed was agitated about the possibility that control of PWA
might “fall into the hands of interests who were indifferent or even
hostile to Alberta’s economic aspirations.” This was viewed as a par-
ticularly serious problem because “an Alberta-owned PWA was essential
to the maintenance of the province’s hegemony in northern development
matters.”4* All these arguments are remarkably similar to those
employed by the King government to justify the creation of TCA.
The PWA purchase soon became a major intergovernmental (federal-
provincial and interprovincial) conflict. For the federal government, the
concern was that the purchase might undermine its capacity to satisfy
national, interprovincial and interregional transportation needs as well
as to ensure a regional balance in the adequacy of transportation ser-
vices. Fundamentally, the federal government saw the purchase as a
direct challenge to federal jurisdiction and control over transportation in
Canada. It was feared that effective federal control would be lost,
especially if the PWA purchase became a precedent for others, thereby,
in the words of Senator Ray Perrault, “fragmenting airline services in
Canada.”#> The federal government was concerned about provincial

Airline Regulation 49



goals taking precedence over federal goals, particularly those just
recently enunciated in the aviation policy statements. A particular
aspect of this related to the capital needs and the availability of funds.
The CcTC, in 1976, completed a study which suggested that capital
markets could be expected to be tight and competition for long-term
debt and equity capital especially severe. This touched directly on one of
the cornerstones of federal aviation policy, i.e., regulatory control over
aircraft purchasing.® Although it is not clear how strongly felt this belief
was, some federal authorities feared that provincial ownership of car-
riers under federal jurisdiction might undermine the federal regulatory
system. It was argued that provincial governments might question the
notion of subordination to federal regulatory agencies or demand *spe-
cial status” within the regulatory system comparable to that held by Air
Canada. More generally, federal authorities feared that provincial
ownership of an airline might result in air policy, which hitherto had been
immune, joining other transportation modes as a heated subject of
intergovernmental conflict.

That there might be some validity to these federal concerns was
suggested by the manner in which Alberta took control of PWA. Shortly
after the purchase was announced publicly, the CTC informed the
Alberta government that it had failed to comply with the Air Carrier
Regulations and the National Transportation Act by not notifying the CTC
of its intended purchase. These regulations give the CTC authority to
prohibit such a purchase if it is deemed to be “prejudicial to the public
interest.”” It is not clear whether Alberta had the recent norOntair
incident in mind, but it claimed that these regulations were not binding
on the province and therefore, it did not need approval. It is worth noting
that, notwithstanding this argument, Alberta stressed that it accepted
the federal government’s jurisdiction and regulatory authority over air
transportation. The issue was submitted to the judicial system. The
Federal Court of Appeal ruled in favour of the CTC; however, the
Supreme Court of Canada reversed this decision and ruled that Alberta,
in fact, was not bound by the CTC regulations. Subsequent to the
Supreme Court’s decision, the government introduced amendments in
the Aeronautics Act not only to close this loophole, but also to make any
provincial government acquisition of an airline subject to prior cabinet
approval.47 It was notable, however, that with respect to federal con-
cerns about the general applicability of federal regulatory authority, the
chief justice cautioned the federal government about the threat posed by
provincial ownership. Speaking for the majority, Chief Justice Laskin
noted that “a comprehensive regime is already in place,” and therefore,
there was no need for special legislation.*8

As noted earlier, the PWA purchase raised specific interprovincial
political issues. One of the parties wanting the CTC to prohibit the
purchase was the government of British Columbia. Its concern was

50 Chapter 2



heightened when PWA announced in 1976 that it was moving its head-
quarters from Vancouver to Calgary and some of its maintenance opera-
tions to Edmonton — a decision which Premier Bennett labelled *“politi-
cal and economic piracy.”4? Consequently, British Columbia applied to
the CcTC for an order prohibiting the moves. Alberta responded by
claiming that the CTC had no jurisdiction over the matter. Although the
ATC rejected Alberta’s position, it also rejected British Columbia’s appli-
cation on the grounds that the province had . . . not demonstrated that
irreparable harm will be caused by the move.”5° British Columbia
decided to appeal the decision to the commission but before the CTC
could act, the federal cabinet, on its own “initiative,” issued a restrain-
ing order that was to be operative until the Supreme Court had issued its
decision. Alberta declared such an action to be a serious setback for its
economic planning that “could have wide-ranging ramifications for any
province wanting to invest in business.”5!

The specific issues involved in the PWA purchase were resolved when,
as noted, the Supreme Court ruled that Alberta did not require CTC
approval for the purchase. The federal cabinet allowed the headquarters
move, and Parliament enacted legislation prohibiting any similar
acquisitions in the future without cabinet approval. Cabinet had earlier
rejected a proposal from the minister of transport that such acquisitions
be prohibited by statute. The long-term consequences, however, were
not resolved pertaining to potential intergovernmental conflicts over air
policy and regulation, especially the concern in some federal circles that
the federal government’s influence and authority to control the develop-
ment of the air system had been significantly lessened. If anything, the
issues became even more complicated, and federal fears increased when
PWA applied to the CTC to purchase Transair, the airline assigned the
Prairie Provinces and northwestern Ontario under the regional air policy.

Transair developed serious financial problems and, according to Tup-
per, was on the brink of bankruptcy in late 1976.52 The airline’s requests
for assistance were rejected by Air Canada, CPA and the Manitoba
government. PWA then proposed to acquire 70 percent of Transair but
not to merge the two airlines. PWA’s offer, however, was conditional on
its being granted access to routes in Saskatchewan which it did not serve
and which Transair had been denied in 1975.53 Such access was depen-
dent upon Air Canada, which had opposed Transair’s earlier bid. When
PWA and Transair agreed to terminate the latter’s routes east of Win-
nipeg, Air Canada withdrew any objections it may have had to the
acquisition and to the plan to merge PWA’s routes with Transair’s.

Despite the very acrimonious battles between Ottawa and Alberta
over PWA, which had ended only a few months before the PWA-Transair
application, and despite the fact that the acquisition would restrict
competition and was in direct conflict with the federal regional air policy,
both the CTC and the federal cabinet permitted it to proceed. Nor were
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they able to prevent the subsequent complete merger of the two airlines
which gave PWA an operating territory embracing all of Canada west of
Winnipeg. The unwillingness of the federal government to intervene is
understandable. It had no choice. If PWA did not have its demands met,
it would have withdrawn its offer. The result would have been Transair’s
bankruptcy or, alternatively, pressure on Air Canada to salvage it. Either
way the federal government would have assumed an enormous burden,
political and economic. Having established itself as the planning agent
for the airline industry, the federal government found that it had become
a hostage, and what was particularly grating was that it had lost control
to a provincially owned airline.

Despite its powerlessness in PWA matters, the federal government was
determined to establish that it had not lost complete control over air
policy and that it would not tolerate the possibility of a repetition of the
PWA imbroglio. It had an opportunity to do so in the Skywest conflict.

This conflict represented another attempt by provincial governments,
this time Manitoba and Saskatchewan jointly, to use air service as an
instrument to promote provincial economic and social objectives. This
time the chosen instrument was to be a jointly owned airline to be called
Skywest. It was to offer, in particular, service linking Winnipeg, Bran-
don, Dauphin, Yorkton and Saskatoon. Service on this route had been
lost when a subsidiary of Transair was given permission by the CTC to
suspend its service.’* Both Manitoba and Saskatchewan had opposed
the suspension before the CTC and the federal cabinet, which denied
their appeal. Consequently, the premier of Manitoba proposed a demon-
stration project, subsidized by the federal government, that would pur-
chase aircraft and spares from a Manitoba-based manufacturer.>> This
proposal was taken up by the prime minister during the 1974 election
campaign, when he promised in Winnipeg that the federal government
would purchase the aircraft, a promise to which Minister of Transport
Jean Marchand indicated in September 1975 the federal government was
committed. As a result, the governments of both provinces announced
that the service would be launched by March 1976. The assumption
underlying this projection was that the ATC, in view of the intergovern-
mental agreements, would routinely grant the necessary licences.

Such approval was not granted. On December 1, 1975, the ATC met in
Winnipeg to hear the application. That same day the committee decided
to adjourn the hearing on the grounds that the information provided was
insufficient to determine the merits of the application. In particular, the
committee wanted copies of the intergovernmental agreements filed.
The agreements, however, had not been signed by the federal govern-
ment whose new minister of transport insisted that he would sign only
when the carrier had a licence. In short, Skywest and the provincial
governments found themselves in a classic Catch-22 dilemma.>¢ After
the review committee of the CTC denied an application to overturn the
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ATC decision, the governments of Manitoba and Saskatchewan
announced that they were not willing to proceed with the application, or
the project, any further.

The central question, of course, is why did events take the turn they
did? Why did the federal government reverse its commitment and then
undermine the application? The answer is to be found in the agitation
over the Alberta purchase of PWA. The Skywest negotiations, in the
period 1973-75, overlapped with the Alberta purchase announced in
August 1974 and Alberta’s challenge to the CTC’s authority to review the
acquisition. The Skywest application thus emerged at the high point of
federal concerns about losing control over aviation policy. Another
provincially owned airline, however minor, could only complicate the
problems for the federal government. In particular, it would be difficult
to defend a prohibition, especially a retroactive one, on Alberta at the
same time as the government was negotiating a licence for two other
provinces. Supporting this argument is the proposal of the federal minis-
ter of transport, in January 1976, to the western governments that the
project could be reinstated if a private carrier was allowed to operate the
service. This proposal was rejected. The irony of the Skywest conflict
was the fact that the routes in question were made part of the PWA-
Transair purchase agreement of 1978. If Skywest had been allowed,
Transair would have had no value for PWA. Denying Skywest, therefore,
led directly to the creation of a much larger western, provincially owned
airline and to a major breach in national policy. In asserting control, the
federal government was contributing to its loss.

One important outcome of this conflict supports our contention that
planning regulation breaks down the insulation of the regulatory process
and its integration into larger political process. Air policy and regulation
joined other transportation modes as subjects of provincial concern.
Provinces began to talk about the necessity of a “Western Canadian
Transport Commission’ with, presumably, some role for the provincial
governments in appointments and decision making.>” British Columbia,
in particular, stressed the need for proposals “that would build provin-
cial government participation and authority into the structure of national
policy-making.”>8 Finally, the Manitoba Department of Industry and
Commerce, which had been responsible for Manitoba’s participation in
Skywest, developed a position paper that proposed a new intergovern-
mental mechanism for processing air service applications. The proposal
is found in Figure 2-1. This proposal carried the following explanatory
note:

It is suggested that applications affecting air services provided by all levels

of carriers be referred by the federal regulatory authority to MOT and the

provinces for comment. Notice of application would be published and
interventions requested from interested parties. The application would be
heard by an “Examiner” or by full regulatory authority both of which
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include provincial advisors if desired by the provinces affected. Provision is
made for the Minister of Transport to allow an expedited temporary operat-
ing authority where interest requires a decision in a shorter than normal
time. In any event, if no decision is made by the regulatory authority within
30 days of presentation of the examiner’s report on the conclusion of a public
hearing the carrier is free to start service on a temporary basis and the
license must be confirmed within 60 days unless the regulator has compell-
ing reasons why, in the public interest, the application should be denied.
Normal appeal procedures would be open to all parties on all decisions.

In brief, Manitoba was suggesting a process similar to that under the Air
Transport Board after 1944, with the addition of provincial governments
as decision makers. This was a far cry from what the federal government
had envisaged when it opted for a pianning role.

The federal government’s troubles had not yet ended. The cause of the
next conflict, surprisingly, was Air Canada, which in 1978 stunned the
aviation industry with its offer to purchase Nordair, the Quebec-Ontario
regional airline. This purchase was not only a significant blow to the
regional air policy but, in many respects, because of the intergovern-
mental turmoil it set off, it may also have contributed more than any
other factor to the demise both of the policy and to federal efforts to plan
the aviation sector. The intergovernmental conflicts involved the provin-
ces of Ontario and Quebec, both of which decided that a provincially
based, if not owned, airline was needed. In fact, one outcome was the
purchase by the Quebec government of Quebecair, the Quebec-based
regional airline.

FIGURE 2-1 Mechanism for Processing Air Service Applications

Maximum Time Scale to be Developed
Expedited Authority

Federal Proposal considered by either:
MOT (a)  examiner, or
(b) hearing of full regulatory L]
Y Bithity Decision by Federal
— Proposzl»—b both of which include provincial »{ Minister of Transport
Provincial y advisors if desired by
Input provinces affected
Airlines

Public

Source: Manitoba Department of Industry and Commerce, 1976.
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This episode began, as indicated, when Air Canada sought permis-
sion, in 1978, from the ATC to purchase 86 percent of the outstanding
shares of Nordair. This was granted, although by a seriously divided
committee.>® The next step was up to the federal government. It could
have overturned the decision if it so chose, but it did not. Instead, the
minister of transport informed the CTC that “the Government proposed
to acquire all of the issued and outstanding shares of Nordair Ltd. that
were acquired by Air Canada and, in turn, sell the shares back to private
enterprise.”® Three months later, the minister further informed the
commission that it would not acquire the shares but that it would
continue to look for a private sector buyer.6! It was expected that this
process would be completed within a year.

This expectation, which was optimistic, did not assume that the
governments of Ontario and Quebec would become involved in the
bidding war that ensued. Ontario, for example, proposed that there be an
Ontario-based regional carrier that would take over the Ontario routes of
Nordair, the provincial operations of Air Canada, link up with norOntair
and include as owners, Air Canada, private interests, and a minority
provincial government interest.%? Subsequently, Ontario shifted its posi-
tion to support a joint bid from Quebecair of Montreal and Great Lakes
Airlines of London to buy Nordair. Under this plan, all three airlines
would disappear to be replaced by two new regional airlines — Air
Quebec and Air Ontario.%3 The central rationale behind Ontario’s posi-
tion was its insistence on a regional airline based in Ontario. The Ontario
minister of transport was opposed both to the idea (apparently favoured
by his federal counterpart) that there be one carrier for Eastern Canada
and to the possibility that the Ontario service would be controlled by
Quebec-based interests. The federal government rejected the
Quebecair-Great Lakes bid because it did not favour either the breakup
of Nordair or the possibility of further provincial control of airlines.
According to press reports, the federal minister of transport would not
agree to any takeover of Nordair unless Ontario and Quebec interests,
preferably private, held 40 percent each, with Air Canada continuing to
hold 20 percent.%4

The government of Quebec was even more forceful in pressing its
demands than Ontario. Quebec wanted no less than Ontario and, in fact,
preferred that control of Nordair remain in Quebec. The provincial
government’s determination was demonstrated by its actions involving
Quebecair. After the federal government rejected the joint bid to pur-
chase Nordair, with the support of Air Canada, Nordair itself offered to
buy all of the shares of Quebecair, which was a privately owned airline.
Quebecair immediately rejected the offer but, even more importantly,
the Quebec government purchased $15 million worth of non-voting
convertible shares in Quebecair. The move was justified by Quebec’s
minister of economic development on the ground that the province
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“wants the airline controlled by Quebec interests.”® Subsequently, the
Quebec minister of transport stated that the Nordair offer was rejected
“because Quebec had no guarantees [that] air service to remote regions
of the province would be maintained. Via Rail, for example, cut train
services to some regions by 50 percent. Air service is essential. We have
to have guarantees it won’t be withdrawn. ¢ Although both the federal
minister and the CTC indicated that this action might be contrary to the
Aeronautics Act amendment passed after the PWA purchase and there-
fore illegal, both Quebecair and the government of Quebec dismissed the
concerns and did not submit the purchase to regulatory scrutiny. The
federal authorities did not rigorously pursue the matter. It was later
learned that Quebec had gained effective control of Quebecair at the
time, although technically the original majority shareholder continued
to be the controlling shareholder. Quebec had vetoed the Nordair bid,
but the price of its veto was $15 million and an agreement to buy out two
of the other shareholders after two years. This was done in June 1983.¢7
Thus, a direct result of Nordair’s purchase by Air Canada was the
emergence of another provincially owned regional airline. Air Canada
finally sold its shares in Nordair to private interests in Quebec in 1984.

Intergovernmental factors also played arole, albeit less primary, in the
final blow to the regional air policy. This involved Eastern Provincial
Airways (EPA), the regional airline serving the Atlantic Provinces. In
1980, both CPA and EPA applied to the CTC for permission to serve the
Halifax-Toronto route. For CPA, this would complete its transcontinen-
tal route network in accordance with the 1966 policy statement and with
the announcement, in 1977, that the government favoured removing any
restrictions on CPA in its relationship to Air Canada. On the other hand,
as the ATC noted in its decision, “a policy impediment stands in the way
of adding Toronto to EPA’s licence.”%® The impediment was the 1969
regional air policy statement. Consequently, the ATC having ‘“been
guided by existing government policy on commercial air services,”
approved CPA’s application and denied that of EPA.®Y

There was a larger impediment to the CTC’s decision and that was
intergovernmental and other political forces. The hearing on the route
had generated one of the largest sets of interventions that the committee
had encountered. Over 80 parties intervened, approximately two-thirds
of whom did so on EPA’s behalf. Most significantly, EPA was supported
by a number of local MPs, Liberal and Conservative, the Atlantic Provin-
ces Economic Council, and Premier John Buchanan, representing the
Council of Maritime Premiers. One of the most common arguments used
by both EPA and its supporters in defence of the application was that EPA
needed the route in order to subsidize some of its existing services.”?
This community of supporters was not content to let the decision stand
and appealed it to the federal cabinet. Unlike the CTC, cabinet recog-
nized no “policy impediment” and revoked the decision. Halifax-
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Toronto was granted to EPA and, as a consolation prize, CPA was
awarded Montreal-Halifax. The ultimate irony, however, was to come. In
1984, CcPA purchased EPA. Where ten years earlier there had been five
regional airlines, and none provincially owned, now there are only three,
two of which are owned by provincial governments.

The Demise of Federal Planning: 1977-84

It was not immediately apparent that the federal government was pre-
pared to abandon its planning role. In fact, available evidence, while
contradictory, suggests another attempt to assert control. Among the
signs that suggested a move away from planning were the substantial
policy changes concerning Air Canada and CPA. The Air Canada
changes were part of a new legislative mandate for the airline. Three
changes in particular stand out. The first was that Air Canada’s ““special
status” in the regulatory process was removed; henceforth, the airline’s
licence applications would be subject to the “public convenience and
necessity” test of the Air Transport Committee.”! This is an action
ordered by the Conservative government in 1961 but overturned when
the Liberals regained office in 1963. Of equal significance is that, while
there was no statement that its role as instrument of national policy was
ended, the airline was instructed to ““have due regard to sound business
principles, and in particular the contemplation of profit.”7? As Langford
notes, although the indications were confusing, the idea seemed to be
that “Air Canada should be an efficient and safe profit-making airline
competing on a more or less equal footing with other carriers.””3

The correctness of this view is suggested by the third major change
which is found in the directive provisions of the new act. Prior to the new
legislation, the government could impose routes and services on the
airline which were designated ““of national importance” without provid-
ing compensation where such routes or services were not profitable. The
protection from competition on the profitable routes was the ‘quid pro
quo. Under the Air Canada Act, while the government was authorized to
issue directives for economic, social or other policy reasons, it was
required to pay compensation to Air Canada in the event that losses were
incurred as a result of Air Canada’s compliance with the directives.”4 Of
equal importance to the Air Canada changes were those affecting CPA.
In 1979, the government announced that the capacity restrictions on
CPA’s competition with Air Canada were removed. Henceforth, Air
Canada and CPA would be able to compete freely, although the CTC was
expected to monitor activities to prevent undue competition that might
be prejudicial to the public interest.

Despite these changes which “liberalized” regulatory control over Air
Canada and CPA, there were other, more powerful indications that
planning had not completely lost favour in Ottawa. In 1977, federal
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officials drafted a new air policy statement which was discussed with
industry and provincial representatives. Consultation with the latter was
a significant change from the previous decade when provincial govern-
ments were ignored. In 1977, the federal government conceded that
provinces have interests in air policy and ‘“‘that’s why we consult
them.”7> Both groups, however, rejected the proposed policy as being
“too restrictive,” and the government decided to shelve the issue for the
time being. In 1981, the Department of Transport tried again and released
a paper containing a *“proposed domestic air carrier policy.” Although a
senior departmental official described the proposals simply as “an
attempt to fine tune the status quo,” few observers agreed.’® Most saw
the proposed policy as an attempt by the federal department to regain
control over the airline sector by imposing a fairly rigid classification of
roles on individual airlines. There would be controls on the length of
flights permitted regional carriers as well as restrictions on the type of
aircraft certain carriers could use.

The radically changed circumstances were reflected in the treatment
of the policy paper. Earlier statements, after cabinet agreement had been
obtained, were simply announced and affected parties, including the
regulatory agency and the airlines, were expected to abide by their
terms. In 1981, air policy had become so controversial that cabinet could
not even agree on what had been minimized as “an attempt to fine tune
the status quo.” As a result, cabinet opted to refer the policy statement
to the House of Commons Standing Committee on Transport for public
hearings. Not only did most of the provinces participate, but two other
units of the federal government testified in opposition to the proposals.””
In fact, the majority of industry as well as other intervenors was crit-
ical.”® The parliamentary committee, reflecting this consensus, con-
cluded that it “is persuaded that the prospect of competition is the
principal inducement to efficient performance in the airline industry.”
Accordingly, it favoured “a regime that should increase competition
within a regulated environment.”7° Although this was far from a call for
substantial de-regulation, it was a significant move away from the plan-
ning approach favoured by the Department of Transport. This was
acknowledged a year later by the minister of transport who stated that he
could not accept such a proposal.80

His successor, however, was more receptive. In May 1984, the federal
minister of transport unveiled a “new Canadian air policy” which sig-
nalled the end of the unsuccessful attempt by the government to plan the
airline industry.8! He contended that “the present regulatory system is no
longer required . . . and proceeded to indict it on the grounds that it had:

* hindered innovation in services and pricing;
* reduced the flexibility of airline managements to pursue new market
opportunities and to adjust their operations to minimize costs;
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+ hampered the ability of airlines to respond quickly to change, because
of undue delays in regulatory decisions;

« required airline management to devote excessive time and energy to
essentially unproductive regulatory considerations; (and)

« complicated airline planning, to the extent that regulatory decisions
have often been difficult to predict. . . .82

The policies that had produced such conditions, he concluded, were
“obsolete” and consequently all “‘existing policies defining air carrier
roles” were repealed.®? In addition, he declared that licence restrictions
on airlines which reflected regulatory efforts “to fine-tune the rela-
tionship between demand . . . ” and competition will be eliminated on
routes in southern Canada.84 For the geographical demarcation, see
Figure 2-2.

FIGURE 2-2 Geographic Scope of Liberalization

The net effect of these and other changes in pricing and entry/exit
controls was to significantly de-regulate the airline industry. The minis-
ter chose not to call it de-regulation, preferring “substantial liberaliza-
tion.” Nor was this to be the only step: it represented “the first phase of a
long-term plan to liberalize economic regulation of the airline industry.”
Regardless of how the policy is characterized, it amounts to the termina-
tion of airline planning in Canada. Indeed, except for the protection
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afforded for northern Canada, the new policy reflects the termination of
promotional regulation as well.

Conclusion

It would be inaccurate to claim that the intergovernmental conflicts over
air policy that emerged in the last decade were the sole cause of the 1984
decision to de-regulate the Canadian airline industry significantly. Other
factors clearly played arole, especially the U.S. de-regulation beginning
in 1978 and the subsequent “hemorrhaging™ of Canadian traffic to U.S.
border points such as Burlington, Vermont; Buffalo, New York; and
Bellingham, Washington. In addition, partisan and personal motives on
the part of the then Minister of Transport, Lloyd Axworthy, were doubt-
less instrumental. It is our contention, however, that no other single
reason played as important a role as that of intergovernmental conflict.
To the extent that airline de-regulation represented “an idea whose time
had come,” the decade of conflicts and the numerous setbacks for the
federal government, as well as the many stalemates, were crucial to
federal acceptance, and willingness to act, on that fact.

While it is true that the use of economic regulation to promote the
healthy development of Air Canada had an impact on provincial govern-
ments, it was only when the federal government sought to employ
regulation to plan the airline industry that the provinces responded to,
and sought to influence, that impact. Provinces became involved in their
representative role as they defended the interests of specific communi-
ties desiring, or wanting to protect, a particular level of air service; of
individual airlines who wanted to serve specific routes; and even, in one
case, of an aircraft manufacturer whose business provincial govern-
ments attempted to promote. Most significantly, provinces, in the last
decade, have emerged as significant owners of federally regulated air-
lines. Animportant aspect of provincial ownership was the replication of
the traditional federal approach of wanting to acquire or protect routes
deemed to be profitable in order to be able to cross-subsidize non-
remunerative, but politically necessary, routes. As in the case of the
federal airline, such an internal system of cross-subsidization was the
preferred alternative to a call on provincial treasuries for direct sub-
sidies. Finally, provinces responded in their role as policy makers seek-
ing to employ air service as a social and economic development tool.
This was most particularly the situation in the case of Alberta’s purchase
of PWA, but it was also central for Ontario in norOntair. The demands
from Quebec and Ontario for provincially based regional airlines were
premised, in part at least, on the assumption that this could further
provincial policy goals.

The federal move to planning profoundly influenced the politics of
airline regulation. As we suggested in Chapter I, a major consequence
was felt in the patterns of interest representation and participation. Prior
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to the emergence of planning, the central participants were the federal
government and industry management. After the 1964 move to a much
more enhanced, comprehensive role for the federal government, many
more groups sought to influence aviation policies and decisions. For our
purposes, the most important new participants were the provincial
governments. They became involved not only to pursue their own policy
and political objectives, but also because other participants sought their
support for demands made on the federal government. This was most
obvious in the process of route selection as well as in the acquisition or
establishment of carriers.

The second major political consequence was in the relationship
between the air regulatory process and other political processes. While it
is important to note that air regulation, prior to the planning period, was
never characterized by total insulation from the political process
because of the pre-eminent role of the federal government, after 1964
such regulation became even more integrated. The regulatory agency,
despite having regained a significant decision-making role in 1967, found
itself being treated as simply the first stage in the decision-making
process. Appeals from regulatory decisions directly affecting provincial
governments became the norm. Indeed, on at least two occasions,
provincial governments ignored the regulatory agency. More impor-
tantly, to the extent that provincial governments perceived the reg-
ulatory agency as a significant obstacle to the attainment of their objec-
tives, they sought to link the agency with wider intergovernmental
issues and processes. Provinces sought direct representation on the
agency; alternatively, some proposed that the agency’s role be sup-
planted by intergovernmental decision making.

The wider representation of interests and the closer integration of the
regulatory with other political processes had a significant impact on
federal aviation policy and the employment of regulation to attain the
goals of that policy. Prior to 1964, the federal government was clearly in
control and able to dictate, and impose, its objectives on the airline
industry. What is crucial, however, for an understanding of that period is
to see that the federal government’s objectives were limited and easily
attained. They were to promote a healthy national Crown airline which
would not make major demands on the federal treasury. After 1964, the
federal government sought the same objective but to do so, it was forced
into a planning role, casting a broadened range of industry participants
and playing a much more direct supervisory role in their decision mak-
ing. Before 1964, the federal government was responsible for the health
of only one airline; after that year, it was responsible for the industry as a
whole. By assuming a planning role the federal government, which
expanded the scope of its control, found within a decade its control
significantly lessened. This was the paradoxical result of radically trans-
forming the politics of regulation so as to include provincial governments
as central participants.
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Chapter 3

Telecommunications Regulation

This chapter analyzes an unsuccessful attempt by the federal govern-
ment to introduce a planning role for economic regulation of the tele-
communications carriage industry and the consequent intergovernmen-
tal battles. For most of this century, regulation of telecommunications
has been confined largely to a policing role, regardless of level of
government. Starting in the 1960s, the telecommunications industry
began a dramatic period of technological and economic change, change
that called into question the fundamental premises and principles of the
regulatory systems. In particular, such changes as occurred challenged
the traditional relationships between and among the providers of tele-
communications services, especially the telephone companies, their
subscribers and governments.

Almost coincidental with the onslaught of technological change, the
federal government began to reassess its traditional public policies and
instruments. The result of this reassessment was a commitment to a new
policy approach that not only expanded significantly the federal role in
telecommunications but sought specifically to employ regulation of the
industry, not in a policing, but in a planning capacity. Those provincial
governments that traditionally had exercised almost exclusive responsi-
bility for telecommunications found themselves fighting on two fronts,
the technological and the intergovernmental, to protect their decision-
making power. This chapter, while not ignoring the first, concentrates on
the second front in order to illustrate our basic hypothesis that changes
in the function of regulation cause intergovernmental conflicts. The
chapter consists of three sections, the first of which provides essential
background information on aspects of the telecommunications industry
most relevant to our purposes. The second and third sections analyze
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the nature of intergovernmental relations from the perspective of two
periods, the pre-1968 policing era and the post-1968 period of attempted
federal planning.

The Canadian Telecommunications Industry
and Regulatory Structure

Prior to an analysis of the intergovernmental conflicts, their develop-
ment and causes, it is in order to provide some background information
on some of the central aspects of telecommunications in Canada. In
particular, it is necessary to focus on those aspects of the industry that
are relevant to the policy issues central to the politics of telecommunica-
tions. Accordingly, this section provides information on four major
aspects: the size; the ownership; their individual regulators; and perti-
nent financial aspects of the carriers. In addition, it is germane to discuss
two other features, namely, the jurisdictional distribution of responsibil-
ity for regulating the telecommunications carriers and the unique organi-
zational form by which many of the long-distance services are provided
in Canada, i.e., Telecom Canada.

Although there are more than three hundred telephone companies and
other telecommunications carriers in Canada, 19 companies dominate
the industry, in that they provide approximately 99 percent of the ser-
vices. The details of these companies, including their names and their
share of the market as of 1982, the last year for which we have data, are
found in Table 3-1.

As can be seen from this table, there are considerable variations in the
size of these companies. Bell Canada, for example, has approximately
52 percent of the market as measured by total operating revenues, and
the nearest company in size is B.C.Tel which represents 12 percent of
the market. It is also instructive to note that the members of Telecom
Canada represent almost 88 percent of the telecommunications carriage
market in Canada, as measured by total operating revenues.

The second aspect of the industry is the nature of carrier ownership.
Here we find a wide variation including privately owned, publicly
owned, foreign-owned and joint public-private enterprises. In addition,
there is an interesting mix of cross-ownership relationships. Table 3-2
provides the detailed information. Based on the information found in
Tables 3-1 and 3-2, we can see that privately owned carriers represent
almost 75 percent of the market while publicly owned and joint ventures
represent approximately 21 percent and 4 percent respectively. Janisch
may well be correct when he suggests that ownership per se may be
“relatively unimportant because of the overriding nature of common
telecommunications objectives,” at least insofar as corporate manage-
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TABLE 3-1: 1982 Telecommunications Carriage Market by Company

Total Operating Revenues Share
($ millions) (%)

Bell Canadaa.b 4,359.3 51.9
B.C.Telb 1,009.4 12.0
AGTb 825.3 9.8
CNCP Telecommunications 302.2 3.6
SASK TEL®b 295.7 3%
MTSb 244.6 2.9
Maritime Tel & Telb 235.9 2.8
NBTelb 191.5 2.3
Teleglobe Canada 170.2 2.0
“edmonton telephones™ 151.1 1.8
Québec Téléphone 139.6 1.7
Newfoundland Telephoneb 109.6 %8
Télébec Ltée 80.9 1.0
Telesat Canadab 59.0 0.7
NorthwesTel 48.9 0.6
Terra Nova Tel 33.2 0.4
Island Telb 26.5 0.3
Northern Tel 21511 0.3
Thunder Bay Telephone 16.0 0.2
Total 8,320.0 99.1

Source: Revised from Canada, Department of Communications, Canadian Telecom-
munications: An Overview of the Canadian Telecommunications Carriage Indus-
try (Ottawa: Minister of Supply and Services Canada, 1983), p. A2.

Note: Because of rounding, columns may not add up to the total indicated.

a. Telecommunications operations only.

b. Members of Telecom Canada.

ment is concerned.! It remains to be seen, however, whether or not
ownership, i.e., public or private, is as important a factor with respect to
intergovernmental relations in telecommunications as it was in the air-
line sector. One indicator that ownership did matter, at least in one
instance, was the action taken by the province of Nova Scotia in 1966
when Bell Canada acquired a controlling interest in Maritime Telegraph
and Telephone (Maritime Tel & Tel). The province, unwilling to accept
the idea that Maritime Tel & Tel would be controlled “out of province”
passed an amendment to the Maritime Tel & Tel statute limiting Bell’s
voting power to 1,000 shares.? Figure 3-1 provides the same information
found in Table 3-2 but presented in a format highlighting the territorial
dimension of the ownership of Canadian carriers.

The third basic set of facts to be known about Canadian telecom-
munications carriers is the identity of their individual regulators. This
information is found in Table 3-3. It is worth noting that Teleglobe
Canada is not regulated but reports to the federal minister of communi-
cations. Similarly, SASK TEL was not regulated by a separate agency
until after 1982 when Saskatchewan created a regulatory agency, the
Public Utilities Review Commission. As we shall discuss in more detail
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FIGURE 3-1 Ownership of Canadian Telecommunications Common

Carriers
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April 23, 1984.
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TABLE 3-2 Ownership of Canadian Telecommunications Carriers

Company Type of Ownership — Principal Shareholder
AGT Province of Alberta (100%)

Bell Canada Investor owned (Bell Canada Enterprises — 100%)
B.C.Tel Foreign investor owned (through subsidiary of

GTE of United States — 51%)

CNCP Telecommunications Joint Venture (Government of Canada through
CNR and Canadian Pacific — each party 50%)

“edmonton telephones” City of Edmonton (100%)

Island Tel Investor owned (Maritime Tel & Tel — 36%)

MTS Province of Manitoba (100%)

Maritime Tel & Tel Investor owned (Bell Canada Enterprises — 36%)

NBTel Investor owned (Bell Canada Enterprises — 35%)

Newfoundland Telephone  Investor owned (Bell Canada Enterprises — 61%)

Northern Tel Investor owned (Bell Canada Enterprises — 98%)

NorthwesTel Government of Canada (through Canadian
National Railways — 100%)

Québec Téléphone Foreign investor owned (through subsidiary of
GTE — 55%)

SASK TEL Province of Saskatchewan (100%)

Télébec Ltée Investor owned (Bell Canada Enterprises — 100%)

Teleglobe Canada Government of Canada (100%)

Telesat Canada Joint Venture (Government of Canada — 50%;

approved telecommunications common carriers
listed in Schedule 1 of Telesat Canada Act —
50%)

Terra Nova Tel Government of Canada (through Canadian
National Railways — 100%)

Thunder Bay Telephone City of Thunder Bay (100%)

below, Telecom Canada is not itself regulated. When we combine the
information provided in Tables 3-1 and 3-3, we can see that the federal
government regulates approximately 68 percent of the telecommunica-
tions sector, as represented by total operating revenues, with the provin-
ces regulating almost all of the remaining 32 percent. As a percentage of
total telephones, the CRTC regulates almost 70 percent of the industry.3
There are some very important provincial variations. The three Prairie
Provinces and the four Atlantic Provinces regulate almost all telecom-
munications within their jurisdictions, while Quebec and Ontario regu-
late less than 3 percent and 1 percent of the industry respectively. These
relatively small figures, however, hide the fact that both provinces regu-
late approximately 50 independent telephone companies.# Only British
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TABLE 3-3 Canadian Telecommunications Carriers
and their Regulators

AGT

Bell Canada

B.C.Tel
CNCP Telecommunications
“edmonton telephones”

Island Tel

MTS

Maritime Tel & Tel

NBTel

Newfoundland Telephone

Northern Tel

NorthwesTel
Québec Téléphone

SASK TEL

Télébec Ltée
Teleglobe Canada
Telesat Canada
Terra Nova Tel

Thunder Bay Telephone

Public Utilities Board of Alberta
Canadian Radio-television

and Telecommunications
Commission (CRTC)

CRTC

CRTC

City of Edmonton

Public Utilities Commission
of Prince Edward Island

Manitoba Public Utilities Board

Nova Scotia Board of Public Utilities
Commissioners

New Brunswick Board of Public Utilities
Commissioners

Newfoundland Board of Public Utilities
Commissioners

Ontario Telephone Services Commission

CRTC

Régie des services publics du Québec

Saskatchewan Public Utilities Review
Commission

Régie des services publics du Québec
Not regulated

CRTC

CRTC

Ontario Telephone Service Commission

Columbia lacks any significant degree of jurisdiction, in terms of both
size and numbers, over carriers operating within the province. Fig-
ure 3-2 provides an overview of the territorial dimension of the regula-

tion of telecommunications carriers in Canada.

In themselves, the preceding data do not suggest a basis for inter-
governmental conflicts except for the fact that three provinces do not
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FIGURE 3-2 Regulation of Canadian Telecommunications Common

Carriers
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Source: H.N. Janisch, “Telecommunications Ownership and Regulation in Canada:
Telecommunications Policy Research Conference, Airlie, Virginia

April 23, 1984.
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have jurisdiction comparable to the other seven over major carriers
operating within their jurisdiction. To develop such a basis, it is neces-
sary to provide information on aspects of the costs and revenues of the
carriers. This is not the place to undertake a detailed discussion of the
politics associated with these figures. For the moment, it should be
sufficient to state that one of the most important political issues to
emerge in the telecommunications sector in the past decade was the
extent to which, if at all, competition between telecommunications
service providers should be allowed. Hitherto, with a very limited
exception in CNCP Telecommunications, each telephone company had a
monopoly over the provision of service within its jurisdiction. The
rationale for such a monopoly began to be challenged in the last decade
and as a consequence, as we shall see, intense political controversies
ensued both within and between jurisdictions. At the heart of such
controversies was the potential impact of competition on the existing
pricing system for telecommunications services. This system, for rea-
sons to be discussed in the following section, incorporates a significant
degree of cross-subsidization. Although there is no agreement on the
exact extent of the cross-subsidies, there is near unanimity on the fact
that long-distance services are priced so as to subsidize local services.

Although there is considerable dispute over the exact figures involved,
evidence provided by Bell Canada suggests the dimensions of the
amounts.5 For several years, Bell has been conducting Five-Way Split
Studies which demonstrate the imbalance between local and long-dis-
tance rates. In 1982, for example, Bell ““had a shortfall of approximately
$1.2 billion from the provision of Non-Competitive Local services,
which was offset by revenues from Non-Competitive Toll services.”¢
The figures for 1983 are shown in Table 3-4. B.C.Tel reports a similar
relationship and an even greater subsidy. It estimates that it costs $2.23
to earn $1 in revenue at the local level while the provision of long-
distance service costs only 36 cents to generate $1in revenue.” That the
cross-subsidization is a universal phenomenon in Canada is suggested
by the data in Table 3-5 which show that the pattern of cross-subsidies
also characterizes the provincially owned telephone companies.

Notwithstanding what is regarded to be a general pattern of cross-
subsidies, it is instructive to take note of regional variations. The three
provincially owned telephone companies appear to have instituted a
deliberate policy of keeping residential rates as low as possible. This is
suggested by the data found in Table 3-6 which ailow a comparison of
different residential rates charged across Canada as of 1982.

Given the existing pattern of cross-subsidization and the fact that the
provision of such subsidies is dependent on long-distance revenues, it is
important to appreciate the degree or extent of dependency of the
carriers on long-distance rates. In 1982, for example, Canadian tele-
phone companies as a whole received 53 percent of their total operating
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TABLE 3-4 Bell Canada’s Estimated Revenues and Costs
by Service Category, 1983

Category Revenues Costs
€)) (2) 3) 2)-3 3)=©
($ Millions)
Local service (non-competitive) 1,389 2,630 (1,241) 1.89
Toll service (non-competitive) 1,988 626 1,362 0.32
Competitive network 386 317 69 0.82
Competitive terminal 878 834 44 0.95
Common 99 333 (234)
Total company 4,7402 4,740

Source: Response to Interrogatory, Bell (CRTC), May 22, 1984 — 22 IC — as found in
Steven Globerman, *“Economic Factors in Telecommunications Policy and Reg-
ulation,” paper prepared for IRPP Conference on Competition and Technological
Changes: The Impact on Telecommunications Policy and Regulation in Canada,
Toronto, September 25-26, 1984, p. 32.

a. Versus $4,710 for non-consolidated telecommunications revenues.

TABLE 3-5 Net Revenue and Expenses by Lines of Service
for the Year 1982 — SASK TEL

Category Revenues Costs
(1) (2) 3) (2)-@3) 3)+(2)
($ Millions)

Local 52.3 102.9 (50.6) 1.97
Toll 179.4 54.8 124.6 0.31
Optional 259 24.0 1.9 0.93
Unregulated 35.3 26.8 8.5 0.76
Common 2.8 79.4 (76.6)

Total 295.7 287.9

Source: Steven Globerman, *Economic Factors in Telecommunications Policy and Reg-
ulation,” paper prepared for IRPP Conference on Competition and Technological
Changes: The Impact on Telecommunications Policy and Regulation in Canada,
Toronto, September 25-26, 1984.

revenues from long-distance rates. It is even more important, for our

purposes, to acknowledge the provincial/carrier variations which run

from a low of 49.5 percent for Bell Canada to a high of 65.5 percent for

SASK TEL. Table 3-7 provides the percentages for all the members of

Telecom Canada.

These figures, however, do not tell the whole story of toll dependency
because they include both interprovincial and intraprovincial revenues.
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TABLE 3-7 Percentage Toll Revenues (Interprovincial and
Intraprovincial) of Total Operating Revenues
of Telecom Canada Members, 1982

(percent)
SASK TEL 65.0
AGT 64.0
MTS 59.2
Newfoundland Telephone 58.9
Maritime Tel & Tel 56.5
NBTel 55.8
B.C.Tel 55.0
Island Tel 54.0
Bell Canada 49.5

Source: Telecom Canada, Statistics 1982.

Although there are no published figures available that disaggregate the
toll revenue category, industry sources have suggested that there are
wide variations among the companies. For some, interprovincial toll
revenues can contribute from 30 to 45 percent to the total revenues,
while for others, Bell Canada being the most often mentioned, a much
larger proportion of revenue is derived from intraterritory toll services.8
The significance of these and the preceding figures is derived from the
existing distribution of regulatory responsibilities. A change in that
distribution, such as giving the federal government more authority over
interprovincial rates and services, raises provincial objections based on
concerns that the existing subsidy system may be challenged as a result
of such a change.

There is a final aspect of the revenue picture of the telephone com-
panies that is directly relevant to the policy issues that have emerged. As
the preceding information suggests, the present pricing system for tele-
communications and, in particular, the cross-subsidization practices are
heavily dependent on long-distance toll revenues. In recent years, there
has been a growing awareness, or at least acknowledgment, that toll
dependency is itself part of another dependent relationship. In telecom-
munications, as in many other businesses, all customers are not equal;
some are more important than others. For the telephone companies, the
significance of this is the fact that large portions of overall toll revenues
are derived from a small concentration of business subscribers. SASK
TEL reported that 7 percent of its business subscribers provide 54 per-
cent of its toll revenues while for NBTel, 3 percent of its business
customers provide 53 percent of total business revenue. As a further
indication of the exceptionally high degree of concentration, NBTel
acknowledged that 20 business customers alone in New Brunswick
accounted for 32 percent of total business revenues.® The Atlantic prov-
inces’ telephone companies collectively reported that 5 percent of busi-
ness subscribers contributed 60 percent of total business revenues.!©
B.C.Tel provided even more startling evidence of concentration when it
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stated that “ . . . one tenth of one percent of B.C.Tel’s business sub-
scribers generate over 20% of the Company’s interexchange [i.e., long-
distance] revenues.”’!! Figure 3-3 provides evidence on the overall con-
centration of B.C.Tel’s business interexchange revenues.

FIGURE 3-3 B.C.Tel Business Interexchange Revenue Distribution

100% Customers Revenues 100%
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10% |

Source: B.C.Tel, Memorandum of Evidence, CRTC Telecom Public Notice 1984 — 86,
Interexchange Competition and Related Issues, April 1984, Appendix 1, p. 1.

Until recently, these figures on revenue concentration as well as the
others have had little political significance. Indeed, one measure of this
is the fact that until very recently, much of this information was not even
compiled. This was because the pricing systems and the underlying
principles of the telephone companies, public and private, and the public
policies, explicit or implicit, which authorized them were not even
questioned, let alone challenged. The principles and the public policies
are currently under challenge. In particular, there is concern about the
willingness of major sources of revenue to continue to contribute such an
overwhelming share. In the event that such sources are able to withdraw
all or a significant portion of their contribution, telephone practices and
public policies must respond. The stakes, both within provinces and
interregionally, are enormous, and this fact provides the intergovern-
mental dimension to telecommunications issues today.

There are two major anomalies in the information just provided. The
first pertains to the allocation of jurisdictional responsibilities between
the two levels of government. Telecommunications clearly does not
reflect the “territorial principle” associated with Canadian federalism:
“what goes on within a province should be provincial; what is interpro-
vincial or international should remain federal.”'? Instead, we have
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allocation by company, not by territory or function. The federal govern-
ment regulates seven companies, two of which have been declared
“Works . . . to be for the general Advantage of Canada,” while the
provinces or in the case of “edmonton telephones,” a municipality,
regulate the other major companies. ' It is important to emphasize that
regardless of level, the government that regulates a company regulates
all the telecommunications carriage of that company with some minor
exceptions that need not concern us here. By this we mean that the
CRTC, for example, regulates Bell Canada’s intraprovincial, interprovin-
cial and international rates and services as does Saskatchewan for
SASK TEL or New Brunswick for NBTel.

With the exception of a direct challenge to federal jurisdiction over
Bell Canada, launched by a municipality in 1905 and confirmed, and
some indirect challenges involving labour relations, for example, until
recently, there has been no other legal challenge to either federal or
provincial jurisdiction nor any attempt, particularly by the provinces, to
have their jurisdiction confirmed judicially. This is somewhat surprising
because academic legal commentary is unanimous in suggesting that, at
a minimum, federal jurisdiction extends beyond the companies it now
regulates to encompass the interprovincial and international operations
of all telecommunications companies and, at a maximum, the federal
government has exclusive jurisdiction over all telecommunications ser-
vices and facilities comparable to its jurisdiction in broadcasting and
aeronautics.4

Jurisdictional issues, however, have emerged in the past few years.
Although governments have been willing, as Buchan and Johnston note,
to “‘let sleeping dogs lie’ in a legal sense,” the federal government,
starting in the early 1970s, proposed to make functional changes in
jurisdictional allocation.!> These proposals, and provincial responses,
were central to the intergovernmental conflicts to be discussed below,
and we shall leave it until then to provide more detail. More recently, two
industry participants, namely CNCP and “edmonton telephones” have
sought to invoke federal jurisdiction over aspects of their relationships
with Alberta Government Telephones (AGT). In October 1984, the Fed-
eral Court Trial Division ruled that AGT fell under federal jurisdiction
because “it is a non-local undertaking as described in section 92(10)(a) of
the Constitution Act, 1867.1¢ However, the court also ruled that AGT is a
provincial Crown agent and, therefore, not within the jurisdiction of the
CRTC because it has Crown immunity within the existing Railway Act.
Although this decision, if it stands on appeal, will allow the three Prairie
provinces to continue to exercise jurisdiction until the Railway Act is
amended to remove their immunity, it does mean that the four Atlantic
telephone companies come under the CRTC’s jurisdiction. CNCP has
indicated that it intends to appeal the court’s ruling on the Crown
immunity issue.!”
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If federal jurisdiction is upheld, the decision will have profound
implications for both the regulation of telecommunications and inter-
governmental relations in this area. For our purposes, it is sufficient to
note that the uncertainty over jurisdiction and the subsequent challenges
clearly coloured the nature of the intergovernmental conflicts that
ensued in the past decade.

The second major anomaly involves Telecom Canada or the Trans-
Canada Telephone System (TCTS) as it was known until 1983.'¥ Telecom
Canada, which was created in 1931 to provide an integrated cross-
Canada long-distance system, describes itself as “a cooperative organi-
zation comprising ten of Canada’s major telecommunications carriers
responsible for building, operating and maintaining the country’s long
distance voice, data and image communications facilities.”!” There are
three key features of Telecom Canada to be noted. The first is that, as an
organization, it has no employees of its own but relies on staff lent from
the member companies. Secondly, it is run by a board of management on
which each member is represented and, most importantly, unanimity is
required for all decisions. In other words, each member has a veto. The
most important decisions pertain to the long-distance rates charged by
member companies for Telecom Canada routes which are governed by
the Revenue Settlement Plan. Finally, Telecom Canada itself is not
regulated by any government. Each member files the Telecom Canada
rate schedule with its regulatory agency which submits it to the degree of
scrutiny that it chooses. It is of some significance that, until recently, all
regulators have tended to accept such rates as filed because of the need
for uniformity and because of the unanimous agreement of the member
companies. Consequently, the members of Telecom Canada have for
years played what is, in effect, a major policy role by setting national
long-distance rates in Canada and by allocating revenues accruing from
such rates. Obviously, any change in the regulatory status of Telecom
Canada or its members vis-a-vis long-distance rates causes a corre-
sponding change in the policy role as well as in the beneficiaries of that
role. As we shall see, this has been a prime source of concern for most
provincially regulated telephone companies and consequently a point of
serious friction in intergovernmental relations.

Telecommunications Regulation as Policing: Pre-1968

Although economic regulation of telecommunications in Canada can be
said to have begun in 1892 when Bell Canada’s Special Act was amended
to require cabinet approval for increases in existing rates, such regula-
tion in its fullest sense began in 1906 when responsibility for the regula-
tion of telephone companies within federal jurisdiction was given to the
Board of Railway Commissioners.2? Shortly thereafter, provincial gov-
ernments established or empowered regulatory agencies to regulate
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telephone companies within their jurisdiction with Saskatchewan, as
noted earlier, being the sole exception to this trend until 1982.2! Although
different terms were used, with some variations in the powers granted to
the regulators and in their exercise, there is general agreement that such
regulation, regardless of jurisdiction, was essentially the same.22 In our
terms, the function of economic regulation was primarily to police the
telephone companies. Indeed, such regulation prior to the 1960s can be
said to represent the purest form of policing regulation.

To return to the concepts employed in Chapter 1, telephone regulation
ought to be characterized as a policing function because of its decisional
processes and especially because of its scope.

With respect to decisional processes, there can be no doubt that
telephone regulators saw their role as reacting to, rather than initiating,
actions by the telephone companies. Inits first hearing on a Bell Canada
rate-increase application, the board declared: “where a regulative tri-
bunal’s jurisdiction comes, as it always has done, after the development
of a rate situation, the function of that tribunal is to regulate, not to
initiate.”23 Two years later, this position was further elaborated by a
commissioner who stated:

It is not one of the functions of this Board to initiate a tariff for this or any
telephone, or railway company. Its duty, generally, is to examine and pass
upon, approve, or reject, tariffs proposed, having regard to whether, in the
opinion of the Board, such are just and reasonable. . . . True, the Board
has the power to reject, or amend a tariff, or direct another, but no duty is
cast upon the Board to mould one suitable to various conditions and areas of
traffic, dependent upon a multitude of conditions, as to which the Board has
no evidence before it.24

As late as 1966, the board stated that ““. . . regulation is and must be to a
large degree ex post facto.”?> A measure of the consistency of the federal
regulators’ position on this is the fact that only once in the period 1906 to
1968 did the board, on its own motion, initiate an investigation or a
hearing.2¢

Another basic characteristic of regulatory decisional processes that
justified the claim to a policing function was its remedial nature. Reg-
ulators saw their role as providing relief or correcting specific problems,
not in managing the firms or the industry. In 1927, for example, the
federal regulator declared that “the function of the Board is one of
corrective regulation, not of business management.” In support of this
position the board quoted a U.S. Supreme Court decision which stated
that “the Commission is not the financial manager of the corporation,
and it is not empowered to substitute its judgment for that of the directors
of corporations . . . unless there is an abuse of discretion in that regard
by the corporate officials.”27 In 1965 the board noted that it “has
consistently held that its powers are regulative and corrective, and that
they are not managerial. Thus it is necessary for the Board to review the
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company'’s actions from time to time . . . and to take whatever correc-
tive action for the future may be necessary.””28 In 1970, the Canadian
Transport Commission used these words almost verbatim to describe its
role in exercising jurisdiction over the telephone companies.?®

To provide the most persuasive evidence as to the policing function of
telecommunications regulation prior to 1968, we need only examine the
scope of such regulation. To do this we will employ the concepts of goals,
structure and conduct of corporate behaviour introduced in Chapter 1.

Federal and provincial regulators had one major goal: . . . to pre-
vent carriers from using their monopoly position to extract excessive
profits . . . .”’3% In this respect, although it is routinely stated that
regulation is a substitute for competition, this is only partially true for
telecommunications. More precisely, regulation in this industry pursued
only a subset of the goals that are conventionally associated with compe-
tition. In particular, regulators did not perceive it to be their function to
promote economic efficiency, progress or growth which are common
goals ascribed by economists to a competitive system. If these goals
were influenced by their efforts to control excessive profit taking, it was a
happy coincidence but not a set objective. Given the regulatory goals in
other sectors such as airlines and broadcasting, it is significant to note
that there was no hint of exogenous goals for the regulatory system. As
John McManus has noted, and his words are equally valid for provincial
regulators, “ the record of the Board is clear evidence that the
telecommunications firms under its control are not treated as ‘chosen
instruments.’ There seems to have been little political pressure in the
past towards achieving national policy goals through this industry.”3!
The only possible challenge to this system arises from the system of
cross-subsidies that developed in the pricing of telephone services.
Although initially and for most of this period, as we shall discuss below,
this system had an economic rationale, it has in more recent years
assumed a broader public policy role, more akin to an exogenous objec-
tive in our terms.

In keeping with their very limited goals, regulators had little authority
over the structure of the industry. In part, this was due to the fact that by
1906, when economic regulation effectively began, the principle of a
territorial monopoly for each carrier had become established. Although
there was, in the first 25 years after the introduction of the telephone,
some competition between telephone companies in the same or overlap-
ping territories, the industry quickly assumed the characteristics of a
natural monopoly which it was to demonstrate until the 1960s.32 Con-
sequently, entry into the industry was not an issue and thus, when
economic regulation was introduced, it was accepted that there was no
regulatory role in shaping industry structure in this aspect. Nor was it
assumed that the regulator had any role in preventing vertical integra-
tion, another central aspect of industry structure. This issue was relevant
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primarily to the regulation of Bell Canada and B.C.Tel, but the reg-
ulatory agency was given no jurisdiction over vertical integration per se.
As the Board of Railway Commissioners stated in 1921, it was given no
general supervisory power in regard to intercorporate relations.33 This
view was adopted by all of its successors, the last of which as late as 1970
made the following statement:

The Canadian Transport Commission possesses no regulatory authority
over the corporate structure of a regulated company or over its ownership. It
may take the financial structure of a regulatory [sic] company into account,
but only in relationship to its duty with respect to reasonable rates and
charges; free from unjust discrimination or undue preference.34

One qualification to the preceding involves the regulator’s supervisory
role over the interconnection of non-competing systems. In 1908, the
Board of Railway Commissioners was empowered to order interconnec-
tion of such systems and to establish terms for revenue allocation. A
second qualification pertains to mergers and acquisitions. All regulatory
agencies had some jurisdiction to determine if any mergers or acquisi-
tions were in the public interest, although the federal regulator did not
have such authority over Bell Canada. There is little evidence, except in
some of the Atlantic Provinces, that they used this power to impose their
view as to the appropriate structure of the industry. Most acquisitions,
particularly those by Bell Canada, were routinely approved by provin-
cial agencies if only because they promised significantly improved ser-
vice for subscribers of the acquired companies. The only major
exception was noted above, i.e., the action by the Nova Scotia legis-
lature to limit Bell Canada’s voting power within Maritime Tel & Tel.
Finally, although there was one application in the 1950s that raised the
possibility of entry into the industry, it was only in the 1960s that this
emerged as a potentially significant issue. Such entry could involve
alternative equipment (terminal interconnection or “foreign attach-
ments” as they were then called) or alternative service providers (sys-
tem interconnection). In 1968, at the end of this period, the federal
regulator was given a supervisory role over the terms and conditions for
terminal interconnection.s This was the beginning of a significant reg-
ulatory role in structural issues.

The clearest evidence of the policing role is to be found in the scope of
regulatory control over corporate behaviour. The very precise limits of
that control are summed up in a term used by the Canadian Transport
Commission to describe the extent of its responsibilities: “toll jurisdic-
tion.”’36 As far as the CTC was concerned, its primary jurisdiction was to
police the pricing behaviour of the telephone companies subject to
federal regulation, seeing to it that telephone tolls were “just and reason-
able” and free from “unjust discrimination or undue preference.” The
federal regulator had additional policing powers, particularly over sys-
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tem interconnection as noted above; and over capital stock issues.?” It is
instructive to note that the federal regulator routinely insisted on the
very strict limits of its jurisdiction. It claimed, for example, that it had no
“authority over the nature and quality of the services offered.”3* It also
denied that it had control over the investment plans or construction
plans of the carriers or over “the technical characteristics of telecom-
munications facilities.”’3® As indicated above, the federal regulator
denied it had jurisdiction over structural aspects of intercorporate rela-
tions, but it did assume that it should police such relations so as to
determine that the interests of both shareholders and subscribers were
not adversely affected. Consequently, in every rate case since 1919 the
board and its successors have reviewed the prices charged the parent
firms by their subsidiaries to see that they were not excessive.*

The policing role of federal regulation is demonstrated not only by the
severely constrained scope of behaviour subject to scrutiny, but also by
its reactive nature. We have already discussed this above, but it is
worthwhile to note it again in this context. Although the regulators
stressed their responsibility to police carrier pricing behaviour, they also
emphasized that, unless specific forms of behaviour were deemed to be
unacceptable, they would respect the prerogatives of corporate manage-
ment. The regulatory agency, for example, opted not to interfere with
management’s right to define local calling areas unless discrimination
resulted. Similarly, it left to management the discretion to develop the
distinctions between residence and business subscribers. Finally, man-
agement, not regulator, decided to price on a flat rate rather than a
measured basis for local exchange service.#! In short, federal regulation
was quintessential policing regulation with corporate management the
primary economic decision maker and the regulatory agency concerned
about a limited set of outcomes and supervising corporate behaviour to
ensure that it abided by the rules to produce such outcomes.

It is difficult to characterize provincial regulation over a 70-year
period, given the diversity of the provinces. Some authors have con-
tended that, as long as corporate management stayed within the bound-
aries of acceptable behaviour, provincial regulators would respect and
defer to management prerogatives.*? According to this view, provincial
regulation with its emphasis on just and reasonable rates served a
policing function. Janisch and Huber, however, suggest that in the Atlan-
tic Provinces at least, regulators played a more active, positive role as
well. They point out that the provincial regulatory agencies were given a
broader supervisory role over telephone companies than their federal
counterpart. Moreover, they cite evidence concerning regulatory-man-
dated extension of service and regulatory encouragement of industry
consolidation to support their view that regulators performed, on occa-
sion, what we have described as a planning function.4? In the Prairie
Provinces, it is also worth noting that, while regulatory agencies did not
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play a planning role, provincial governments (through their ownership of
the telephone companies) did seek to employ the telephone system to
satisfy broader social and economic policy goals. However, the differ-
ence between such goals and those pursued by the private telephone
companies in the rest of Canada may reflect only differences of degree
and not of kind, given the generalized commitment to universal ser-

vice. ¥
There are a number of general observations, relevant to more recent

developments, that must be made about this period of telecommunica-
tions regulation. The first is that, notwithstanding the existence of
regulation, however confined the regulatory role, the period was marked
by the infrequency of regulatory proceedings. Given that the federal
regulator defined itself in terms of a “toll jurisdiction,” it is notable that
between 1906 and 1968 there were only five rate proceedings for each of
Bell Canada and B.C.Tel, and, for both companies, four of the proceed-
ings were in the 20 years following 1949. The situation was not very
different at the provincial level. According to a former official of Alberta
Government Telephones, “until 1958 we had virtually no regulation in
Alberta and our first rate hearing was not held until 1966.”45 In the
Atlantic Provinces, Janisch and Huber report a total of 13 general rate
cases prior to 1969, an average of four per company over the previous 60
years.4¢ Before conclusions about regulatory ““capture” are drawn, it is
important to note that this period was not one in which the telephone
companies would need to turn to their regulators for rate relief. It was in
this period that telephone service witnessed the greatest growth as
measured by availability of service. Such growth enabled the companies
to develop significant economies of scale, which more than matched
their revenue needs, except for the few instances when rate increase
applications were filed. Another contributing factor was technological
change, which further reduced the cost burden. Finally, the develop-
ment of the TransCanada Telephone System and its revenue settlement
plans, particularly in the 1950s and after, aided the financial position of
the carriers such that the need for rate increases was minimized.

In the second place, it is also important to note that although prior to
1968, regulators were reactive, it is not accurate to assume they were
passive to the demands of the telephone companies. At the federal level,
McManus, while acknowledging the tendency to respect managerial
prerogatives, cited a number of examples where the regulator challenged
and changed corporate proposals.#’ Similarly, at the provincial level,
there is evidence, particularly in the Atlantic Provinces, that the reg-
ulatory authorities did not simply rubber-stamp carrier requests nor did
they hesitate to intervene, when requested by subscribers, on questions
of quality of service. In Newfoundland, for example, the Board of
Commissioners of Public Utilities rejected in 1965 an application for a
general rate increase on the grounds that service was inadequate, and it
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was “unable to conceive of reasonable rates for inadequate service.”4®

Moreover, despite the paucity of proceedings, there is no evidence
that the primary regulatory goal, namely the prevention of excessive
profits, was not attained. In fact, the available evidence suggests most
clearly that it was. Tables 3-8 and 3-9 demonstrate that the rate-of-return
guidelines to which the then eight Telecom Canada companies were
subject were effective as measured by both gross rates and return on net

worth.
A third major observation pertains to the development of the Cana-

dian telecommunications system prior to 1968. This system is generally
acknowledged to be one that, in terms of availability, reliability, range of
services and employment of advanced technology, has few equals.
Moreover, one of the most distinctive features of this system, given the
multitude of components, is that it is nationally integrated. For our
purposes, the significance of the quality of the existing system s that it is
the result of corporate, not government, decision making. The only
qualification to this involves the indirect role that provincial govern-
ments played in the Prairie Provinces as owners of the telephone com-
panies. The key point, though, is that quality of the telecommunications
system reflected firm-led decision making. The achievements are all the
more remarkable at the national level, for it has been corporate execu-
tives who have created the nationally integrated system through the
TransCanada Telephone System (TCTS), now Telecom Canada. In the
words of McManus, “the telecommunications industry in Canada is the
only industry since the fur trade to have voluntarily constructed a link
between East and West to the North of the Great Lakes without govern-
ment intervention of some kind.’#° Prior to the creation of TCTS,
national long-distance traffic had to go through the United States.
TCTS’s basic functions were to plan the construction of the system
(ensuring, especially, compatibility), to unify rates and service offerings,
and to divide revenues from traffic involving non-adjacent territories. As
Carl Beigie has noted, “each of these functions is essential, and if the
TCTS or something capable of performing these functions at least as well
had not existed, it would have been impossible for Canada to maintain a
position among the world’s leaders in telecommunications services with
its present ownership structure.”>°

The fact is that TCTS did exist as a result of industry initiative and
consequently, corporate executives were responsible for planning the
development of the system. Their achievements, which have been
described as the product of “private sector cooperative federalism,”
could not have come easily. The disparate nature of the individual
members as measured, for example, by size of company, extent of
territory, regional differences and ownership, combined with the fact
that the decision-making system required unanimous consent, must
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have required as much diplomacy and skilful negotiation as is required in
intergovernmental relations.

A further point that arises from the pre-1968 period concerns the
system of cross-subsidies that developed. The existence of this system
which, as noted, involves subsidies from business to residential users,
urban to rural users and long-distance to local exchange users, does not
challenge, in one important respect, our contention that in this period
the policy objectives of regulation were very limited. In particular, our
argument was that there was no significant use of regulation to pursue
exogenous objectives, i.e., to employ the telecommunications system to
satisfy policy goals external to that system. At first glance, a system of
cross-subsidies would seem to contradict this assertion. The fact is,
however, that such subsidies are premised on economic objectives.
Discrimination between buyers of a service, in this case telephone
subscribers, who exhibit different demand elasticities, is a widely
accepted method of increasing the total number of subscribers. By
increasing the number of subscribers, the overall cost of providing the
service can be made affordable.>! Thus, the growth of subscribers in the
period prior to 1968 (and it was largely in this period that telephone
service became universally available in Canada) was dependent on the
system of cross-subsidization that was basic to the pricing of telephone
service.

It does not follow, however, that a practice introduced for economic
reasons cannot be transformed to satisfy other objectives. As we shall
see, this is what has occurred with the telephone cross-subsidy system.
Whatever its original rationale, it is now defended as well, or even
primarily, on welfare grounds as a means of satisfying social policy
objectives be they income assistance, maintenance of rural communities
or regional development.>> Moreover, what is particularly germane to
our purposes is the interregional, intercompany aspect of the subsidy
system. The present pricing system for long-distance services and the
related Revenue Settlement Plan of Telecom Canada provides subsidies
from users of one system for those of others. This is particularly true in
the case of allocation of revenues for Canadian-American traffic where
the bulk of this traffic originates within one territory, namely Bell
Canada. Consequently, any suggestion of tampering with the pricing
system can be expected to result in political conflicts not only among
different subscribers, but also among different companies and their
respective regulators. Such conflicts did not arise, by and large, in the
pre-1968 period; to the extent that they did, they were resolved through
the private corporate bargaining process within TCTS. After 1968, the
conflicts became increasingly public and political.

The final point to be made about this period is one that the perceptive
reader will have already noted. There has been no mention of inter-
governmental politics, let alone conflict, involving the telecommunica-
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tions industry prior to 1968. This is easily explainable: there were no
conflicts and no need for intergovernmental relations. The telecom-
munications sector may have been one of the last vestiges of “watertight
compartments” in Canadian federalism. Although by 1970 this view was
already dated, the CTC reflected the pre-1968 reality when, in response to
the telecommission request for comment on “the existing federal and
provincial regulatory structure in Canada, and the interrelationships of
its components,” the commission submitted that it did not understand
the last phrase:

Federally incorporated companies are regulated by the Canadian Transport
Commission and provincially incorporated companies are regulated by
provincial regulatory bodies. The division of jurisdiction is quite clear and is
exercised by the separate regulatory bodies.>3

Prior to 1968, any of the interdependencies, the externalities and
spillovers that arose from the nationally integrated telecommunications
system were handled, and handled successfully, by telecommunications
corporate decision makers. The success of the industry in the years
leading up to 1968 in developing an efficient, economical, advanced and
politically non-controversial (publicly at least) telecommunications sys-
tem undoubtedly contributed to the self-confident assumption that what
was true of the private sector could be true of the public and that “*federal
and provincial interests in telecommunications are complementary
rather than conflicting, and afford ample opportunity for constructive
cooperation by all governments in Canada.”>* The naivete of this state-
ment was soon apparent. Constructive cooperation was dependent in
large part on decision making by corporate executives which, in turn,
was dependent on the policing function of regulation. Any attempt to
change that function could only lead to intergovernmental conflict as
subsequent developments clearly demonstrate.

Telecommunications Regulation
and the Attempt to Plan: 1968-84

The use of 1968 as a cutoff date is clearly arbitrary. Some of the forces
leading to federal efforts to attempt to introduce a significant govern-
mental planning role for the telecommunications sector were present
earlier. Others did not gain any serious momentum until after 1968.
Furthermore, although we shall contend that the planning exercise was a
primary factor in causing the intergovernmental conflict (the only con-
stant in a dramatically changing industry in the past 16 years) other
forces were at work as well. In fact, the high degree of insulation of the
industry from political forces and processes, so characteristic of tele-
communications prior to 1968, and the correspondingly dominant role
played by corporate officers in directing the development of the industry
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would have been eroded regardless of the intergovernmental conflict.
Technological and economic forces contributed significantly to this
process. Indeed, it is perhaps unlikely that the intergovernmental con-
flict would have been as acrimonious or as extended if such forces had
not acted as catalysts. On the other hand, we would contend that the
federal government’s attempt to introduce federal planning in the tele-
communications sector, while not sufficient to cause the intergovern-
mental conflict, was a necessary condition. This planning activity
occurred at two levels, the departmental and the regulatory. In this
section we shall analyze how such activity caused and provided the
subsequent motor force for the intergovernmental conflict, but before
doing so, it is necessary first to discuss briefly the impact of technology
and economics.

In a number of respects, 1968 represents a watershed year in telecom-
munications. In the United States, it was the year of the “Carterphone”
decision, one which, along with the ““MCI1”" decision one year later, not
only unleashed the forces of competition in telecommunications in the
United States but also, in the process, began an extensive debate over
fundamental principles that hitherto had determined both the provision-
ing of telecommunications services and the public policies that autho-
rized them.>3 This debate soon washed over the borders of the United
States into Canada and, indeed, into most of the industrialized western
world.3¢

Prior to the “Carterphone” and “*“MCI1” decisions in the United States,
telecommunications policy had been based on a few integrated assump-
tions.>” One of these has been that only one company can economically
serve a single area and therefore, telephone service is best provided on a
monopoly basis. A related assumption is that a single company should
be responsible for providing end-to-end service. The third assumption is
one just discussed, namely, that the pricing of telephone service should
be based on value-of-service rather than cost-of-service pricing princi-
ples. The “Carterphone” and ““MCI1” decisions, and subsequent ones,
subjected these assumptions to considerable reassessment. ““Car-
terphone” led to the rejection of policies prohibiting the attachment of
equipment other than that provided by the telephone company. Custom-
ers in the United States, encouraged by manufacturers and retailers as a
result of “Carterphone,” were able to attach a host of devices ranging
from their own phones to mobile equipment and answering devices and,
most importantly, switchboards and word and data processors that
communicate with others. In fact, the American success of Northern
Telecom is in no small measure due to the de-regulation of terminal
equipment in the United States.>®

The “MCI1” and subsequently, the broader **specialized common car-
rier” decision led to the acceptance of competition among service
providers, especially in the provision of long-distance services. In the
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United States today, customers can choose among several companies.
In addition, as a result of technological developments, a subset of
customers, namely large users, can, and have chosen to “by-pass” the
existing telephone network completely to provide their own long-dis-
tance services.>® Such customers can use satellites, microwave, cellular
mobile systems and broadband cable to serve their needs.

The most significant consequence for public policy is that the erosion
of the traditional monopoly provision of both transmission and equip-
ment undermines the principles of value-of-service pricing. Competition
is largely, if not wholly, incompatible with such a system of pricing.
Consequently, the cross-subsidization practices could not be continued
in their traditional form. The challenges to such practices, however, have
led to significant political battles in the United States pitting states
against the federal government, Congress against the Federal Communi-
cations Commission and region against region.®® Similar battles have
ensued in Canada.

Coincidental with the turmoil embroiling the principles and practices
of telephone regulation in the United States was another, perhaps even
more revolutionary force that would have equally profound ramifica-
tions for Canada and Canadian policy makers. That force was the
integration of communications and computers. This integration builds
on the transformation in telecommunications resulting from satellite
technology, fibre optics, lasers, electronic switching and digital tech-
nology along with equally important advances in computer technology
and science. The convergence that results has been largely responsible
for the belief that we are currently in the throes of an “information revo-
lution” which will radically transform our societies and economies.®!

These twin forces, the re-evaluation of telecommunications principles
and the convergence of communications and computers, have been
responsible, to a much larger degree for the dramatic shift in public
policy in Canada, primarily at the federal level, toward the telecom-
munications sector. Prior to 1968 this sector, we have contended, was
largely taken for granted; after 1968 it was to be given a “‘governmental
embrace.”

There were two key aspects to this embrace. The first was that as a
result of the recognition of telecommunications as a vital, indeed, possi-
bly lead sector of the social and economic infrastructure, it became
commonplace to emphasize a significantly expanded range of telecom-
munications policy objectives. Indicative of this view was the popularity
of the rhetoric which described telecommunications as ‘“‘the nervous
system of society” and as ‘“the railways of the future.” Equally impor-
tant was the second aspect of this embrace: if telecommunications were
so critical, their uncontrolled development could pose serious dangers
to the Canadian economy and society, especially if external forces
(particularly from the United States) gained undue influence. The mea-
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sure of this aspect is found in the host of federal government sponsored
studies which, in the words of two federal public servants, all reflected
“, . . the same anxieties about the vulnerability of Canada to the infor-
mation revolution.””%> Inevitably, therefore, we witnessed another epi-
sode of “defensive expansionism™ as the federal government decided
that, whatever the merits of the telecommunications system as it
existed, it was too important to be left in the hands of its present
managers. If telecommunications systems and services were so vital to
the future development of Canada, according to this line of thinking, the
federal government must assume, as it had in broadcasting, railways and
airlines, the dominant role in shaping and planning that future. Unfor-
tunately, in developing this approach, federal planners showed insuffi-
cient appreciation of the intergovernmental hurdles that would have to
be overcome.

The first major indication of federal ambitions came in 1968 with the
creation of the Department of Communications.®3 In some respects,
despite its novelty, this was a rather innocuous act. Certainly there was
nothing in the statute to indicate any major shift in the federal govern-
ment’s approach. The statute was a mere two pages and assigned the
minister of communications federal powers not already assigned to other
ministers. There was a short statement of the minister’s functions which
were to be rather mundane. He was, among other things, to:

» coordinate, promote and recommend national policies and programs
with respect to communications services for Canada . . . ;

» promote the establishment, development and efficiency of communi-
cations systems and facilities for Canada; and

« assist Canadian communications systems and facilities to adjust to
changing domestic and international conditions.®*

The legislation was more notable for what it did not contain — neither
new powers for the minister nor, especially, a statement of public policy
that would govern the exercise of the federal government’s powers in this
field.

Such a statement would have been appropriate given that the govern-
ment gave every indication that the creation of the new department
heralded a new approach to telecommunications and particularly its role
in this industry. In introducing the legislation, Prime Minister Trudeau
noted that “we can foresee that the whole field of communications will
be of growing importance to Canada and require increasing federal
government involvement.”%> The proposed objective of that involve-
ment was identified by the first minister of communications when he
stressed the role of the planning section in the department:

The purpose of planning will not be regulation for regulation’s sake but
regulation, where and when needed, for the public good. We intend to
evolve a national communications plan and a national communications
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policy to integrate and rationalize all systems of communications whether
those of today such as telephones, microwave relays, telex, TWX, telegraph
and the Post Office. or those of tomorrow: communication satellites: sophis-
ticated information retrieval systems linking computers which exchange
and store information of all kinds; waveguides; lasers, and on up to the
“wired city” of tomorrow.6¢

This was a clear statement of the government’s intention to plan the
telecommunications system and to employ regulation as the primary
planning instrument. Subsequently, in 1977, when the government intro-
duced legislation detailing a comprehensive policy statement, the cen-
trality of regulation remained constant. In this bill, the government
declared that *. . . the telecommunication policy for Canada . . . can
best be achieved by providing for . . . the regulation of telecommunica-
tions undertakings over which the Parliament of Canada has legislative
authority.”"¢”

There are two important aspects to this declaration of the govern-
ment’s intentions. The first is that at no time in the debate did any
member of the government attempt to explain, in any detail, why plan-
ning — and planning by the federal government in particular — was
necessary. There was no detailed statement of deficiencies in the present
system. The minister limited himself to the comment that “telecom-
munication legislation and regulation as it now exists is, to a consider-
able degree, uncoordinated and in certain areas inadequate.”’*® Nor was
there any effort to justify the emphasis on regulation as the primary
instrument for attaining the government’s objectives.

Despite the radical nature of the federal government’s plans for the
telecommunications industry and their implications for both carriers and
most of the provincial governments, there was no immediate provincial
response. In larger part, any response was delayed by the government’s
decision to undertake a comprehensive study on the present state and
future prospects of telecommunications in Canada.®® The intergovern-
mental conflicts began, or at least became public when, following the
completion of this study, the government released a position paper
entitled “Proposals for a Communications Policy for Canada.””® This
paper made it clear that, henceforth, exogenous objectives would domi-
nate communications policy. It stated that the objectives of such policy
should be to:

 safeguard, enrich, and strengthen the cultural, political, social and
economic fabric of Canada;

« contribute to the flow and exchange of regional and cultural informa-
tion;

« reflect Canadian identity and the diversity of Canadian cultural and
social values;

90 Chapter 3



» contribute to the development of national unity; and

« facilitate the orderly development of telecommunications in Canada,
and the provision of efficient and economical systems and services at
just and reasonable rates.”!

There was a significant inconsistency, however, in the federal proposals.
At the same time that it was proposing to use the telecommunications
system, via regulation, to pursue a host of external objectives, the
federal government was also suggesting that it might favour the introduc-
tion of competition. It did so when it suggested that some services
“might perhaps better be provided in the public interest under competi-
tive conditions.””2 In addition, the policy paper intimated that new
entrants might be permitted because this “kind of competition can be
regarded as a valuable stimulus to innovation and the use of new tech-
nology in response to developing needs of users.”” Furthermore, follow-
ing the lead of “Carterphone,” the paper suggested that the federal
regulatory body could be empowered to allow interconnection of sub-
scriber-owned equipment.”3

These two components, an expanded set of objectives federally
imposed, and the introduction of competition, were guaranteed to
provoke widespread provincial opposition. As additional stimulus were
the federal comments on the existing system for regulating interprovin-
cial long-distance rates and services. The green paper noted that:

Since there has been no co-ordinated authority over the several undertak-
ings that together provide telephone service to all parts of Canada, the
recognition of a “national dimension’ in the network as a whole has been
left largely to the discretion of the TransCanada Telephone System.74

The position paper, while acknowledging that “‘a commendable degree
of coordination and standardization has been achieved by TCTS . . . ,”
then asserted that “there has in the past been little opportunity for
expression of the public interest, in a national sense, in the orderly
development of telephone systems in Canada.””® The need, therefore,
was “‘to ensure a proper equilibrium between national and regional
interests in the regulation of all telecommunications carrier services.”7¢
As in 1969, no specific definition of the “national dimension™ or “the
public interest in a national sense” was provided. Nor was there any
attempt to justify changes of the magnitude proposed by providing
evidence of the inadequacies of the present regulatory system.
Given the radical restructuring of the regulatory responsibilities
involved, as well as the reorientation in the basic objectives of regula-
tion, combined with the failure to provide any serious explanation of
why change on the scale proposed was necessary, the universal provin-
cial opposition could hardly have surprised the federal government. At
least a year before the policy paper was issued, an interprovincial
conference of communications ministers had approved a resolution
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stating that interconnection was a provincial, not a federal, responsibil-
ity. When the federal government called a federal-provincial conference
in 1973, the conflicts burst into the open. The provinces’ approach was to
demand jurisdictional changes, i.e., to deny the federal government any
significant decision-making power. For its part, the federal government
refused to discuss such matters and sought to confine the discussion to
administrative mechanisms and consultative procedures. This confer-
ence, the first of its kind, broke up within a few hours.

Nor was there much success at subsequent conferences in 1975. In the
meantime, the federal government had issued a new policy paper which,
while not abandoning the essential federal positions, sought to placate
the provinces with more formal consultative arrangements.”” This
accomplished little. Provinces invoked a rationale for provincial juris-
diction similar to that of the federal government. Communications pol-
icy was vital to the provinces, they argued, because they “have respon-
sibilities in the social, cultural, educational and economic spheres.”
Federal proposals were unacceptable not only because they “denigrate
responsibilities historically exercised by a number of provinces, but also
because they “do not recognize increased provincial decision-making.”
Building on these arguments, the provinces put forward a “provincial
consensus position” which called for not only an acceptance of the
status quo for those provinces which regulated carriers, but also a
transfer of jurisdiction over Bell Canada and B.C.Tel to Quebec, Ontario
and British Columbia. In addition, “questions such as development
plans of federally regulated carriers, standards, frequency spectrum
management, use of satellites and intercarrier competition” would be
submitted to a federal-provincial conference subject to federal-provin-
cial agreement. The federal government rejected these proposals
because they “would effectively remove the Federal Government from a

substantial role in telecommunications.””%
With the collapse of the July 1975 conference, intergovernmental

negotiations on telecommunications issues effectively ended. It is true
that there were two intergovernmental conferences as well as numerous
bilateral meetings, ministerial and official, in the years following. It is
also true that there were several intergovernmental working groups and
task forces which met and issued reports in the post-1975 period. It is
also the case that in 1977 and 1978, the federal government gave first
reading, on three occasions, to legislative proposals which, on the face
of it, incorporated all the features to which the provincial governments
had taken objection. Finally, it is true that, in the 1980 round of constitu-
tional discussions, the subject of communications was on the agenda.
The provinces advocated a position essentially the same as their 1975
joint position, which the federal government rejected, although it also
suggested that it was willing to accept a two-tier system of regulation,
whereby all provinces would regulate intraprovincial telecommunica-
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tions with the federal government having jurisdiction over interprovin-
cial and international telecommunications matters. The provinces sum-
marily rejected this proposal. Despite all this activity, which seemed to
have taken on a life of its own, there was little movement. The provinces
assumed that they had successfully defeated any federal desire for
planning. This appears to be the case despite the 1977-78 legislative
proposals to which the provinces did not even react (unlike the case in
1969), assuming that its policy statement was largely rhetoric and that the
government’s heart was not in its proposals. That this was a correct
assumption was established by the failure of the government, despite its
majority, to proceed beyond first reading on three occasions.

To suggest that intergovernmental negotiations effectively ended in
1975 is not to argue that intergovernmental conflict ceased. In several
important respects it increased. The difference, however, was that now
the source of the conflict was not the planning proposals of the federal
department but the policing and planning activities of the federal reg-
ulatory agency. Complementing the decline in the federal government’s
fervour for planning as a cause of reduced intergovernmental tension was
the search by the provincial governments for allies within the federal
government, particularly in the Department of Communications against
what many of the former adversaries came to regard as a common foe,
the federal regulatory agency, the Canadian Radio-television and Tele-
communications Commission (CRTC). The CRTC had emerged as a
significant actor in the telecommunications sector in 1975, when jurisdic-
tion over telecommunications was transferred to it from the Canadian
Transport Commission.”?

The CRTC was not a popular agency among provincial governments
prior to the 1975 transfer. In fact, of all federal regulatory agencies, it was
the least popular because it was perceived to be the least sympathetic to
provincial interests or claims.8° It did little after 1975 to assuage provin-
cial concerns. In 1976, after a federal-Manitoba agreement had been
signed on the subject of cable hardware ownership, the CRTC issued
decisions which reminded the signatories that it was bound by its stat-
utes, not intergovernmental agreements.®! In 1977, the CRTC ruled that
Telesat Canada’s application to become a member of the TransCanada
Telephone System would not be in the public interest. This application
came only after Telesat had completed difficult negotiations with the
other members of TCTS and had obtained the federal government’s
approval. The CRTC decision caused concern for all members of TCTS,
but it particularly irked the provincial governments, which owned three
of the members of TCTS, because they saw it as a further example of
CRTC intrusion into policy matters. While the decision was successfully
appealed to the federal cabinet, the CRTC’s response did little to encour-
age either provincial governments or the members of the TCTS. The
commission issued a press release declaring that it was “convinced that
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as a minimum, a much fuller review of the operations, finances and
practices of TCTS and its individual members will be required than has
ever been the case before.”’$2 Within a year, the commission ordered a
wide-ranging hearing on TCTS rates, which is discussed below.

In 1975, when the legislation was before the House of Commons
creating the new CRTC, the minister described the move as mere “house-
keeping” introduced to tidy up the federal regulatory system.®3 That the
regulatory agency did not perceive the action in the same light, and that
the provinces now faced a much more formidable, and obdurate, propo-
nent of regulatory planning, became very evident within a few short
months of the proclamation of the act of transfer. In July 1976, in a public
statement ostensibly on “procedures and practices,” the CRTC declared
that the public interest requires that telecommunications services
“should be responsive to public demand over as wide a range as possi-
ble, and equally responsive to social and technological change.” 8
Although no change had been made in its enabling legislation, the CRTC
proclaimed that it would not be bound by its predecessor’s rather narrow
interpretation of its “‘toll jurisdiction”:

The principle of “‘just and reasonable” rates is neither a narrow nor a static
concept. As our society has evolved, the idea of what is just and reasonable
has also changed, and now takes into account many considerations that
would have been thought irrelevant 70 years ago, when regulatory review
was first instituted. Indeed, the Commission views this principle in the
widest possible terms and considers itself obliged to continually review the
level and structure of carrier rates to ensure that telecommunications ser-
vices are fully responsive to the public interest.83

The full extent of the reorientation of federal regulation needs to be
appreciated. In terms of decisional processes, the CRTC, in its 1976
statement and in subsequent decisions, indicated that it would not be
simply reactive but that it intended to play an initiating role. It proposed,
for example, not to rely on rate applications alone but to hold general
“issue hearings” on such matters as service quality and priorities,
interconnection and intercorporate relations.8¢ In 1978, the commission
solicited applications from cable licencees for permission to use their
systems to provide non-programming services.®” Both of these actions
also show that, rather than assuming a remedial role, the commission
conceived a more appropriate role for itself as being issue oriented,
problem solving. Subsequently, in its decision making on individual
applications, it provided a number of examples that demonstrated such a
role. These included:

» the development of quality of service standards;

« the study of the adequacy and location of pay telephones;

+ the requirement that Bell Canada undertake a feasibility study on
budget telephone service;
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+ the requirement that Bell propose a program for the installation of
digital technology and direct distance dialling in remote communities:

« the introduction of affirmative action programs concerning staffing
and language usage for northern communities:

« the requirement that Bell study the merits of a separate rate structure
for remote northern areas that would include social and economic
considerations relevant to the area; and

« the request that Bell review various approaches to establishing rate
structures for contract primary service which recognize the distinc-
tion between small and large businesses.®®

More generally, in the scope of its decision making, the CRTC indicated
that it was rejecting a predecessor’s view that its role was to regulate
“particular companies and not utilities in the abstract.”® The CRTC’s
approach, while not “utilities in the abstract,” was a shift away from
firm-specific regulation and was now more clearly industry- or system-
oriented. This approach was undoubtedly derived from its broadcasting
mandate which required it to regulate and supervise not simply individ-
ual companies, but also members of a ““single system.””?° The CRTC also
demonstrated that, unlike its predecessor, it would pursue not only a
wider set of distributional objectives via regulation, but other goals as
well, such as intra-firm and system efficiency and productivity.

A number of comments need to be made about the preceding claim
that the CRTC infused regulation with a planning objective. In the first
place, in some respects, the CRTC’s expansive view of its regulatory role
was, in the jargon of the economist, simply designed to distinguish its
product from what went before it. According to this argument, the CRTC
rhetoric should be distinguished from its behaviour. While there is a
certain element of validity to this view, the record does show that CRTC
regulation is, in many respects, fundamentally different in process,
scope and objective from that of its predecessor. To the extent that this
claim is accepted, it is argued that CRTC regulation does not so much
constitute planning as it does updated policing, more in tune with the
demands of the times. Again, there is considerable merit in this position.
Clearly, as some provincial agencies had demonstrated more than a
decade earlier, consideration of quality of service and investment pro-
grams as part of a determination of “‘just and reasonable™ rates is not
undue interference in managerial prerogatives, however traditional, nor
do they in themselves constitute planning. The fact is, however, that
these were neither isolated nor incremental extensions of regulatory
scope. The CRTC, acting under the Railway Act of 1906, rejected the
traditional limited, negative, proscriptive role of its predecessor and
assumed an expanded, positive and prescriptive role. For us, this con-
stituted more than a change in degree. Telecommunications regulation
was fundamentally transformed from a policing into a planning instrument.
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Our objective, of course, is not to criticize such a transformation but
to relate it to our basic thesis, i.e., that it increased intergovernmental
conflict. Initself, such a change would not have significant, direct impact
on provincial governments. Nor would it, in principle, cause anything
but possible expressions of sympathy for their federally regulated
brethren from provincially regulated telephone companies. However,
the fact is that the change in federal regulation in both aspects, i.e., more
activist policing as well as planning, did have significant direct and
indirect impacts on both provincial governments and provincially regu-
lated telephone companies. Consequently, whereas the 1968-75 period
was dominated by provincial efforts to prevent or control federal depart-
mental planning efforts, in the post-1975 period, the focus of concern and
conflict shifted to federal regulatory planning.

Provincial governments and provincial telephone companies began to
worry almost immediately about the new federal regulatory regime and
its implications for them. In 1976, CNCP filed an application for intercon-
nection to Bell Canada’s telephone system similar to that awarded to
“MCI” in the United States in 1969. This was approved in 1979.°! In 1980,
following an application by Bell Canada, and then in 1982, upon its own
motion, the CRTC liberalized the regulations governing the attachment
of customer-owned equipment to the systems of federally regulated
carriers.®2 Perhaps even more important for provincial interests was the
announcement, in 1978, that applications by Bell Canada and B.C.Tel for
increases in TCTS rates would be subject for the first time to a full public
hearing. It is worth noting that, although only federally regulated car-
riers were directly involved, the CRTC in its list of issues to be examined
did not propose to confine the scope of the hearing to them. The seven
issues to be addressed were:

1. Whether the settlement procedures employed by the TCTS member
companies are fair and reasonable and in the best interests of sub-
scribers and the public.

2. Whether the rates charged on a cross-Canada basis for each of the
TCTS services, including those of Telesat Canada, are just and rea-
sonable.

3. Whether the terms or restrictions upon which services or facilities are
offered by the TCTS members, including Telesat Canada, are rea-
sonable and do not confer an unjust advantage on any person or
company.

4. Whether the relative treatment by TCTS of competitive and non-
competitive services is just and reasonable.

5. Whether the TCTS construction program is reasonable, and whether
the information generated and employed in the planning of TCTS
facilities and services is appropriate and sufficient.

6. Whether TCTS including Telesat Canada, is sufficiently responsive to
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the demand for the transmission of programming and other informa-
tion services at a reasonable cost.

7. What the information requirements of the regulatory agency should
be in regard to future TCTS rate cases.”3

Although there was no unanimity among the provinces, most of them
expressed great concern about these regulatory initiatives. As represen-
tatives of provincially based interests, provincial governments shared
the concerns of their telephone companies about the possible erosion of
telephone revenues that, they claimed, would result from these deci-
sions. Whether they owned the telephone companies or simply regu-
lated them, provincial governments claimed there would be a negative
impact on provincial telephone systems and, particularly, on the cross-
subsidization system for local and rural telephone subscribers. As pol-
icy makers, either directly or indirectly via provincial regulation, provin-
cial governments feared that they would have to bear the costs that
federal regulatory actions were imposing on them. Aside from potential
revenue losses and the political repercussions, provincial governments
were concerned, as were their telephone companies, with the spillover
effects for their jurisdictions of federal decisions regarding policies on
system interconnection and terminal attachment. The fear was that the
route of diffusion for competition was from Washington and the Federal
Communications Commission through Ottawa and the CRTC to provin-
ces and their regulatory agencies. Although this has not proven to be the
case with system interconnection which, to date, is limited to federally
regulated carriers, it has happened in varying degrees in the area of
attachment of customer-owned equipment despite the most persistent
efforts on the part of some provinces to prevent such practices.**

The most important reason for provincial opposition to federal reg-
ulatory actions was their fear that control over the development of basic
policies affecting all telecommunications carriers, not simply the fed-
erally regulated, was passing into the hands of the federal government.
In other words, they perceived that what had been an industry in which
corporate (public and private) executives had exercised dominant con-
trol was being transformed into a federally controlled industry. This was
a particularly important concern for the Prairie Provinces which owned
their telephone companies; it was no less a concern for the Atlantic
Provinces, and, indeed, it was a concern for the three provinces whose
major carriers were subject to federal regulation and over which they
exercised no control. Quebec, for example, opposed the CNCP
application partly because it “risked compromising the aims of Quebec
in the development of communications.’’?> The only significant breaks in
provincial opposition to federal decisions came, first, in the CNCP
application, which British Columbia supported, while Ontario, reflect-
ing the political cross-pressures it was confronting, endorsed partial
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acceptance because “complete denial would constitute an unsatisfac-
tory reconciliation of the public policy goals.”?¢ The second break came
in the TCTS decision where Ontario, Quebec and British Columbia,
presumably because they believed subscribers in their provinces to be
the source of monies for cross-subsidies, argued against them.

Given the consequences that provincial governments believed would
befall them in their various roles as a result of federal regulatory deci-
sions, especially with the emergence of federal dominance in policy
making for the industry as a whole, they were particularly concerned
that such a role should be exercised by an independent federal reg-
ulatory agency. The record of negotiations had given the provinces
considerable confidence that they could prevent federal planning at least
at the political level. Having won the battle at this level, they found it
most troublesome that they might lose the war to an independent agency.
They fought back on two fronts. Before the regulatory agency, they
urged either denial of any application that might significantly change the
status quo or they sought to persuade the agency that it should abstain
from deciding on the issues. This position was most clearly advanced by
the spokesman for the governments of the Atlantic Provinces in the
CNCP case and concurred in by all the provinces except British Colum-
bia and Ontario:

We express our deep concern that your Commission is placed in the position
of hearing and deciding a matter fundamental to the public interest while our
governments, provincial and federal, are discussing but have not resolved
policy respecting intercarrier competition. That the regulation of all tele-
communications carriers in Canada are performed by the ten provinces and
the federal government and therefore national policy must consist of harmo-
nious and compatible federal and provincial policies. . . . 97

In response, the CRTC adopted the position that, while it should be
mindful of the impact of its decision on other jurisdictions, it had a “duty
to decide” and to fail to do so would not be “desirable in the public
interest or indeed lawful.”*8

When this tack failed, indeed simultaneously, the provinces sought to
arrive at intergovernmental agreements. As mentioned previously, a
certain abatement of intergovernmental conflicts came at about the same
time as these major applications began to emerge or to be heard. The two
levels of government sought to develop, through negotiation, acceptable
policies on such matters as competition and terminal attachment but
without any significant degree of success. They were more successful on
another directly related matter, namely, the independence of the reg-
ulatory agency to make public policies. Provinces had long argued that
such a policy-making role was singularly inappropriate, and they were
joined in this position by successive federal communications ministers.
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As early as 1973 in the green paper, the federal government had
announced its intention to subject the CRTC to a greater degree of
political control on policy matters. As time passed, this intention
became even more resolute in the face of CRTC actions and decisions
that intruded on intergovernmental negotiations. By 1976, the federal
minister was echoing the provincial line that it was not “‘acceptable for a
non-elected body to create major irritants in our relations with Govern-
ment to have no control over them.”?? Consequently, agreement was
reached that the cabinet would be authorized, in new telecommunica-
tions legislation, to issue binding “policy directives” to the CRTC.
Despite this agreement, the federal government was unable, as indi-
cated, to proceed with its legislative proposals and the CRTC, by its
precedent-making decisions on system interconnection, terminal
attachment and then interprovincial rates and services, annexed a large
part of the policy-making territory.

One final point needs to be made regarding CRTC decisions and their
policy impacts. We have contended that, in the post-1976 period, inter-
governmental conflict was particularly intense because provincial gov-
ernments feared that the federal regulatory agency was going both to
supplant the industry and to pre-empt the provincial governments (and
the federal government) as the primary, indeed dominant, policy maker.
In short, they feared not only federal dominance but particularly, the
dominance of an independent federal agency in decision making. It is
true that they would have objected to such a development even if the
federal regulatory objective was only to update its policing role because
of the inevitable spillover for their jurisdictions and so for them in their
various roles. What made the conflict more intense, however, was their
collective fear that the CRTC, which had been given a planning, man-
agerial role for the broadcasting sector, intended to assume, with or
without a new legislative mandate, the same role in telecommunications.
Based on the record of its policy statements and initiatives vis-a-vis
federally regulated carriers on matters which had had little spillover
effect for them, provincial carriers and provincial governments were
convinced that they faced the spectre of federal planning when the CRTC
turned to applications of industry-wide significance. In the decisions
that caused most provincial concern, the CRTC indicated that it had
considered a broad range of policy objectives such as “innovation in the
telecommunications industry, and in Canadian business generally,”
“efficiency in telecommunications systems’ and “optimal allocation of
resources taking account of geographic differences,” nevertheless, the
grounds for such decisions could be construed as constituting a policing
regulatory role.!%° The point to be made, of course, is that for provincial
governments, regulatory planning, real or spectre, was a threat to be
fought.
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Conclusions

When one examines the telecommunications industry from a public
policy perspective, three general conclusions stand out for most of the
past century. The first is that corporate, not public, executives domi-
nated decision making. If there was ever an industry that was completely
firm-led in its development, it was telecommunications. Secondly, reg-
ulation was introduced to satisfy very explicit and restricted public
policy objectives. The function of regulation was to prevent monopoly
providers of telephone service from extracting monopoly profits from
their subscribers. In our terminology, the function of regulation was to
police the telephone companies. Thirdly, there were no intergovernmen-
tal disputes or conflicts involving the telecommunications sector. Tele-
communications services were regulated in watertight compartments,
perhaps the last industry in Canada to be so treated.

All of this changed dramatically in the period beginning in 1968. Before
this time, telecommunications had been a peripheral responsibility of a
regulatory agency. In 1968 the federal government created a Department
of Communications with a mandate to create “‘a national communica-
tions plan and a national communications policy to integrate and
rationalize all systems of communications. . . .” The federal govern-
ment proposed to give telecommunications a “governmental embrace”
so as to employ the industry to pursue a broad range of public policy
objectives. Moreover, it proposed to use regulation as its planning instru-
ment in order to attain these goals.

For the most part, prior to 1968, provincial governments, like their
federal counterparts, ignored the telephone industry. The industry was
performing admirably, and provincial regulatory agencies appeared to be
effective policemen. In terms of their roles as representatives, as owners
and as policy makers, the telecommunications industry posed few prob-
lems for provincial governments. The federal planning proposals threat-
ened all of this. By proposing to supplant corporate decision makers as
the primary goal setters for the industry, the federal government threat-
ened the interests of provincial governments. For the three that owned
telephone companies, federal proposals threatened to undermine their
financial health and, hence, their capacity to achieve the public policy
goals set by their owners. This was of equal concern for those provinces
which did not own but which regulated telephone companies. These
provinces felt compelled to represent both the interests of the telephone
companies and the interests of subscribers who had benefited from
industry policy making, especially the majority: the residential tele-
phone users. Finally, although provincial governments had made few
demands on the industry in their roles as policy makers, federal pro-
posals, if implemented, would effectively pre-empt such a possibility.

The watertight compartments burst in 1968, creating a flood of inter-
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governmental conflict. The conflicts became particularly acrimonious
and difficult to resolve when, with the apparent weakening of the federal
government’s resolve to plan the industry in the face of universal provin-
cial opposition, the federal regulatory agency appeared to be willing to
pick up the torch in defiance of the provinces and, at times, its own
government. If provincial governments were not prepared to counte-
nance federal government-led decision making for the telecommunica-
tions industry, the possibility that the agent of such decision making
would be independent, to a significant though not absolute degree, was
anathema to them. The result was that the regulatory process was
embroiled in the intergovernmental process with neither being signifi-
cantly improved.

It must be emphasized that 1968 was important in another key respect.
It represents the emergence of external forces, technological and eco-
nomic, which would call into question existing public policies and
political relationships in the telecommunications sector. The 1960s thus
represented the need to re-evalute and reconstitute public policy in
telecommunications. In 1984, at neither the federal nor the provincial
level have we witnessed the emergence of such policies in Canada.
Sixteen years after promising a plan and a policy at the federal level,
telecommunications is still regulated by the 1906 Railway Act. The
provinces are no better off. Telecommunications thus represents a case
in which intergovernmental conflict over federal regulatory planning not
only misdirected our policy efforts, but also sapped our political will.
Instead of the “wired city,” we are left with the Gordian knot.
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Chapter 4

Capital Markets, Regulation
and Industrial Adjustment

Introduction

In contrast to most primarily industrialized states, capital or securities
markets in Canada are, for the most part, regulated below the national
level.! Regulating at the provincial level, however, does not suggest any
diminution in the importance of capital markets for channelling capital
to private and public industrial interests. In fact, as we shall show,
Canada, much like the United States and the United Kingdom, and in
contrast to other industrialized countries such as Germany, France and
Japan, depends on capital markets to create investment and provide for
industrial adjustment.

Capital markets and their regulators, however, represent a part of a
larger institutional structure — the national financial system.2 By this
term we mean the complex of institutions, financial intermediaries,
markets and regulators that constitute the means of transforming sav-
ings into investment. It is difficult, if not impossible, to examine
securities markets and regulation without describing in some manner the
larger national financial system. This broader approach to examining
securities regulation is dictated, in part, by contemporary events. At
present, there are three public inquiries concerned with aspects of the
national financial system which may have a strong bearing on securities
regulation: the Ontario Securities Commission (OSC) hearing in the fall
of 1984 on financial services, particularly on the issue of ownership of the
securities industry;? the Ontario government task force, established in
January of 1984 to examine the financial industry and the advisability of
maintaining separate institutions to service the capital markets;* the
federal government’s MacLaren Committee on the changing functions of
institutions such as banks and near-banks and the need for revision of
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federal regulatory regimes.> These task forces and hearings are them-
selves the result of efforts by financial industry actors to diversify and
provide services that have, until now, remained the preserve of distinct
segments of the financial services sector. Thus, events make it
increasingly impractical to examine just securities markets and their
regulators.

An examination of the national financial system in general is impor-
tant, in order to assess the critical institutional component of a nation’s
capacity to meet changing world competitive industrial pressures. John
Zysman has argued persuasively in his recent book, Government, Mar-
kets and Growth, that national financial systems are an institutional
parameter setting one critical limit on a nation’s capacity to rein-
dustrialize.® As he puts it, “The arrangement of the markets for finance
helps shape the choices a government confronts, thus influencing the
policies it adopts and the political process by which industrial change
occurs.”” Increasingly, industrial adjustment is the central element of
national economic survival. It would be remiss, therefore, to ignore the
wider context of capital markets and securities regulation.

Having said this, however, let us hasten to add that a thorough exam-
ination of the entire national financial system is beyond the scope of this
chapter. At best we can only highlight certain aspects of this enormously
complex institutional environment. Our tentative conclusions must be
seen in this light; greater certainty must await a far more detailed
examination of all the structural and process elements of the national
financial system, something well beyond the scope of this chapter.
Nonetheless, as will become evident, many of the same forces that are at
work in the larger national financial system are chronicled in securities
regulation and in our other two case studies.

This case study chapter, then, is really divided into two major sec-
tions. The first broadly describes Canada’s national financial system.
Using Zysman'’s three contrasting models of national financial systems,
we compare Canada’s financial services sector, market, mixed reg-
ulatory environment and direct governmental financial programs and
institutions with other industrialized countries. When viewed against
Zysman’s three ideal type constructs of national financial systems —
credit-based price-administered systems, credit-based institution-dom-
inated systems and capital-market-based systems — the Canadian sys-
tem fits more closely the capital-market-based financial system. It thus
appears closer to the American financial system than either the French
and Japanese credit-based price-administered systems or the hypoth-
esized German bank-dominated credit-based system. Nevertheless, the
Canadian capital-market-based system shows certain deficiencies that
make Canada’s system appear less capital-market-based than the U.S.
structure. In fact, the institutional government-business-economic link-
ages create distortions and inconsistencies. In turn, such distortions and
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inconsistencies suggest difficulties in coping with industrial adjustment
in Canada.

The identification of Canada’s national financial system as capital-
market-based provides the rationale for the chapter’s second focus —
the capital markets and securities regulation. Though the financial
services industry is a mixed regulatory environment, the capital markets
direct (the dealer and agency markets and the brokerage industry) have
been provincially regulated for a significant period. Both Ontario and
Quebec, which maintain the most developed markets and regulate the
bulk of dealers and brokers, have developed highly sophisticated reg-
ulatory regimes. Securities regulation in both provinces is supervised
through provincial regulatory agencies: the Ontario Securities Commis-
sion (hereinafter the 0SC), the Commission des valeurs mobilieres du
Québec (hereinafter the CVMQ) and specialized regulatory organiza-
tions (SROs). Though securities regulation takes place at the provincial
level in contrast to our other case studies, our examination in this
chapter reveals similar patterns of regulatory evolution: analysis of
provincial capital-markets regulation reinforces many of the conclusions
reached earlier in our airline and telecommunications analysis.

Much as at the federal level, economic regulation has become a major
tool of economic management. Provincial economic regulation has
evolved beyond narrow policing functions and, as with federal economic
regulation, this evolution has progressed from policing terms to broad
planning and political ones. As noted in an earlier study of the OSC, for
example, the commission has shifted from being a largely quasi-
adjudicative agency concerned with policing, to being more markedly a
planning and rule-making administrative body.® Moreover, economic
development objectives on the part of provincial governments, par-
ticularly in Quebec, have resulted in the creation and implementation of
significant policies aimed at the restructuring of the capital markets and
the financial services industry under provincial jurisdiction. As a conse-
quence, efforts to evolve uniform statutes and regulations governing the
capital markets have been interrupted. Today, greater challenges than
ever before face interprovincial regulators: Quebec has forged ahead
with plans to alter, where jurisdictionally possible, the financial services
industry. Under the banner of improved competition, the Quebec gov-
ernment has moved unilaterally to de-regulate the financial services
sector.

The changes in regulatory environments, approved and con-
templated, appear to be a complex interaction of competitive pressures
and a technological imperative. The competitive pressures just men-
tioned are themselves a complicated mixture of provincial political
objectives and evolving economic forces within the financial services
industry. As for the technological imperative, it is the building “knowl-
edge revolution™ evidenced particularly by the growing importance of
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computers in the securities markets. The result of these forces interact-
ing, however, is a jockeying for advantage by the two major regulatory
environments, Ontario and Quebec. Friction between these two reg-
ulatory regimes has been limited to date, yet the complicated interaction
of political objectives, capital market dominance by Ontario, and
impending technological change portend a potentially highly fractious
interprovincial regulatory environment.

This examination reveals, also, that the interprovincially regulated
capital markets and a mixed-jurisdiction national financial system may
be inadequate in the context of these significant changes. The current
examination, by various groups, of financial services, and the unilateral
changes by Quebec to its financial institutions, have been done at the
expense of any thorough discussion of the broader national institutional
context. Equally, discussion over the abandonment of traditional barri-
ers among the four pillars (banking, trusts, insurance and securities
industries) have been carried on with little attention paid to their ulti-
mate impact on directing national industrial adjustment. It appears that
these financial service changes are being considered with little critical
assessment of their impact on the vitality of capital markets and their
ability or inability to serve Canadian industrial capital needs. It may be
that the real failure of interprovincial regulation over capital markets and
mixed regulation over the national financial system is that such ques-
tions as those just noted are difficult if not impossible to deal with, both
jurisdictionally and politically.

Canada’s National Financial System

Industrial Strategies
and the National Financial System

Like other industrialized countries in North America, Europe and Asia
since the Second World War, Canada has become deeply involved in
economic management. Though policy mixes have differed substan-
tially, all governments have set economic policies to expand employ-
ment and productivity and to ease the swings in their economic cycles.”
As a result the Canadian government, like so many others, finds itself
with a vastly expanded universe of social and economic programs.'? The
tools employed to implement programs have proven to be correspon-
dingly numerous. They range from traditional tax, monetary and tariff
tools to the ownership of companies in the infrastructure industries,
such as transportation and energy. In addition, there is a range of new
tools including unemployment insurance, procurement policies, loan
guarantee strategies and export loans. As has been pointed out earlier,
regulation, especially economic regulation, is also a prominent instru-
ment guiding governmental policy. Through both independent reg-
ulatory agencies and departmental bureaus, regulators have fashioned
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the development of numerous sectors of the Canadian economy.

The expansion of the governmental role in Canada, it should not be
forgotten, has occurred at both federal and provincial levels. In the 1960s
and 1970s, as the concept of province building took hold, provincial
governments joined in economic management with almost as wide a
range of tools as the federal government.!! As an example, in these
decades, provincial and federal governments both became involved in
industrial development — industrial assistance — as these broad devel-
opmental policies have been tagged by Allan Tupper.'2 The maturing of
the global international trade and monetary systems fashioned at Bret-
ton Woods and in subsequent trade negotiations, largely at the insistence
of the United States, strengthened interdependence.!® As a result, how-
ever, international competition became a domestic concern as goods
from abroad began to strain less competitive industries, creating pres-
sures throughout the industrialized world, including Canada and the
United States. Textiles, shoes and consumer electronics for example,
and even North America’s seemingly untouchable industries like auto-
mobiles and steel found themselves increasingly threatened by Euro-
pean, Japanese and other Asian products. Both levels of government,
cooperatively or alone, became involved in responding to these eco-
nomic sector pressures.

In North America, the increasing success of external competitors
focussed attention on the role the relevant governments had played in
engineering these economic miracles.'* The Europeans, especially the
French, and the Japanese were examined in great detail in order to
understand and to replicate, where possible, the directive role that
government had played. By the mid-1970s even the Americans, who
were the most opposed to the directive and intrusive role of government,
were advocating reindustrialization.!s In Canada, a wide range of indus-
trial assistance policies had been put in place, in no small measure,
argues Tupper, because tariff policy had become less efficacious in the
new international economic system. Moreover, Keynesian measures
had proven inadequate when governmental goals included “balanced
regional economic development, the maintenance of employment, in
particular firms and industries, the Canadian control in important eco-
nomic sectors and the necessity for government to extend protection to
domestic firms comparable to that offered by other states.”16

Industrial strategies, therefore, have become significant concerns of
almost all governments. Nevertheless, as argued recently by John
Zysman, the institutional key to industrial policy is the national financial
system.!” As Zysman contends:

The central argument of this book is that discretion in the provision of
industrial finance — in the selective allocation of credit — necessary for
the state to enter continuously into the industrial life of private companies
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and to influence their strategies in the way that a rival or partner would.
Even with public companies, the financial instruments for selectively
allocating credit provide government a refined set of tools to supplement the
appointment of management on the imposition of broadly defined govern-
ment policy directives. Selective credit allocation is the single discretion
necessary to all state-led industrial strategies.!8

Moreover, says Zysman, the way in which the financial institutions are
constructed influences the viability of national or subnational industrial
policies:
We have argued that structural differences in national financial systems
contribute to the differing capacities of governments to intervene in the
industrial economy. The arrangement of the markets for finance helps shape
the choices a government confronts, thus influencing the policies it adopts
and the political process by which industrial change occurs.!?

However, as was pointed out by analysts like Peter Katzenstein, Anglo-
American states were not necessarily equipped for such governmental
policy making. Katzenstein has argued that institutions are important
intervening variables2? but, as he noted, the range of policy tools and
their selective qualities are important in fashioning governmental inter-
vention. Katzenstein concluded, at least with respect to the relationship
of government to his chief concern of analysis — sign economic pol-
icy — that Anglo-American states tended to have fewer policy tools and
far more general ones while those like Japan, especially, had a great
number with the capacity to affect, very selectively, industrial sectors or
even firms.?!

Thus, it appears to be very important to analyze the structure of the
national financial system and to assess the compatability between it and
a government directed industrial assistance policy if one wishes to
understand the capacity of a state to respond to international economic
pressures. As Zysman notes, industrial adjustment can be either govern-
ment directed, company-led or negotiated among key economic
actors — labour, government and industry.?? Industrial adjustment is a
complex process, and the parameters of industrial change are set by
three variables, according to Zysman: the national financial system,
state structure and economic situation.?? Difficulties, in particular,
emerge in any national setting when the model of adjustment predicted
for each parameter differs. While it is not possible to examine in depth all
these parameters, we shall examine in the following sections, if all too
briefly, the institutional configuration of the Canadian national financial
system.

Models of National Financial Systems
For this analysis of the Canadian national financial system, we have

adopted the models identified by John Zysman in examining national
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financial systems in general. Zysman has articulated three models, a
credit-based system administered by governments, a credit-based sys-
tem dominated by financial institutions and a capital-market-based sys-
tem where resources, especially capital, are allocated by prices. Each
system, in a particular manner, allocates capital to industrial actors. The
key objective for financial systems with respect to industrial adjustment
(of whatever character) is to provide long-term industrial funds to the
domestic economic actors. How this is accomplished sets the limit on
how effective government will be in accomplishing its industrial objectives.

The financial systems named above are differentiated according to a
number of major dimensions. First, the systems are characterized by the
means by which savings are converted into investment. Next, the sys-
tems are compared according to the assessment basis adopted by finan-
cial institutions in lending to industrial borrowers. Another key dimen-
sion differentiating models of national financial systems is the way in
which prices are set in the capital markets. Finally, financial systems
vary in the way that governments operate the financial markets.24 In
other words, how does the government, through its central bank or
equivalent, influence financial markets, directly or indirectly? More
broadly, how does government manage the financial system; through
market forces or administrative controls?

The market-based financial system, as the name implies, is market
dominated in allocating resources; it operates through the price mecha-
nism. In a market-based system, bonds and stocks are key instruments
in providing long-term investment funds. More generally, as Zysman
notes, “in each distinct financial market, capital, loan or money prices
are set in plausibly competitive conditions, a situation that implies a
wide variety of capital and money-market instruments and a large
number of specialized financial institutions.”25 The availability of mar-
ket financial instruments, particularly long-term funds, means that firms
are not dependent on banks or other financial intermediaries to provide
long-term credit.

The relatively independent relationship of financial intermediaries and
firms means that banks, for instance, focus their attention primarily on
short-term lending. Thus, financial intermediaries, such as banks and
near-banks, assess their willingness to lend on the basis of historic
performance; bank policy, generally, is to obtain the maximum protec-
tion through securable assets and, in the case of default, are as likely to
sell company assets as to participate in long-range restructuring of
management and company performance.

As described above, prices are set not by administrative decision, but
rather, by competitive prices. Neither banks nor governments are
directly responsible for setting prices in the major financial markets.
They cannot significantly allocate capital resources by differentiating
price levels. Market competition remains robust enough that companies
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can find alternative lenders and markets where particular needs are not met.

The central bank in a capital-market-based system plays a vital,
though largely marginal, stabilizing role. In such a national financial
system, central banks manage monetary aggregates, interest rates and/
or money supply by indirect or arm’s-length techniques. Reserve levels
of banks can be manipulated: when the central bank intervenes in a
capital-market-based system, it does so by buying and selling to bring
about changes. Central banks do not prefer one type of financial inter-
mediary over another by administratively determining volume of lend-
ing, though it does not preclude general regulatory policies regarding
specialization. Government is a substantial borrower and lender in many
markets. Government securities become important instruments for
funding national debt. Government intervention, when it comes, is
market oriented rather than achieved through administrative decision
making. Thus, a market-based system “‘puts banks, firms and govern-
ments in distinct spheres from which they venture forth to meet as
autonomous bargaining powers.”2¢ The market-based system is one in
which government finds it difficult to influence particular outcomes. The
result, as Zysman suggests, is a system where:

Government intervention in corporate affairs will require specific legislative

authorization and will operate outside routine market operations. Con-

sequently, individual interventions by government may be broadly opposed
by the financial community, not only because of the objective of any specific
intervention but also because of the threat that interventionist policies pose
to the integrity of market arrangements.2’
The two credit-based systems can be described together, in some mea-
sure, because they are similar along many of the dimensions previously
noted. While the central dominant actor varies (government on the one
hand and banks on the other), it is evident from the description provided
that, even where financial institutions dominate the credit-based sys-
tem, these institutions are themselves dependent on state assistance.?®
Moreover, banks serve as policy allies for government, on terms negoti-
ated between the government and finance, though government does not
have the direct means to dictate allocative choices to the financial
institutions.2?

In both credit-based systems, markets are too weak to serve the
financing needs of corporations. “Credit is at the core of systems of
corporate finance.”3° In both cases, corporations are dependent on
lending from financial institutions. The two credit systems differ, how-
ever, in that finance-dominated systems structure lending through ‘mar-
kets where prices are bank-determined, whereas, in government admin-
istered credit-based systems government allocative decisions determine
prices even where banks serve as lending institutions. Prices are no
longer dependent on market competition but are, rather, dependent on
administered prices whether they are bank- or government-determined.
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With the close relationship between industry and the financial lenders,
the lenders’ calculations are significantly altered from capital-market-
based systems. With lenders now actively allocating resources and
determining prices, lending calculations are long-term and firm
focussed. Banks or government actors focus more on the future pros-
pects of the company and projected cash flow. Their direction of finan-
cial resources to borrowers reveals a commitment to the long-term
health of the firm and less attention is paid to securing lending with
assets. Moreover, where default threatens, lenders focus on reorganizing
and managing the corporation rather than protecting their risk capital.

In both credit-based systems the central bank focusses on the direct
means of creating money, establishing quantitative limits on what each
bank can lend.3! In addition, the central banks allow extensive access to
their own funds to stabilize the financial system. The focus of both
systems is based on quantitative objectives rather than market manip-
ulation. However, in the finance-dominated system, the government is
left to pursue aggregate objectives through market manipulation, while
in the government-dominated system, the government directly seeks
quantitatively administered objectives. In effect, banks are the adminis-
trative actors in the former system while government allocates resources
in the latter. In both systems, the state funds its debt through government
or public agencies collecting savings. The government is, thus, a lender
of funds rather than a borrower of funds. Finally, the government and/or
central bank further directs the allocation of credit by facilitating the re-
discounting of financial instruments, thus aiding the transformation of
short-term financial instruments into long-term ones. Both credit sys-
tems emphasize administrative direction and resource allocation. Credit
systems directly link firms and their lenders. Zysman describes the
implications for the government-dominated credit-based system this
way:

The political implication is that the state’s entanglement with industry
becomes part and parcel of the financial system. The borderline between
public and private blurs, not simply because of political arrangements, but
because of the very structure of the financial markets.32

In Zysman’s explication, the national financial system is linked to par-
ticular models of industrial adjustment.3? The unique structural ele-
ments of each financial system provide a particular capacity for state
actors to direct industrial change and to determine how costs will be
distributed across societal groups in the process of industrial adjust-
ment. The importance of the government-finance linkages in the credit-
based price-administered system lead to the prediction that a state-led
industrial adjustment is the role available to state actors. In a credit-
based institution-dominated system, state actors are unable to direct
industrial adjustment through the national financial institutions.
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Instead, the financial institutions, who dominate the financial structure
but are linked to the firm and government, dominate in formulating a
tripartite, negotiated industrial adjustment strategy. Finally, in the cap-
ital-market-based financial system, government carries on a limited role
apart from the financial intermediaries and the firms requiring capital.
The dominance of markets means that the financial system is, as Zysman
says, “the vehicle that allocates resources among competing uses.”’34
As a result, industrial adjustment, it is predicted, will be led by com-
pany-led industrial change. Choices are made by individual firms inter-
acting through markets.

The predicted relationship between industrial change and the national
financial system is not a fixed one. First, it is apparent that any national
financial system is not completely one system or another. Almost all
states endeavour to direct the allocation of investment funds whether or
not the primary financial institution is a government-administered sys-
tem or a market system. Secondly, it is not a determinative relationship.
The institutional system may be strongly market and yet, political objec-
tives may or may not lead to active state intervention. An institutional
configuration inimical to government directed industrial change need
not preclude a political determination to direct industrial change by state
actions. Indeed, Great Britain, possessing a market-based national
financial system has, nevertheless, attempted industrial adaptation pri-
marily through state direction. Great Britain’s failure to conform to the
predictive model highlights a theme running through Zysman'’s analysis:
the need for conformity between institutional forms. What the British
examination reveals, as the only non-conforming institutional case, is
that the incompatibility between the state’s capacity to direct industrial
adjustment and the structure of the national financial system may pro-
duce little industrial change and exacerbate political tensions between
main economic actors.3> Zysman’s conclusions are important in a
number of ways. They alert us to the need to examine the state’s role in
industrial change in relation to the particular institutional framework of
the nation’s financial system. Next, his conclusions avoid the debate
over which state role is preferred. Instead, Zysman encourages us to
focus on the fit between state roles and objectives and national institu-
tions. What his examination suggests is that the state-led industrial role
is not necessarily better or worse than the company-led one. Instead,
what is to be preferred is a state role appropriate to the national institu-
tional system; what is to be avoided is a state role mismatched to the
institutional tools provided. We shall focus on these conclusions shortly,
when we come to examine Canada.

Canada in Comparative Context

The three analytic models articulated by John Zysman find real world
counterparts in several advanced industrial states. Both Great Britain
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and the United States represent capital-market-based systems. Both
have highly developed capital markets. In both states, the major compo-
nents of the system — banks, industry and government — stand rela-
tively isolated from each other. Banks and other private financial inter-
mediaries focus on short-term lending. Reinforcing the arm’s-length
relationship between lender and borrower, financial institutions are
restricted in the equity positions they may secure in any firm. Markets,
not government or banks, determine the prices in loan, capital or money
markets, and the governments, while not uninterested in directing funds
and pressing industrial change, find their ability to do so limited institu-
tionally and politically.

The financial systems in both France and Japan, on the other hand, are
structured in a manner similar to those suggested by Zysman’s model of
a credit-based government-administered system. Here the markets, par-
ticularly bond and stock markets, are weak and incapable of channelling
sufficient investment to the industrial sectors to achieve recapitaliza-
tion. Credit represents the chief source of investment funds. In both
countries, price and credit allocation are government controlled and
directed to meet bureaucratic objectives established for industrial
adjustment. The government and not the market is the leading partner in
industrial adjustment.

Finally, Germany appears to be the only case of a credit-based finan-
cially administered price system. The distinct quality of the German
national financial system is the ubiquitous role played by the large
German banks. This role is made possible by the relaxation of laws
against equity holdings by banks and their roles in managing corporate
direction. As Zysman points out:

The power of the German banks in industrial affairs rests on 2 pillars: their
market power over the sources of finance for industry, and their legal right to
own substantial stocks in corporations and to exercise proxy votes for other
shareholders. . . . In essence, all routes to corporate external finance —
loans, bonds and equity — lead back to the banks.36

While banks no longer dominate in quite the way they did early in the
post war world, they remain capable of coordinating the activities of
industry and government both regionally and in any particular industrial
sector.3”

Before examining some elements of the institutional makeup of the
Canadian national financial system, it will be helpful to draw some broad
comparisons between Canada and the countries already analyzed by
Zysman. Of the three potential financial models — market-dominated,
financial-institution-dominated or government-dominated — which
best describes the Canadian national financial system?

The primary test is to identify the strength of the capital markets,
notably the bond and stock markets. Table 4-1 provides a crude measure
of the strength of the capital markets in the various countries. The figures
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represent the value of each nation’s bonds and equity as a percentage of
gross domestic product (GDP). Though far from a perfect measure, the
table reveals the marked contrast between a capital-market-based sys-
tem, such as in the United States, and a credit-market-based system, as
shown by the German or, especially, the French examples.

TABLE 4-1 Credit Based and Capital-Market-Based Financial Systems,
end of 1977

Securities as percentage of Gross Domestic Product

Country Bonds Equity
Canada 63 35
United States 59 53
France 16 7
Germany 35 7
United Kingdom 45 37

Source: Value of Outstanding Securities;
OECD, Financial Statistics, Vol. 12 (Paris: OECD, 1978).

When Canada is contrasted with these other examples, it is apparent
that the Canadian figures are far closer to those examples which are
market based rather than those which are credit based. The value of its
equities as a percentage of GDP are substantially larger than either
credit-based system. Canada’s figures contrast favourably even with the
principal example of a market-based financial system, the United States,
though the value of equities is not as large as that of the United States.
Additionally, it is somewhat surprising to discover that the value of our
bonds as a percentage of GDP exceeds that in the United States (see
Appendix, Table A-1). Though the categories are not fully comparable,
they do show the enormous governmental bond sector in Canada. In
addition, they point out a rather underdeveloped corporate bond sector
in Canada, as opposed to the United States, particularly if the financial
institutional sector is removed from the Canadian private figure.

A second test employed in Zysman’s study compares the investing
institutions and the long-term credit institutions. These figures are repli-
cated in Table 4-2. What they point out is a notable long-term loan
component in the French case, as revealed by the claims figure under
long-term credit institutions. This figure emphasizes the credit compo-
nent, and, since the institutions which fund long-term credit are public
or quasi-public, it highlights the role that government plays in creating
industrial change. Significantly, the American figure is substantially
smaller in the long-term credit arena. Instead, the investing institutions
which deal in market securities represent a more significant portion of
lending in the American figures. What these percentages reflect is the
arm’s-length nature of the relationship between long-term borrower and
lender in the U.S. context which is exactly as expected by the market-
based U.S. system.
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TABLE 4-2 Share (in Claims and Liabilities) with Non-Financial Sector

Long-Term Credit

Investing Institutions Institutions
Country Liabilities Claims Liabilities Claims
(percent)
France 11.3 9.3 8.2 32.9
United States 323 312 5:5 7.9
Source: ). Zysman, Governments, Markets and Growth (Ithaca: Cornell University Press,

1983), p. 66.

When comparisons are made with Canadian figures, totals appear to
fall in line with the U.S. figures, though a “hard” comparison is not
available. The different bases of reporting Canadian figures and the lack
of provincial data make a comparison unavailable, other than in rough,
quantitative terms.38 Nevertheless, the Canadian federal figures appear
to be as low or lower than the U.S. figures for long-term credit institu-
tions. The Canadian figures for investing institutions appear roughly to
resemble the American 30 percent figures. Using rough comparisons,
then, the Canadian figures appear to reinforce the view that Canada’s
national financial system is a market-based as opposed to a credit-based
structure. In order to confirm our analysis, it is necessary to look more
closely, if only briefly, at the components of the national financial
system.

Financial Intermediaries

Institutional Overview

Given our earlier findings, it is not surprising that there is some
resemblance between the structure of American and Canadian financial
intermediaries (see Appendix, Tables A-2 and A-3). The basic institu-
tions of a market-based system are present in both countries, and they
perform relatively similar functions.

Nonetheless, differences are apparent and should not be underesti-
mated. Our general finding, from Table 4-1, revealed that while Canada
is, like the United States, a market-based system, nevertheless, even at
the aggregate level there is a significant contrast between the United
States and Canada, at least with respect to the “equity category.” In the
following individual institutional overview, other differences will be
made apparent. Regulatory environments and policy decisions, of pri-
vate and public actors especially, will help to differentiate individual
institutional functions in the overall national financial systems. The
result is that Canada’s national financial system, while clearly market-
based, is less strongly so than that of the United States.
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BANKS

As in the United States, banks and near-banks in Canada are the pre-
eminent financial intermediaries. The distinctions between these two
types of intermediaries have, generally, dissolved. In fact, the near-
banks are essentially domestic, personal savings banks as opposed to
demand deposit institutions. In contrast to the U.S. free banking struc-
ture, Canada has a natural centralization and highly concentrated bank-
ing system (see Appendix, Table A-5). The banking world in Canada is
dominated by the big five: the Royal Bank of Canada, the Bank of
Montreal, the Bank of Nova Scotia, the Canadian Imperial Bank of
Commerce and The Toronto-Dominion Bank.3° The banking structure
looks, if anything, more like that of Germany than that of the United
States though, importantly, the regulatory restrictions on Canadian
banks prevent them from acting like universal banks of the German
variety.

The Canadian banking sector, beginning in 1967, has undergone a
series of significant legislative changes.4® The most notable alteration is
the recent opening of the Canadian banking sector to foreign banks. As
of 1983, 58 so-called Schedule B or foreign banks had been approved.
Though foreign banks represent a new competitive element in the bank-
ing sector, their potential impact has been restricted by the extensive
limitations built into the Bank Act.#! Until recently, each foreign subsidi-
ary was restricted to two offices. Also, Schedule B banks may not have
domestic assets in excess of 20 times their authorized capital, which is a
level approved by the minister of finance (see s. 174(2)(e) of the Act). In
addition, the collective assets of these foreign banks cannot exceed 8
percent of the domestic markets (see s. 302(7) of the Act). While pres-
sures from these banks have encouraged the government to introduce
legislative revisions which would double the 8 percent ceiling, such
legislation has not been approved.#?> The limitations imposed on these
banks, as well as the entrenched position of Canadian banks, has meant
that the area of most serious competition between domestic and foreign
subsidiaries has been restricted to the corporate lending sector.

The most serious additional regulatory restrictions in the entire bank-
ing sector are those related to corporate holdings. Current banking
legislation limits the voting rights that a bank may hold of a Canadian
company to 10 percent of the total number of votes.43 It is not surprising,
therefore, that on a consolidated balance sheet of banks for 1982 calcu-
lated by Shearer, Chant and Bond, the mortgages and other loans
totalled $160,136 million while securities totalled $10,345 million.44
Banks have been circumscribed in their financial roles by regulatory
authorities. Until recently, banks were excluded from holding mortgages
and, in the securities field, from playing a role in underwriting. Finally,
until very recently, banks played no role of consequence in the second-
ary market transactions either.
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Thus, while much criticism has been raised in the past over the highly
concentrated nature of the banking sector, less attention has been paid to
the circumscribed role afforded these large financial firms. Particularly
in respect of the national financial system, the banks have assumed a
short-term credit role. This enormous financial resource has played only
a limited institutional role in the capital markets, and they have not
played any sustained role in directing industrial adaptation.

NEAR-BANKS

One of the anomalies of the regulatory environment, as it now exists, has
been the failure of federal banking legislation to define “banking.” As a
result, a bank in Canada is an entity which has been issued a charter
under the terms of the Bank Act or the Quebec Savings Bank Act.*5 This
legal, as opposed to functional, definition has provided the opening for
the substantial expansion of institutions which, though not banks, act
and look very much like banks. This category of near-banks is notable
for its contrasting regulatory authority. The great majority of near-banks
in Canada are provincially regulated (see Appendix, Tables A-6 and
A-6a). With the expansion of services provided by trust companies,
credit unions and caisses populaires, Canada has in fact created two
banking systems, one regulated federally, and one provincially. One of
the main differences has been the less demanding restrictions imposed
generally by provincial authorities on trust companies, especially with
respect to reserve requirements. 46 Still, cooperation has not been impos-
sible. Indeed, all provinces except Quebec joined the federally estab-
lished Canada Deposit Insurance Corporation, thereby extending pro-
tection for deposits to provincially regulated trust and loan companies.
Even though Quebec established its own insurance scheme, steps have
been taken to coordinate companies operating in both jurisdictions and
to facilitate loans from the CDIC to the QDIC if such measures are
required.4?

An examination of the asset basis of such institutions (see Appendix,
Table A-4) shows that these institutions place a relatively heavy empha-
sis on mortgage claims with only a secondary interest in equities. These
percentages contrast with the investing institutions, in which greater
attention has been paid to equities in their investment strategies.

OTHERS

Of the other institutions, insurance companies represent a significant
institutional actor in the investing institutional category. Insurance com-
panies, domestic and foreign, have played an important investing role
since the late nineteenth century. At the beginning of this decade there
were 402 insurance companies registered with the federal government,
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of which 160 were incorporated in Canada.*® Both life insurance and
general insurance companies have substantial equity holdings in their
assets (see Appendix, Table A-4). Even the figures provided in the
Appendix somewhat underestimate the importance of insurance com-
panies to the capital markets. For example, if a comparison of life
insurance and general insurance holdings of non-government bonds,
preferred shares and common shares is made, you find that these hold-
ings represent 35 percent and 46 percent, respectively, of their total
assets, making insurance companies major institutional actors in the
capital markets.

One last investment entity, the venture capital firms, not identified in
this roll call of investment institutions, is worthy of mention. Though not
viewed as a traditional financial intermediary, venture capital firms,
private and public, have gained some prominence for their capacity to
target industrial firms more precisely, particularly promising, high tech-
nology ones. The concept has been vital enough for the Ontario govern-
ment to have encouraged the creation of venture capital firms through
tax grants under the small business development corporations program
(sBDC). Even more directly, the Ontario government has created its own
venture capital Crown agency, the Innovation Development for Employ-
ment Advancement Corporation (IDEA Corporation). Alberta and
Quebec also have established major venture capital incentive programs.

Most agreements to lend result in the venture capital firms’ taking
equity positions in companies that otherwise would likely be unable to
obtain equity financing. This widening of equity financing is, of course, a
positive result of venture capital activity, but a number of drawbacks
appear evident in Canada. First, the amount of money invested remains
relatively small. The entire amount invested by the Association of
Canadian Venture Capital Companies (ACVCC) from 1974 to 1981
amounted to only $400 to $500 million.* Next, the kind of choices being
made by venture capital firms are somewhat unclear. The demand for a
high early return on capital may lead to promising ventures being ignored
in the rush to fund the possible “high flyer.” Finally, the trend has been
to focus on the high technology segment of the market, leaving less
glamorous but equally vital sectors without the same possibilities for
new capital.

The Pattern of Borrowing

The institutional pattern just completed shows both similarities and
some noticeable contrasts with the market-based U.S. national financial
system. The same thing also shows up when we examine the pattern of
borrowing. Even more than with the institutional overview, the pattern
of borrowing reveals the prominent role of government.
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As we pointed out in our comparison of bonds and equities, (Table 4-1)
cross-nationally Canada, as of 1978, maintained the highest figures for
bonds as a percentage of gross domestic product. A further examination
of sources of those bonds (see Appendix, Table A-1) reveals that a
substantial portion were issued by federal and provincial governments
and their enterprises, notably utilities. Examining the pattern of net new
issues of securities reinforces this view of goverment dominance in the
securities markets (Appendix, Table A-7). It is apparent that recent
corporate borrowing in new securities represents a small, even a nomi-
nally diminished role, despite the generally healthy market activity,
particularly in 1982 and 1983. It is also evident from the figures that
corporate bonds have suffered a significant decline and now represent
the minor portion of total corporate securities. Finally, the figures reveal
that the federal government has become the dominant securities issuer,
outrunning even the provinces. It is also apparent that the pattern of
bond holding federally has shifted as the volatility of interest rates has
increased. Now, shorter-term treasury notes fund a significantly greater
portion of the federal government’s debt.

Though it is important to record the diminished corporate position in
new securities, it is even more revealing to examine the sources of
corporate funds (see Appendix, Table A-8). If one examines the sources
of external funding by all Canadian non-financial private corporations,
one notes the relative increase in loans in the early 1980s (even given the
rather volatile figures for the year 1982). This pattern fits with general
claims that Canadian companies, particularly energy companies, took
on significantly greater debt as the 1970s ended. Though it is an uncertain
pattern, still, the increase in debt by Canadian companies accords with
the figures on new net issues of securities. A trend to greater debt and
away from equity and fixed securities by companies would signal an
unhealthy turn by Canadian corporations, particularly in a period of high
and/or volatile interest rates.

Conclusion

The pattern that emerges from this brief examination of borrowing and
the analysis of financial intermediaries in no way upsets the view that
Canada maintains a financial environment in which corporations are
dependent for recapitalization on financial markets as opposed to banks
or the state. Still, there are worrying features in the national financial
system. While government remains a borrower and not a lender (which
corresponds to a market-based system), the borrowing role is large and
there is apparently some inhibiting effect on corporate borrowing.
Behind these deficiencies, and only partly revealed by the analysis, is
the significant role played by governmental actors not only as regulators
but also as players in the marketplace.
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All this suggests, in some measure, a degree of weakness in our capital
markets which may inhibit a company-led industrial adaptation policy.
Though such a conclusion can be only tentatively reached, given the
evidence as presented, it suggests minimally that closer attention be
given to the needs of corporations and capital markets as long as the
national financial system remains structurally a market-led system. This
is especially required if the industrial adaptation model most compatible
with Canada’s national financial system is hypothesized to be a com-
pany-led and not a state-led model.

Examining the Industrial Adaptation Model
Government Industrial Assistance

Earlier, we argued that government involvement in credit and investing,
while apparent in Canada as in most countries, did not in any significant
way alter the proposition that Canada’s national financial system was
market-based and not credit-based. All the features of Canada’s system
appeared to correspond to the characteristics of a market-based finan-
cial system. Besides the conclusion that prices are set by markets and
that banks, the largest financial institutions, focussed on short-term
credit, there was the obvious fact that the Bank of Canada was a classic
marginal stabilizer with its “eyes” trained on the managing of aggre-
gates. Moreover, the government was, as noted, a vast borrower of
money to fund its debt rather than a lender. Finally, the federal govern-
ment’s regulatory rules (such as those pointed to for the banks) were
designed not so much to determine resource allocation as they were to
create the conditions of competition.>°
Nonetheless, a brief examination of government policies, particularly
with respect to credit and investment, should not be ignored. First, there
are governmental expenditures; beyond the expenditures there remains
the rhetoric of industrial strategies, and beyond even the rhetoric, real
programs at both levels of government. This suggests that industrial
change is thought of as being led by the state and not by the private
sector. If, however, the picture of the national financial system as pre-
sented here is correct, i.e., if, for all its deficiencies, it is a market-based
system and still this government attitude exists, i.e., one which encour-
ages, in part, state-led change as opposed to company-led change, then
it may well produce a mismatch between the industrial adaptation model
and the national financial system. As we have already suggested, such a
conflict may significantly undermine industrial change and produce
political conflict.
~ Indeed, Canada appears to be in the even more unenviable position of
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having the three critical parameters of industrial change identified in
Zysman’s analysis: the institutional nature of the financial system, the
autonomy of state structures and the economic circumstances facing
the country — pointing to different models of industrial change.5! The
first parameter, the national financial system, predicts a company-led
model of industrial adjustment as we have discussed. The second and
third parameters would suggest a state-led or negotiated model. Histor-
ically, government has played a significant role in economic develop-
ment. It no doubt explains, in some measure, the current attitude and
behaviour of both levels of government in Canada in the drive to adapt
Canadian industry to international economic pressures. However,
while the spending and programs are explicable in historical and politi-
cal terms, government direction may, according to this analysis, be
relatively inefficient, given a continuing market-based national financial
system.

Government programs, both federal and provincial, are far too numer-
ous and complicated to examine extensively in this chapter. Only a few
salient features can be touched on. As noted by Allan Tupper in his
recent analysis of industrial assistance programs, government policies at
both levels have encompassed broad objectives — from regional policy
to Canadianization. In a further reference he argued, ‘“there is, more-
over, no indication that Canadian governments will curtail their econ-
omy-building efforts in the foreseeable future. Indeed, disorder and
uncertainty in the domestic and international political economy have
recently evoked consistently interventionist responses.”52

If we look at the government lending institutions as a means of
identifying the federal government’s efforts to allocate resources, we can
identify a wide range of governmental credit schemes (see Appendix,
Table A-9). The table, reproduced from a study by Allan Maslove,
reveals that the federal government has sought to direct credit to firms
and individuals to improve their international competitiveness, e.g., the
Enterprise Development Program; to provide long-term credit for hard-
pressed farmers, e.g., the Farm Credit Corporation; to aid small busi-
nesses, e.g., the Federal Business Development Bank. Still, one thing
that is readily apparent is that the total funds provided pale in com-
parison to the funds provided by the private financial intermediaries
previously discussed. What is less apparent is the non-directive and
secondary role of many of these programs which further detract from a
state capacity to lead industrial adaptation. For example, for both the
Farm Credit Corporation and the Federal Business Development Bank,
credit is provided only after the borrower has found it impossible to
obtain funds from private financial institutions. Under the Enterprise
Development Program, now called the Industrial and Regional Develop-
ment Program (IRBD) directed by the Department of Regional and
Industrial Expansion (DRIE), specific applicants were not sought; rather,
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as Tupper points out, the program was designed merely to respond to
private sector applications and “involves no explicit judgments about
which industrial sectors merit state support.”>3

These programs and Crown corporations do not nearly encompass the
wide range of interventionist efforts that could be broadly termed indus-
trial assistance. There are numerous individual assistance programs, not
to mention the regional efforts under DREE and now DRIE. An examina-
tion of the figures provided in the federal budget of April 1983 suggests
spending out of the economic and regional development envelope at $8.5
billion.5* This figure in no way reflects federal tax incentive efforts to
encourage various forms of assistance. Even these figures may not fully
comprehend federal efforts. Recently the federal government estab-
lished the Canadian Development Investment Corporation (CDIC)
which now controls Crown corporations in manufacturing like de
Havilland and Canadair, Eldorado Nuclear and Teleglobe Canada.>?
Further, the government has found itself extending support to a number
of companies mainly through loan guarantee agreements; these include
Massey-Ferguson, Maislin Trucking and Chrysler Canada. As Tupper
argued:

A survey of these programs does little to explain why certain industries are

supported, while others are ignored. But such a disparate collection of

programs indicates that Ottawa has achieved a strategy of promoting *“lead-

ing sectors™ or of exploiting Canada’s comparative advantages.3¢

In summary, several types of conclusions are apparent. First, it is not
always clear, but it is frequently the case that, in those broad areas of
continuing credit assistance, the government’s efforts are secondary and
frequently reactive. More generally, where the government is more
directive, there are extensive programs but they appear uncoordinated,
and the initiatives frequently seem dictated by political imperatives.
Thus, the federal government appears to be ideologically and politically
handicapped in its approach to industrial adaptation. Moreover, even
while the sums calculated for federal loans and assistance to the private
sector are substantial, one estimate as of 1980 putting the figure at
$14 billion, they are certainly less significant than one might have antici-
pated from the level of discourse over industrial strategies.>” What one is
left with federally is the rhetoric of state-led industrial adaptation and
the reality of a market-based, though somewhat weakened, national
financial system.

Up to this point, we have not taken into account the extent of provin-
cial government programs. Rough estimates suggest that provincial
programs of loans and assistance to the private sector totalled some
$5 billion as of 1980.58 Michael Jenkin, in a recent analysis of provincial
industrial policies, points to a broad array of assistance programs pro-
vided by the provincial governments in Canada.>® Of all the provincial
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programs,the most interesting effort appears to be that of the Quebec
government. This is true, in part, because of this government’s con-
scious efforts to direct industrial change for the benefit of Quebec.

In Quebec’s efforts to channel industrial change, there are three
important financial corporations: the Société générale de financement
du Québec, an investment and holding corporation; the Société de
développement industriel du Québec, a vehicle for the delivery of indus-
trial development loans and grants; and the Caisse de dépot et placement
du Québec, an investment agency for the assets of the Quebec Pension
Plan.° The last, in particular, highlights the Quebec government’s more
directive approach. The Caisse’s investment strategies contrast rather
sharply with those taken by the federal government with respect to the
CPP (see Appendix, Table A-10). While the Canadian government
invests virtually all its funds in provincial governments’ non-negotiable
securities, and while the Caisse has held to a relatively conservative
strategy to avoid risky investments, nevertheless, recent conflict with
the federal government over investments by the Caisse in Canadian
Pacific point to the Quebec government’s capacity to influence the
course of the province’s economy.%! Furthermore, as Jenkin argues,
60 percent of the Caisse’s industrial assets as of the late 1970s were
invested in Quebec-based companies like Provigo, Bombardier and
Marine Industries Ltd.%2 The present government’s directive efforts
have gone even further than mere financing. The government has devel-
oped plans for specific electronic specializations. It has also established
the Société de développement des industries de la culture et des com-
munications to promote the application of new electronics technologies
in communications.®3 In biotechnology, the Société générale de finance-
ment and several Crown corporations are prepared to make major
investments along with private sector partners.*

Quebec is not alone. The commitment of all provincial governments to
industrial change has grown in recent years. Besides the government
assistance to venture capital noted in Ontario, there are numerous
Ontario policies, many of them directed today through the Board of
Industrial Leadership and Development (BILD). The board, it now
appears, directs all the government’s development spending on indus-
trial, resource, transportation and regional development, human
resources and community infrastructure.® In addition, the government
has created a number of technology development centres to expand
resources for Ontario companies in areas such as microelectronics, auto
parts, resource machinery and robotics, to name only a few.6¢

Even more recently, the Alberta government has announced tentative
plans to become more directly involved in industrial adaptation. The
plans announced include proposals to invest substantially more public
funds in the resource and transportation sectors. As the government
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made clear, the province would be more than willing to use the billions-
rich Heritage Trust Fund to achieve its development objectives.®’

Conclusion

Adding the provincial picture alters but does not fundamentally change
the picture of a company-led model of industrial adaptation influenced
by numerous, if uncoordinated, governmental industrial policies at both
levels of government. It is simply impossible to describe here the wide
variety of programs established by provincial and federal governments
to influence economic development. However, even this limited picture
(including the split in programs between less intensive incentives and
precise industrial projects) adds to the sense of confusion characteristic
of Canadian industrial adaptation, particularly when the programs of
both levels of government are taken together.

Possibly, this confusion in Canada as to how to deal with industrial
change (to accommodate the ideological and institutional limitations
that we’ve already discussed) can best be illustrated with a brief glance
at what must be considered Canada’s most bold economic stroke — the
National Energy Policy. This program was touted, after the Liberal
election victory of 1980, as a bold federal government strategy to make
Canada energy self-sufficient, to expand exploration under federal con-
trol and to Canadianize the energy sector itself.°® The program was seen
as confirmation of the federal government’s determination to plan indus-
trial development. However, a closer look at the policy and its progress
reveals many of the limitations to which such a plan was subject in the
Canadian political and economic environments. For all the govern-
ment’s commitment, the great bulk of financing was to be accomplished
by the private sector, particularly the banks. The banks believed the
government to be so deeply committed to the sector that little risk would
attend large loans to energy companies, especially to favoured com-
panies like Dome Petroleum. None of the actors, neither the government
nor the banks, had the type of control over the direction of the sector,
particularly companies like Dome, that might have provided the needed
restraint required in the situation. As Peter Foster noted in his examina-
tion of the relationship between Dome, the banks and the government:*°

Between the banks and the government, meanwhile, the underlying wrangle
continued about just who was bailing out whom. Were the banks bailing out
Ottawa’s chosen instruments or was Ottawa bailing out a company that had
been massively overindulged by the banks?70

The near-bankruptcy of Dome and subsequent bailout efforts are impor-
tant because they highlight the difficulties of either governmental or
institutional control in a context devoid of the institutional means
needed for such precise administrative direction. The dangers of the
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mismatch between the industrial adaptation model and the national
financial system are only too apparent in this one, but important,
instance of government-encouraged, though not controlled, industrial
policy. It points to a dilemma not seriously addressed by most govern-
ments in Canada: how to increase their involvement in planning indus-
trial change without developing the institutional means to accomplish
the task.

The alternatives are painfully obvious. If the federal and provincial
governments insist on directing further industrial change, then far
greater attention must be paid to altering the financial system in this
country to enable state direction to proceed with some chance of suc-
cess. On the other hand, if the institutional system is to be left in market
hands, as it still is, then much more thought must be given to improving
the quality of all the markets in order to sustain a company-led industrial
policy. Policies must be put in place designed to encourage funds into the
securities markets and to reduce the competition between government
debt funding and corporate funding.

The Canadian picture, as briefly as we have sketched it, seems par-
ticularly confused. Our national financial system is clearly market based
yet more strongly influenced by government than might otherwise be
anticipated. Governments at both the provincial and federal levels are
deeply involved in industrial change, yet have not really developed the
institutional capacity nor provided the real commitment and resources
to direct change in most cases. Notwithstanding the above, however,
anticipation of governmental direction by numerous private actors and
the intrusion of governments in the markets may have inhibited com-
pany-led industrial adaptation in any case.

In most liberal democratic states, the clash between market direction
and administrative direction is an all too well-known battle. In that
respect, Canada is not unique. Canada may be unique, however, in its
inability to address the issue and to resolve the choice before it. Without
a decision, Canada will never be capable of matching its institutions to
its preferences.

Planning Regulation and Capital Markets

Our examination of the national financial system has revealed that both
levels of government have taken on an expanded role in economic
management. In addition, we have noticed that both federal and provin-
cial governments have employed a wide range of tools and resources to
direct industrial adaptation.

Regulation has been one favoured instrument that governments have
employed in fashioning the national financial system. Indeed, the
national financial system is influenced by a host of statutes, regulators
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and state-mandated insurance nets, and all financial intermediaries are
regulated by federal and/or provincial agencies (see Appendix,
Table A-11).

Moreover, we noted earlier some of the restrictions imposed on inter-
mediaries with the intention of limiting the roles of these institutions in
the overall financial system. To this end, regulations were written so that
banks played a savings and loan role but did not encroach in a major way
on the trust function concerning mortgage creation. Regulations also
restricted banks from acting as agents for clients seeking to invest in
secondary markets, and banks were not encouraged to play a major role
in the underwriting of corporate equity issues, though they were invited
to be active in the government bond market.

Besides these and other functional roles assigned financial intermedi-
aries, there were significant regulations regarding broader questions of
ownership, particularly rules on foreign ownership. Regulations of this
sort, particularly, alert us to the exogenous quality of such rules. It is
apparent that financial regulation, like other areas of regulation exam-
ined in these case studies, points to the use of regulation beyond simply
pricing, as is apparent in the Interest Act.”! The regulatory framework
extends beyond just promoting the health of the national financial sys-
tem through a broad variety of entry controls crystallized in such stat-
utes as The Bank Act and various trust and loan acts.”’?> Foreign
ownership restrictions attempt to retain the Canadian character of the
financial sector such as banks. These restrictions are, therefore,
instances of regulation being employed to achieve other broad gov-
ernmental purposes beyond the economic objectives of fair prices or
efficiency.

A closer examination of securities regulation, as was suggested ear-
lier, reveals a similar pattern of evolution. In the key regulatory environ-
ments of Ontario and Quebec, governmental actions by independent
regulatory agencies and/or governmental departments have expanded
the regulatory objectives. In both jurisdictions, regulators have sought
to direct the future development of the capital markets. Regulations have
not been restricted to simple policing functions. Regulators have
become increasingly unwilling to limit their actions to narrow reactive
activities. While the pace of change, particularly technological change,
has increased pressures on those responsible for securities regulation to
review broad areas of regulation, it is apparent that some of the incen-
tives for planning, particularly in Quebec, reflect a determination to
improve a province’s competitive position and to achieve broader politi-
cal objectives. This expanded role for regulation by governments, we
believe, explains the ““tensions” that surround securities regulation
today. Furthermore, the broad regulatory agenda points to a future of
potentially significant conflict among the provinces.
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In Ontario, securities regulation has been directed, in large measure,
by the regulatory agencies created under securities legislation and the
self-regulatory organizations, particularly the Toronto Stock Exchange,
and the Investment Dealers Association. Securities regulation itself had
a somewhat ill-defined beginning in Ontario. James Baillie,”3 a leading
securities lawyer and a former chairman of the Ontario Securities Com-
mission (OSC), has suggested that securities regulation in Ontario can be
traced back to the Directors’ Liability Act, 1891.7* It seems that this
legislation was adapted from similar English legislation. More significant
securities legislation was adopted in 1928, in Ontario, first in the
Securities Fraud Prevention Act’> and then by a series of securities
statutes through the 1930s.

In Ontario, no administrative agency was readily identifiable before
1930. However, under the Security Frauds Prevention Act, 1931,76 a gov-
ernment board was set up to regulate the securities industry in Ontario.
By 1933, according to Dey and Makuch, this board was referred to as the
OSEL

Securities legislation evolved through a series of legislative changes
that reflected changes in regulatory objectives in other countries, nota-
bly the United States and Great Britain. Early Ontario laws, as their
titles indicated, were concerned with conduct, primarily questions of
fraud. The legislation required registration of securities and issuers and,
in early statutes, regulation extended to secondary trading as well as
primary distributions.”8

The 1930s saw the legislation in Ontario move from merit and mis-
representation to disclosure, principally with respect to new issues of
securities. This shift to disclosure from the earlier merit evaluation
reflected Ontario ‘s acceptance of British views on securities regulation.
As James Baillie has written, however, this'move away from the U.S.
view of merit evaluation, commonly referred to as “blue-sky,” was never
as striking as proponents claimed.”®

The modern framework of securities regulation in Ontario emerged in
the 1945 Securities Act.®° This act was substantially amended in 1947.81
Modern statutes, while still retaining broad registration requirements,
increasingly emphasized disclosure: first, primary market disclosure
through the prospectus and more recently, continuous disclosure require-
ments in secondary markets. The Securities Act of 196682 which was
largely a product of the report of the Kimber Committee, was particularly
noteworthy for the widened scope it brought to securities regulation. In
this act, significant improvements in the system of initial distribution of
securities were introduced. As well, the act introduced requirements for
the annual and semi-annual financial disclosure by issuers; regulatory
standards to govern takeover bids; proxy solicitation and the informa-
tion circulars accompanying the solicitations; and, finally, the reporting
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by corporate insiders of their trading, together with civil liability
provisions for improper use by them of inside information.%3

The Kimber Report, which was important in bringing expanded reg-
ulation to secondary trades, was additionally noteworthy for recognizing
that securities regulation was addressing a broadened set of objectives.
As Gray Taylor points out:

The Kimber Committee recommended that responsibility be transferred to
another Minister because the purpose of regulation was drifting from the
prevention of fraud to the enhancement of the securities industry in the
economic life of the province.84

The most recent revisions in securities regulation, the Securities Act
1978,85 have reinforced these broadened regulatory trends. For the first
time, the closed system of trades was introduced in Ontario. In addition,
continuous disclosure provisions were written specifically into the legis-
lation.8¢
The extended regulatory environment can be assessed by other means
than those identified above. One of the signs of a strong interventionist
regulatory environment is the way in which the agencies responsible for
administering the act perceive their role. H.N. Janisch has suggested
that administrator agencies are capable of a number or roles:37 these can
vary from a more or less narrow policy adjudicative role to a broad
policy-making role. As Janisch argues:
The difference, of course, is only one of degree, but it is of the greatest
significance. In an adjudicative role, an agency concentrates on deciding
matters on a case by case basis, seeking to apply known principles to the
facts of each case. In an extreme form, this leaves little room for policy
making, because it is assured that the policy contained in the empowering
legislation and the agency simply has to apply it in the particular case. At the
other end of the spectrum is the role of the conscious policy maker, wherein
a regulatory agency embarks on an essentially legislative role and seeks to
set out in advance the factors that it will take into account in deciding
individual cases.88
Administrative agencies relying on a policing regulatory environment
are likely to act in a more adjudicative manner. Whereas, in environ-
ments where regulation has become promotional or planning, we are
likely to find that the administrative agency takes more of a policy-
making stance. Though the evidence is limited, there is indeed some
indication that the OSC has shifted to more of a rule-making stance.? As
the accompanying table shows (Table 4-3), there has been a significant
expansion in the number of regulations and policy statements that
accompany the various Ontario securities acts. Of the two, the policy
statements are even more significant, since the statements reflect the
commission’s own policy-making efforts as opposed to those regulations
passed by the lieutenant-governor in council.
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TABLE 4-3 The Growth of Policy Statements and Regulations
in Ontario

Edition Policy Statement Regulations

The Securities Act

and Regulations 23 pages/ 40 pages/

1972, Richard de Boo 23 policy statements 84 Regulations
(1966 Act)

The Ontario Securities

Act and Regulations 78 pages/ 53 pages/

1978, 8th edition 38 policy statements 89 Regulations
(1966 Act)

The Ontario Securities

Act and Regulations 84 pages/ 77 pages/

1979, 9th edition 40 policy statements 176 Regulations
(1966 Act)

Ontario Securities

Act and Regulations 112 pages/ 77 pages/

1982, 11th edition 48 policy statements 175 Regulations
(1978 Act)

Ontario Securities

Act and Regulations 115 pages/ 81 pages/

1983, 12th edition 43 policy statements 175 Regulations

Source: A. Alexandroff, “Policemen or Architects: Ontario Securities Commissioners’
Self Perceptions of Acting in the Public Interest” (unpublished manuscript)
(Montreal: McGill University, 1984), p. 47.

A further indication of the growth of rule making is the significant
number of hearings that have occurred or are planned by the commis-
sion. These apply to such matters as discount brokerage, the role of
financial institutions, the prompt offering prospectus, the uncommon
common share and the discussion of the report relating to takeover bids
and issuer bids. Hearings of this nature undermine the creation of policy
through the adjudicative case-by-case approach. They give substance to
a view expressed by former commissioners (interviewed elsewhere by
this author) suggesting that adjudication has become a less significant
aspect of commissioner responsibility.?? All of these administrative
actions and procedures suggest that the OSC has altered its practices to
conform to a broader policy-making approach. It suggests, furthermore,
that securities regulation is no longer confined simply to policing regula-
tion and that the administrative agency has become more deeply
involved in planning regulation.

Quebec’s securities laws have recently undergone extensive revision.
With the passage of what was formerly Bill 85,°! Quebec joined Ontario
and a number of other provinces in modernizing its securities regulation.
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As pointed out in a recent examination,”? this new legislation is “proba-
bly the most innovative” of the recent legislative enactments across
Canada®? and furthermore,

It [the new securities act] also shows the greatest diversity of influences. Its
drafting owes most to the Onrario Act, but it has also been much influenced
by the federal proposals for a Securities Market for Canada, more than any
other provincial act to date. It also appears to have been influenced by
present and proposed securities law in the United States. And of course it
has been drafted against the background of Quebec’s Civil Code, although
the Code’s direct influence is the least of all the sources mentioned.%.

Quebec’s legislation has followed the general path already indicated in
the case of Ontario. Thus, there has been an evolution of the disclosure
requirements, while maintaining a continuing merit aspect.

Significant disclosure regulations were introduced first in Quebec in
1924 .95 The most notable requirement was the filing of a financial infor-
mation statement as a requirement for a corporation’s issuing bonds,
shares or other securities. As in Ontario and some other provinces,
Quebec moved to pass its own version of the Security Frauds Prevention
Act in 1930;°¢ this was further supplemented by a Companies Information
Actin 1933.%7 The modern disclosure rules did not appear in Quebec until
passage of the Securities Act in 1955.98 It was by this act that the
Commission des valeurs mobilieres du Québec (CVMQ) was created.
Though revisions were passed allowing Quebec to broaden its disclosure
requirements, it was not until the current passage of Bill 85 that Quebec
substantially modernized its securities legislation. As pointed out by La
Rochelle, Pépin and Simmonds, the new securities legislation equals
and, in some instances, even surpasses Ontario’s legislation.?® For
example, the act has described the discretionary powers of the commis-
sion, including the legislative authority to draw up policy statements.
Also, the act has gone further in allowing the commission to grant
authority to the self-regulating organizations to assist in regulating
securities markets. Finally, the current act now provides for the closed
system in Quebec and new, rather important, disclosure procedures,
including the prompt-offering qualification system and the permanent
information record.!00

Though the act has brought Quebec securities regulation into closer
balance with other Canadian jurisdictions, small but nagging problems
continue to exist. For instance, periodic disclosures under the “timely
disclosure” requirements call for quarterly filings every 45 days, while in
Ontario the time limit is 60 days. More serious problems are raised by
the French language requirements, a product of the Charter of the
French Language and its interpretation by the CVMQ in the securities
regulation field.!°! There are also minor differences in the content of a
Quebec prospectus. With the exception of language requirements,
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which impose serious obligations on certain reporting issuers, the other
differences are more irritating than burdensome.

There are still continuing technical differences, though there have
been repeated calls for integration to facilitate national markets. More-
over, these persistent differences belie more serious problems that fur-
ther diminish the prospect of national financial markets. Before examin-
ing the problems of the search for regulatory uniformity, it should be
mentioned that the revision of Quebec’s securities laws are just part of a
broad set of regulatory revisions by the Quebec government. These
revisions point to a government committed to regulation as a means of
controlling Quebec’s provincial economy. As active as the CMVQ has
been and, particularly under Paul Guy, it has been quite active, the focus
of regulatory activity in Quebec remains with the government.

Search for Uniformity

With ten provincial jurisdictions and no direct federal presence, there
have been periodic efforts to integrate the various statutory regimes to
facilitate national market activity in securities. The difficulties of achiev-
ing a national securities market regime can be exaggerated somewhat by
drawing attention to the multifarious provincial jurisdictions. In reality,
Ontario is the dominant securities environment with the most active
market, the Toronto Stock Exchange. Ontario legislation has provided
the example for smaller jurisdictions in the evolution of securities regula-
tion in Canada. However, steps toward integration of the various provin-
cial acts through copying Ontario’s legislation have always been fol-
lowed up by individual provincial amendments that have reversed the
trend toward unification.

The earliest and, perhaps, the most successful attempt to integrate
securities laws across Canada came in the 1930s. After the passage of the
1928 Ontario Security Frauds Prevention Act, the provinces met and eight
of them adopted acts quite similar in form to the Ontario legislation.!0?
However, as Williamson pointed out, by the time the one remaining
province, New Brunswick, adopted a similar act, the other provinces
had substantially amended their statutes, and the uniformity achieved to
that point slowly dissipated.!3 Changes in the Ontario act periodically
brought on renewed efforts by the provinces to achieve uniformity
among the provincial jurisdictions, but none have proven to be entirely
successful.

Efforts to provide uniformity have not ended with the effort to draft
identical legislation, however. In addition, provincial administrators
have met yearly to discuss policies and problems of securities regula-
tion. These meetings by provincial administrators led, in part, to the
creation of a rather formal organization, the Provincial Securities
Administrators.!%4 This organization was also a response to growing
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interest by the federal government in establishing a presence in the
securities regulation field in the 1960s. Together, the securities adminis-
trators have produced a set of uniform policy statements.

The uniform policy statements have been the most serious effort to
integrate provincial regimes. These policy statements are organized into
three classes: the National Policy Statements that apply in all provinces
except Newfoundland and Nova Scotia; the Uniform Act Policies that
apply in Ontario and the Western provinces, and finally the Provincial
Policies that apply in only the one province.!%5 While these efforts to
harmonize policy statements should not be ignored, their spillover effect
has not been significant. In some ways, the multiple sets of statements
only highlight the difficulties in moving to uniformity in such a complex
regulatory environment, and, finally, harmonized policy statements are
no substitute for a uniform statutory environment.

Considering the limited success at complete harmonization that we
have examined, it might well be asked how harmful these legally diverse
regulatory environments really are. As already suggested, a degree of
harmony has resulted from the dominant position maintained by
Ontario. This market dominance has encouraged other jurisdictions to
remain sensitive to Ontario’s rules. Moreover, the differences, while
troublesome, may not seriously impede national market activity, cer-
tainly not to the extent of seriously impairing market efficiency. In
addition, it may well be that the diversity of jurisdictions provides for
new ideas and greater vitality in the regulatory environment.!¢ Indeed,
as the authors of the assessment of Quebec’s new securities legislation
suggest:

It may be that, in the present federal context, the differences between the
legislation in force from province to province will simply mirror the greater
vitality of the regulatory authorities in each jurisdiction as they assert and
express through legislation their own specific views of certain issues.!07

Nonetheless, the potential for serious conflict between jurisdictions is
always present, and the more that regulation takes on a planning aspect,
the greater the potential for political conflict damaging this critical
national resource. An episode of the 1970s reveals the potential for
serious jurisdictional conflict as opposed to healthy competition. By
Policy No. 4 issued by the Quebec Securities Commission, Quebec
brokers were advised to execute a securities trade in Quebec, where
possible, even if the broker could obtain better execution for his client on
a market outside Quebec.!® Though this policy position was later
withdrawn, the policy statement reveals the serious political inter-
ference possible through the administrative process. Indeed, in both
jurisdictions there had been recommendations in various reports to keep
certain transactions of registered brokers within the separate jurisdic-
tions.!%® Though these recommendations were never followed, they
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revealed the potentially harmful balkanization possible where regulation
was fragmented and exogenous political factors were not excluded from
regulation.

Contending Futures

The securities regulatory environments in Ontario and Quebec illustrate
the contending economic and political pressures now affecting Canada.
As pointed out in the Introduction, these pressures are complex and lead
to divergent results. For instance, there are technological changes,
particularly in the area of computer-assisted market transactions, which
push toward a national market system. This outcome illustrates the role
that technology has in outpacing and overwhelming any political or
regulatory barriers.

Technology is a major influence when linked to market forces, but
political forces are capable of deflecting, limiting or delaying tech-
nological changes. Political forces are quite capable of distorting the
efficiencies inherent in market forces. Political pressures, as we shall
show, have apparently encouraged competition between the capital
markets of the two jurisdictions. What is less clear is whether the
increase in competition between the exchanges, for instance, is likely to
improve the overall health of securities markets or is intended to gain
advantages for one market at the expense of the other. Additionally, it is
unclear whether these pressures, for example Quebec’s unilateral deci-
sion to “de-regulate” the financial services sector, are ultimately a move
which improves the efficiency of financial services nation-wide or one
intended as a means to other political ends which may well fragment the
financial markets.

In looking at these technological and policy-making changes, one
begins with the present structural reality that the Toronto Stock
Exchange (TSE) far exceeds the volume traded by the Montreal
Exchange.!!° The Montreal Exchange remains a junior actor compared
to the much larger TSE. This market relationship has a bearing on the
consequences of the technological and political forces that now influ-
ence the development of capital markets.

The TSE began to examine the potential of a computer-controlled
execution system in the late 1960s. Its program, CATS, or the Computer-
Assisted Trading System, was intended to enable this computer system
to execute trades via terminals in members’ offices.!'! As Clelland
pointed out, this project was designed to replace traders meeting face-to-
face and, even if it were still not possible to replace all face-to-face
trades, then it would at least be capable of making more efficient trades
by electronic communication.!!2

CATS has made major progress since the first-stage system began in
1975. By 1978, CATS executed the trades of some 80 relatively inactive
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stocks.!3 This number has increased since, and today CATS handles
something like 20 percent of the trades of the TSE. Though there are still
concerns that the CATS may not be able to handle both active and
volatile stocks, there is no question that computer-assisted trading
shows a growing presence in securities markets. Indeed, at the Tokyo
Exchange, which operates a system like the TSE’s CATS, the system
handles far in excess of the present Toronto volumes.!*

While there are concerns expressed by TSE floor traders and members
as to the adequacy of the computer-assisted system, this technology has
made a significant impact on the way the market operates and could, in
the future, completely revolutionize trading. What is apparent, however,
is that such a system as CATS cannot be introduced without affecting the
position of the current markets and their regulators. Indeed, the decision
by the TSE to begin automated transactions encouraged the Montreal
Exchange to suggest an even broader program. A successful computer-
based trading system designed by the TSE threatened certain Quebec
interests. As Williamson pointed out, “This (CATS) would probably be
of little concern to the Montreal members who also trade on the Toronto
Exchange but would be a serious blow to a few firms that are members
only of the Montreal Exchange, and it might be painful, too, for the
government of Quebec.”!'!s

A committee was formed consisting of representatives of the Toronto,
Montreal and Vancouver exchanges plus representatives of the national
Investment Dealers Association and later the Alberta Exchange. By
1975, the committee had submitted a plan that was, in effect, a proposal
for a new securities market, in other words a Canada-wide securities
market. In the plan, it appeared that this new entity would be proposed
as an Ontario corporation and would then likely come under the reg-
ulatory umbrella of the Ontario Securities Commission (OSC), though a
new regulatory agency was possible.!'® Whatever the possibilities, it
appears that this Canada-wide system, separate from though linked to
the evolution of CATS, has not progressed. Instead, it appears that the
expansion of computer-assisted trading will be dominated by the TSE.
Such a result poses the uncomfortable possibility of an Ontario-imposed
framework.

This possibility can hardly fit the plans of the Montreal Exchange or
the Quebec government. Indeed the Montreal Exchange under the
guidance of Pierre Lortie has done much to improve its competitiveness.
In recent figures, the Montreal Exchange shows a significant increase in
trading volume. In the first five months of 1984, for instance, Montreal’s
value of trading was 23.4 percent of the TSE’s value, up from 14.5 percent
in the comparable 1983 period.!”

This improvement in the position of the Montreal Exchange is itself a
result of significant changes in exchange policy as well as governmental
support in Quebec. The Montreal Exchange has shifted to a modified
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U.S. system of specialists in which one trader is responsible for making a
market in a stock.!'® The Montreal Exchange has capped the maximum
price that can be charged by a brokerage firm for any one transaction.!1®
Beyond the aggressiveness of the exchange itself, the Quebec govern-
ment has aided in its revitalization. It has provided a wide range of tax
incentives. One plan encourages investment by offering a write-off of 166
percent on Quebec taxes for companies exploring for natural
resources. 20 Another plan provides a tax-free grant to a maximum of
$10,000 for developing companies that go public. Finally, the Quebec
government has drawn up plans recently to give special tax benefits to
professional market makers on the trading floor. The hope is to attract
more capital to the exchange and make Montreal more competitive.!2!

Pointing out the increased competitiveness of the Montreal Exchange
is not done to criticize these greater efforts but only to indicate the
possibilities of severe conflict between Ontario and Quebec as compu-
ter-assisted market transactions dominated by the TSE become a grow-
ing possibility. Certainly, the current objectives of the Quebec govern-
ment are not to build a more competitive national system but to improve
the capital position of Quebec. A Toronto-dominated computer-assisted
marketplace is hardly likely to be the end sought by Quebec’s present
government. At a minimum, technological changes and political objec-
tives seem to be on a collision course. The more determined the Quebec
government is to plan the province’s economic development, the more
likelihood there is of serious interprovincial conflict which could impede
the securities markets and ultimately impose national economic costs.

The Quebec government’s interventionist stance in revising Quebec’s
provincial financial services sector appears to hasten the pace of full-
service financial institutions, at least as far as provincial jurisdiction
allows. These changes appear to advance competitiveness by allowing a
greater range of actors to enter fields that have, hitherto, been closed to
many of them. Thus, former Quebec Finance Minister Parizeau’s reg-
ulatory revisions appear to increase competitive forces. Once again,
such actions may lead to interprovincial as well as federal-provincial
conflict, particularly if such actions are, in fact, aimed at strengthening
Quebec’s capital markets and its institutions, even at the expense of
others. It is not at all clear that the de-regulation of financial services
will, in the long run, improve the health of securities markets, primary or
secondary.

There have been increasing pressures from various financial inter-
mediaries to expand the range of services that each may perform.
Notable examples include the request by The Toronto-Dominion Bank
to actively offer discount stock services — the so-called Green-line
Service.!22 There was a request by Daly Gordon to the TSE to allow it to
be linked to a large Belgian holding company. The request posed difficult
questions regarding foreign ownership restrictions:'23 ownership by any
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single non-resident owner is restricted to a maximum of 10 percent.!>*
Finally Midland Doherty, duplicating the cash management accounts
pioneered by the U.S. stockbroker, Merrill Lynch Pierce Fenner &
Smith Inc., is prepared to create similar accounts which amount to a
form of chequing service.!?> These requests are the latest actions by
various companies to diversify their financial services. In response, the
Ontario government, or at least the regulatory agency most involved, the
0OSC, has undertaken a number of hearings to deal not only with the
specific requests, but also to understand the broader consequences of
the regulatory framework. The Ontario and the federal governments, as
well, have decided to examine the broader questions posed by these de-
regulatory pressures.

As noted earlier, Quebec has struck out on its own and plans to
complete its de-regulatory steps by the end of 1985. Although Finance
Minister Parizeau indicated, before his resignation, a willingness to
consult with both the Ontario and the federal governments, he made it
clear that Quebec would not slow its legislative timetable.!26

What Quebec has done, through a series of legislative changes, is to
ease the ownership rules and to permit the extensive diversity of func-
tions in the financial markets. In 1983, the Quebec Securities Act was
amended to remove ownership restrictions on provincially regulated
securities dealers. The powers of mutual insurance and stock ownership
insurance companies have been, or are about to be, broadened, as will
the powers of the credit unions and trust companies.!?” The result in
Quebec is evident. The Laurentienne Group of general life insurance
companies has bought stock in the Quebec brokerage firm of Geoffrion
Leclerc Inc. Standard Life Assurance Company acquired an interest in
Trust général du Canada. Trust général has now acquired a limited
brokerage licence. Montreal Trust Company has applied for a limited
brokerage licence, and there are other changes completed or con-
templated. 28

Finance Minister Parizeau, while still holding that portfolio, was a
strong advocate of de-regulation. Parizeau argued that his actions were
absolutely necessary, since he believed that the specializations in the
financial services sector could not be maintained against the need to
diversify by the four pillars: banks, trusts, stock brokerage and insur-
ance companies.!?® Quebec’s actions may, in fact, be more and less than
what they seem to be. First, the use of the term de-regulation is a
misnomer. Quebec’s policy is more appropriately called re-regulation
with the integration of financial services functions added. One of the
keys to the Parizeau plan was an expanded regulatory environment
established under the Inspector General of Financial Institutions. This
regulatory agency now oversees the trust companies, caisses populaires
and insurance companies in Quebec. Thus, the policy provides for new
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functional regulation by one powerful regulatory agency which provides
better surveillance and control.

The ends of “de-regulation,” moreover, may be more than simple
integration. Robert Maclntosh, president of the Canadian Bankers’
Association, recently argued, “Obviously the whole strategy is to
bolster Quebec based institutions.” 39 And Parizeau himself, while still
finance minister, argued, “It is clear that this approach could change
nonbanking financial institutions into direct competitors with the banks.
This is not in itself a bad thing.””!3! In fact, it appears that behind the
structure of de-regulation lies the Quebec government’s objective, i.e.,
strengthening Quebec’s financial sector by concentrating capital
resources. Behind the discussion of de-regulation lies the desire to
encourage a Quebec financial sector capable of sustaining itself against
other Canadian companies. Quebec’s actions are backed by new rules
and new regulations. How willing Quebec would ultimately be to open-
ing the sector to other Canadian companies is not clear. One need only
remember the Quebec government’s unwillingness to allow Credit Fon-
cier to be sold to non-Quebec interests.

De-regulation appears to be a Quebec move to rewrite the regulatory
environment: to control the sector while arguing for a more open com-
petitive environment. At a minimum, Quebec’s unilateral actions force
the pace of change — particularly in Ontario. While the issues posed by
integration of financial services must be faced, preparing for integration
in Ontario and Quebec in isolation, and possibly in haste, may prove to
be detrimental to Canada’s capital markets. One result may well be that
regulatory environments of Ontario and Quebec will not match. Such a
result may, in fact, lead to a further balkanization of financial services
across Canada. If Ontario’s regulators impose stricter limitations, then,
in order to do business in Quebec, firms will find it necessary to establish
separate Quebec entities if they wish to continue operations in both
environments.

In addition, as noted earlier, the rapid entry into integrated or diver-
sified financial services is being undertaken with only limited attention
being paid to the consequences of such an institutional arrangement for
the financial markets. Concerns have been raised as to the effects of
integration for the concentration of capital within the sector, the influ-
ence of large institutions, such as the banks, on the brokerage industry,
and the possibilities of conflict of interest through integration but little
has been said concerning the consequences of de-regulation for the
health of the securities markets. In part, this is not surprising, since the
debate really concerns the structure of the financial services industry,
but the structural pattern will likely influence the health of the markets.
It is certainly not apparent that an integrated financial services sector
will be more attentive to the securities markets. Indeed, full service

’
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financial institutions may well be a real detriment to the capital markets
as specialized services are ended and, as we have argued, Canada has a
need for strong financial markets. However, the political and regulatory
environments appear to inhibit serious discussion of the health of finan-
cial markets.

Securities regulation in Canada has been dominantly provincial. Like
other cases we have examined, provincial securities regulation has
served as a major tool for policing a vital segment of the financial
markets. Like other policy areas, regulation has emerged as a planning
tool for provincial governments and their agents. Policy planning, par-
ticularly in the major provincial jurisdictions, has imported wider politi-
cal objectives. Harmonization of policies has become a more remote
possibility. This, in and of itself, as we noticed, is not highly damaging.
What it does is to reflect the divergences that exist. Because tech-
nological and political pressures have created a highly uncertain envi-
ronment, the potential for serious differences has increased. Moreover,
the differing provincial agencies have made it more difficult to discuss
changes. Thus, while the need for change has become more pressing, the
capacity for uniform action has declined. Even in the face of broad
economic and technological changes, financial markets are faced with
the real possibility of damaging policy actions. Such competitive politi-
cal action is not likely to enhance Canadian capital markets or improve
financial market capacity. Once again, Canada is left poised between
underdeveloped market forces and inefficient political forces. In an
increasingly competitive international economy, such a situation cannot
be contemplated with indifference.
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Chapter 5

Conclusions:
Issues and Options

The Royal Commission on the Economic Union and Development Pros-
pects for Canada has a comprehensive and ambitious mandate. One of
its central concerns is Canada’s capacity to adapt to the changing nature
of the world economy, and a significant aspect of that mandate is the
concern for the impact of the federal system on that capacity. More
specifically, there is a concern about the need to harmonize government
activities related to the economy so as to manage intergovernmental
conflicts effectively and to achieve efficiency and effectiveness in such
activities. The purpose of this research project has been to focus on one
important aspect of the intergovernmental dimension of economic man-
agement, namely the intergovernmental politics of economic regulation.
Such a focus is derived from the fact that, as noted by the Commission in
its report Challenges and Choices, there has been a transformation in the
manner in which governments involve themselves in the lives of Cana-
dians.! One of the more important aspects of this transformation has
been the use of economic regulation as a major policy instrument.
Although it is difficult to establish precise measurements to support our
claim, we would contend that, in certain sectors of the economy, some of
which are central to our economic prospects, economic regulation has
emerged as a rival to spending and taxing as an instrument for shaping
and influencing the nature of economic activities. Such a development, it
is our contention, has had significant consequences for intergovernmen-
tal relations in Canada, consequences that go to the heart of the Com-
mission’s mandate, and the wider general concerns about a conflict-
laden intergovernmental system. This project has sought, through a
series of case studies, to identify the causes of those conflicts involving
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economic regulation and the impact they have had on economic policy
making.

In this concluding chapter it is not our intention to summarize the
findings and the conclusions of the three individual case studies. The
case studies were undertaken, as indicated in Chapter 1, not with the
presumption that they could prove the central hypothesis that has guided
this project, but with the belief that they could effectively illustrate that
hypothesis and lend support for the general arguments of the study. In
this chapter, we propose, instead, to review the general issues that arise
from the employment of economic regulation as a primary policy instru-
ment as they relate to the Commission’s central concerns about the
intergovernmental politics of economic policy making and the impact of
such politics on Canada’s capacity to adapt. The second section of the
chapter will review some of the major possible responses for ameliorat-
ing the problems that have developed. We must emphasize that, in the
latter section, we will not attempt to propose possible policies for any of
the individual sectors that have provided the basis for our case studies.
Nor will we attempt to recommend specific courses of action either for
the Commission or for a more general audience. We will confine our-
selves to an overview of the major options that, in our opinion, merit
consideration.

Economic Regulation and the Federal System:
The Issues

In Chapter 1, we provided what was described as a “working definition™
of economic regulation. For our purposes, such regulation involves the
employment of the coercive power of the state to influence and/or
control the economic behaviour or choices of firms and individuals.
With respect to economic behaviour, we confined regulation to three
specific areas: entry into an activity, price-setting and standard-setting
with the last being distinctly tertiary. In much of the literature there is an
assumption, sometimes explicit, usually implicit, that economic regula-
tion as an instrument of governance has served but one function, namely
to police specific economic activities so as to prevent what society, via
the political process, has defined as unacceptable corporate behaviour.

Our contention, and it is central to our analysis, is that to confine
regulation a priori to the strait-jacket of a single function is unaccepta-
ble. To the extent that regulation is defined as a problem area, the single-
function assumption may not only misdirect any analysis of the problem,
it will also misdirect the search for solutions. Economic regulation, as it
has been employed in Canada, has been multi-functional. It has been
employed as an instrument for government influence or control over
economic activities to serve positive, prescriptive functions over and
above the negative, proscriptive function of policing. We have used the
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terms promoting and planning to describe the positive functions of
regulation.

In itself, there is little that is particularly novel about our attempt to
delineate the multi-functional use of regulation. James Landis, in a
pioneering American study, recognized this as early as 1936.2 Similarly,
J.A. Corry, after describing the regulatory activities of the Canadian
government in 1941, concluded that “in each, the aim goes beyond the
negative one of trying to discourage individuals from embarking on
particular kinds of action. It transcends the criminal law type of social
control, in that it seeks positive objectives, some modification of the
economic and social environment.”3 In this respect, our contribution, if
worthwhile, has been to provide a framework to permit a more sys-
tematic analysis of the nature of the different functions and how they
differ from one another.

For purposes of distinguishing them, we feel that there are two major
perspectives from which one can view the three, admittedly “ideal,”
types of regulatory functions — policing, promoting and planning. The
first is from the viewpoint of the decisional processes employed by the
regulator, and the second is from the viewpoint of the scope of regulatory
decision making. We have suggested that there is a cluster of charac-
teristics that typify the decisional processes of policing regulation. Such
processes are usually reactive, remedial and issue specific. If one con-
ceptualizes the three functions as constituting a continuum with plan-
ning and policing the polar types, planning incorporates a far more
“proactive” or initiating role as well as a generalized, problem-solving,
policy-oriented approach to decision making.

The second dimension useful for distinguishing the individual reg-
ulatory functions pertains to the scope of regulatory decision making.
Using the three concepts of structure, conduct and goals or objectives as
indicators of regulatory scope, we suggested that there were major
differences associated with the individual functions. The argument was
that policing regulation, as a polar type, was less likely to be concerned
with structural questions and more likely to regulate a limited range of
corporate activities. Planning regulation, on the other hand, played a
role in structural matters and subjected a much more comprehensive set
of business activities to regulation. Promoting regulation, on these mea-
sures, would fall somewhere in between the two poles, depending on the
purpose of promotion. By far the most significant point of differentiation
involves the objectives or goals. Policing regulation, we maintain, is
employed to pursue a fairly narrow, circumscribed set of public objec-
tives that are primarily internal or endogenous to the industry regulated.
By this latter point, we mean that regulatory policy objectives in a
policing regime are usually confined to those involving the most immedi-
ate participants, the firms and their customers. Planning regulation,
however, is employed to attain a much broader, more comprehensive set

Conclusions 141



of goals, including, and possibly primarily, exogenous objectives. Such
objectives involve the use of the sector or the firm for goals external to
the main participants. An example would be regulation of railroads to
promote regional development; another would involve regulating tele-
communications for national unity objectives.

Building on the preceding, we suggested a further distinction which is
that policing regulation focusses primarily on rules, whereas planning
emphasizes outcomes. In other words, the former concentrates on
patrolling the boundaries within which corporate behaviour must oper-
ate, while the latter seeks to direct economic activity toward the attain-
ment of publicly determined objectives. The conceptual analysis, while
perhaps somewhat abstract, is crucial to understanding the central
analytical concern that provides the focus for an investigation of the
politics of regulation. That concern is the degree of autonomy permitted
corporate decision makers to make essential economic decisions. We
argued that policing regulation endows corporate executives with the
greatest degree of autonomy to make the central decisions affecting their
firms. In planning regulation, however, corporate autonomy is dimin-
ished significantly with government emerging as the primary goal setter
not only for the firm, but also for the industry or sector of economic
activity. We suggested that a useful shorthand method for further dis-
tinguishing the principal types of regulation is to characterize policing
regulation as firm-led or firm-dominant economic decision making, and
planning regulation as state-led or state-dominant economic decision
making.

A central concern for the Royal Commission is with the politics of
economic policy making and, specifically, how the politics and struc-
tures of economic policy making affect the development and attainment
of national goals and policies. The preceding is directly relevant to this
concern. The central argument advanced in this study is that the individ-
ual regulatory functions are characterized by distinctive patterns of
politics, that is, patterns of political relationships and conflicts and,
further, that the nature of the pattern has an impact on the attainment of
public goals. We contend that changing the regulatory function changes,
significantly, the politics of regulation. No doubt other aspects could be
usefully included; however, we have chosen to concentrate on two in
particular because they provide the bridge to understanding why and
how the politics of regulation can affect the satisfactory pursuit of
economic policy objectives. These two facets are first, the patterns of
interest representation and participation in the regulatory process and
second, the pattern of relationships between regulatory issues, institu-
tions and processes and other political issues, institutions and pro-
cesses.

In this study we have not attempted a comprehensive test of our basic

argument that changes in the degree of corporate autonomy cause
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changes in the patterns of political processes and relationships. We have
limited the study to an analysis of the significance of the intergovern-
mental politics of economic regulation for the politics of economic
policy making. More specifically, we advanced the hypothesis that that
there is a causal connection between intergovernmental conflict and
changes in the function of regulation. The conflict increases as economic
regulation performs less of a policing function and more of a planning
function. Why should conflict increase? If we put to one side considera-
tions of partisanship, personalities, status and simple territorial imper-
atives, all of which in varying degrees play some role, we come to the
basic reason. Public policies are not neutral in their impact. They can
confer or create advantages for some individuals over others, for some
firms over others, for some industries over others. Changing the function
of regulation so as to enhance the role of the state at the expense of
corporate decision makers gives those who occupy state decision-mak-
ing positions another set of tools and policies for conferring or creating
advantages.

In Canada, we have eleven sets of state decision makers. When the
function of regulation is changed so as to enhance the role of one set of
those decision makers, it is inevitable that all or some of the others will
be affected. We have suggested that a useful approach for understanding
those effects is to analyze their impact on the tripartite roles of govern-
ments as interest representatives, as owners of regulated firms and as
policy makers. If some governments perceive that their vital interests, as
defined by these roles — and there could be others — are adversely
affected, potentially or actually, they will not automatically defer to the
goal setting of others. This is true, we suggest, both across and between
levels of government. The result is increased intergovernmental conflict,
although we would suggest that the intensity of the conflict may vary
with the specific governmental role affected. Governments are more
likely to do battle with other governments when they perceive their
policy role to be influenced or constrained by other governments than if
they see their representative or ownership roles being challenged.

Of course, the problem is not intergovernmental conflict per se. Con-
flict can be healthy if it leads to offering alternative definitions of public
issues and policy options. Conflict in this sense is normal in a democratic
society and not only to be expected, but also encouraged. Consequently,
to ask the question, “What has been the impact of changing the function
of economic regulation on intergovernmental relations?” and to get the
answer that it leads to increased conflict is nothing new. The far more
important question is, “What is the significance of intergovernmental
conflict, so caused, for economic policy making?” More specifically,
what are the policy consequences of such conflict, and if they are
negative, how are they to be ameliorated? These, then, are the impor-
tant questions and issues to which this study gives rise and that need to
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be addressed. In the remainder of this chapter, we shall first sketch out
some of our reasons for believing that the consequences are indeed
serious and then, secondly, delineate some of the possible responses.

In its first round of public hearings, the Commission “found federal-
provincial conflict discussed most often in terms of problems not solved,
interests not served, priorities not set and opportunities lost for want of a
common purpose.”# Elsewhere, it quotes a senior Canadian corporate
executive who decried the all too common impact on the economic
union of “government against government.”> These two observations
accurately and concisely sum up what we believe to be the con-
sequences of intergovernmental conflict caused by changes in the func-
tion of regulation. Our case studies of airlines and telecommunications
illustrate some of these consequences most graphically. In particular,
they illustrate how the conflicts can immobilize governments and pre-
vent them from accomplishing their objectives.

The most serious consequence of such conflicts is that they can create
barriers to adaptation and effective public response in areas of economic
policy where change is perceived to be necessary. A related facet of this
is that governments may choose to use their often significant resources
to undermine the goals of other governments, and this may lead to
socially unjustifiable and wasteful intergovernmental competition. A
further unfortunate consequence of intergovernmental conflict and one
that is all too common regardless of the policy instruments involved, is
that distinctly second-order questions of who or which level of govern-
ment will decide can effectively pre-empt first-order questions about the
appropriate public policy goals and objectives. This is not to deny that
the former may be surrogates for the latter but simply to suggest that
intergovernmental disputes can easily degenerate into battles over turf
to the detriment of substance.

When focussing on policy consequences, it is imperative that we do
not adopt an unduly government-centred perspective. The costs of such
conflicts are not only those of public “immobilisme” and wasted
resources; there are also significant costs borne by the firms and indus-
tries that are embroiled in intergovernmental disputes and borne also by
their customers, suppliers and competitors. There are two primary
categories of corporate costs.

The first costs arise from the need to expend greater resources moni-
toring and, where necessary and possible, participating in the policy
development process. A move from policing to planning regulation
increases these costs in two respects. First, there is the additional cost
imposed because government in general is a much more significant actor
in corporate decision making, so that sound strategic planning requires
greater attention to be paid to government activities. Second, there is the
cost of the intergovernmental process itself. If such a process emerges as
an important forum with a significant impact on corporate decision
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making, then resources must be spent monitoring and, where possible,
influencing the decision making in that forum. It should be acknowl-
edged that dealing with governments is an unavoidable reality in an era
of the active state and therefore, any increase in costs associated with
changing the nature of regulation are, at worst, incremental. Moreover, it
should not be forgotten that some of the costs of dealing with govern-
ments are the result of corporate demands on government for benefits
and not simply responses to government influence on business.

It is the second major category of costs, which are both financial and
psychological and which are incurred as a result of increased inter-
governmental conflict, that are the more troublesome. Under a policing
regulatory regime, corporate decision makers have considerable discre-
tion in their response to technological and economic changes. When
corporate executives are responsible for planning their destinies, the
corporate capacity to adapt is, all other things being equal, primarily a
function of corporate abilities and processes. Planning regulation and,
more importantly for us, intergovernmental conflict over such planning,
profoundly alter this relationship. Whatever the merits of government
planning exercises (merits we do not choose to assess), when govern-
ments in relative isolation attempt to plan, firms must take government
initiatives into consideration and, indeed, these intiatives become pri-
mary. However, when one government proposes to plan, but other
governments object, the result is not status quo ante with the regulated
firm maintaining its decision-making autonomy as the result of the
intergovernmental stand-off. The most likely outcome is the creation of a
planning vacuum. Corporate decision makers must wait for state deci-
sion makers to resolve their conflicts.

This may not be a major source of concern in a relatively stable,
insulated environment. However, in a dynamic environment, charac-
terized by considerable technological change and one not protected
from external forces such as international developments, putting plan-
ning on hold may severely impair corporate adaptability. Equipment
may not be purchased or updated; investments may not be made in
research and development. This is a situation in which corporate deci-
sion makers must respond to uncertain but unavoidable economic forces
as well as to government decision makers, but they are unable to respond
effectively to either because the latter cannot decide. A further impedi-
ment to corporate adaptability is that the emphasis corporate executives
would place on such objectives as efficiency is not likely to bear the same
weight in the intergovernmental disputes over plans for industrial activi-
ties. As a result the context for corporate adaptability is heavily influ-
enced by governments, both in the conflicts themselves and in the
priorities for their resolution.

On the other hand, all the costs of intergovernmental conflicts must
not be placed on the backs of governments. Although they may have
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more autonomy to shape both their policy agenda and their decisions
than is commonly assumed, governments do not, in a democratic society
such as ours, exist and operate in a vacuum. They reflect and respond to
demands and pressures from within their individual constituencies.
Those pressures emanate, generally, from electorates but more specifi-
cally and directly from interested parties, most notably businesses.
Governments do not confer advantages and disadvantages in a vacuum;
they are persuaded to act. The regulatory process, or the “regulation
game” as it has been astutely described, is a major arena where private
actors pursue, through the instruments of government, the attainment of
advantage over competitors.® Any discussion of the costs of government
would be remiss in ignoring this important aspect of the reality of policy
making.

There is a final set of costs that result from intergovernmental conflict
over regulatory planning. These costs, however, are imposed only when
such planning is assigned to an independent regulatory agency. To the
extent that regulatory planning is attempted by a government depart-
ment, the following considerations do not arise. The costs that we
believe intergovernmental conflict may cause, as a result of a shift from a
policing to a planning functon for a regulatory agency, involve the
legitimacy and the capacity of such an agency.

Our contention is that by assigning a planning role to an independent
regulatory agency, the resulting degree of politicization (especially to the
extent that the agency becomes embroiled in the wider political con-
flicts) may undermine the legitimacy of the agency as a public decision
maker. It will be recalled from Chapter 1that regulatory agencies, by and
large, were created not so much to take issues “out of politics™ as to
change the political arena and, consequently, the relationship between
regulatory political issues and elected authorities. There was a presumed
need for impartial, specialized decision makers who would be relatively
removed and insulated from wider political conflicts. In order to rein-
force the legitimacy of their role, members of agencies developed an
organizational ethos that complemented their legislative mandates.
They did this by concentrating on specific, narrowly-defined issues and
by emphasizing the importance of precedent in their decision making.
One major measure of their success was that, prior to the late 1960s,
there was no significant questioning of their accountability. The issue did
not arise because their legitimacy was established.

One of the major consequences of a shift to planning regulation is to
remove the insulation, the buffer, that protects the regulatory agency.
Although the architects of planning by agency may take it for granted,
there is no inherent reason why other affected parties should defer to the
competence of the agency as a planner. In other words, the specialized
competence granted to legitimized agency decision making in a policing
function is denied that agency in a planning role. For the agency, the cost
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of such a development is that there is no automatic reason for their
decisions being respected or obeyed. This is particularly troublesome
when planning is not the sole or major function of the agency because the
loss of legitimacy extends to other roles, and the continuing effec-

tiveness of the agency may, ultimately, be called into question.
A related aspect of this is the debate concerning the accountability of

regulatory agencies. In the last decade, and it is no coincidence, there
has been widespread criticism of the independent decision-making
capacity of these agencies, especially at the federal level. Such criticism
has come, not surprisingly, from provincial governments, but it has
come, as well, from federal ministers to whom such agencies report.
This has led to the development of proposals for increased political
control which, in turn, raises concern about potential political inter-
ference in areas where regulatory independence is deemed to be neces-
sary.”

Although a decline in legitimacy can by itself undermine the effec-
tiveness of regulatory agencies, equal attention needs to be paid to the
impact on the decision-making capacity of such agencies as a result of a
shift from policing to planning with its attendant politicization. There is
good reason for asking whether or not regulatory agencies might lose
their “comparative institutional advantage” in the process. Politicians
have considerable flexibility in determining their agenda; regulatory
agencies do not. Of particular importance is the fact that once a matter is
before them, regulatory agencies unlike politicians have, as indicated
earlier, “‘a duty to decide.” In addition, political processes are more
appropriate for the negotiating, adjusting and accommodating of diverse
interests than the typical adversarial regulatory process. Further, the
regulatory decision-making instruments are fairly restricted compared
to those of more traditional political decision makers. In particular,
regulatory agencies, while they have the means to confer advantages on
participants, are even more confined than political decision makers in
placating those who lose as a result of their decisions. Finally, there is
the more general consideration as to whether or not the tools designed
for “command and control” regulation are functional for the open-ended
goal-setting process that is necessary in areas of dynamic technological
and economic change, especially where efficiency, productivity and
technological development need to be fostered.® Although concerns
about the capacity of regulatory agencies as agents for planning need to
be addressed on their own, the intergovernmental conflicts caused by a
shift to planning both bring them to the fore and reinforce them.

Economic Regulation and the Federal System:
The Options

We believe that there are substantial costs imposed on both the public
and corporate sectors in Canada by intergovernmental conflicts arising
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from changes in the function of economic regulation. If the regulated
sectors are to contribute to the efficiency and adaptability of the Cana-
dian economy and, given their vital infrastructural role, it is essential
that they do, then these costs must be lowered. In this concluding
section, we describe four major options that address these costs: main-
taining the status quo; joint regulatory mechanisms; “political regula-
tion”; and de-regulation. Before turning to these options, we must
comment briefly on two other options which, at first glance, one might
reasonably think should be discussed: interdelegation of powers and
parliamentary approval or ratification of federal regulatory appoint-
ments. While we believe that there is considerable merit in principle in
both these solutions for addressing some of the intergovernmental prob-
lems associated with the workings of regulatory systems, it is our
opinion that neither addresses the core problem analyzed in this study.”
To reiterate, our concern has been with changes in the function of
economic regulation as a cause of intergovernmental conflict.

Maintaining the Status Quo

Inclusion of maintenance of the status quo as an option is not pro forma.
There are those who would contend that this is the most attractive of all
options. The reasons for this position are twofold. In the first place, it
can be argued that changes in the function of economic regulation do not
play the causal role that we have assigned to them. Consequently, if the
problem has been misdiagnosed or overemphasized, then significant
changes in the existing system of roles and relationships will be mis-
guided. The second argument for the status quo is straightforward.
Whatever the defects of the existing system, any alternative may be
worse. This approach was suggested in a recent conference on Cana-
dian-U.S. regulatory issues in the communications sector by lan P.
Sharp. He argued that the only thing worse than the existing situation, in
which public policy was ten years behind technology, was the prospect
that some day it might catch up. As he explained it:

We will be okay as long as this time gap remains, as long as the legislators
never get to the stage where they say, “We have to solve this problem
because it is today’s problem, and therefore, we have to solve it today.” If
that time ever comes, that is when we are all going to get into terrible
trouble. 10

We believe that the arguments in favour of the status quo are defective in
two respects. Obviously, we reject the argument that we may have
misdiagnosed the problem, although it should be emphasized again that
we have not argued that changes in the regulatory function are the sole
cause of the conflicts analyzed in the three case studies. We are per-
suaded by the evidence, however, and additional studies (for example, in
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the broadcasting and energy sectors) could only reinforce our conten-
tion that the intergovernmental conflicts have in very large part been
caused by such changes. In drawing this conclusion, however, we
remind the reader that it pertains to only one aspect of the politics of
regulation. We have not attempted a broader analysis that would identify
the causes of the changes in the regulatory function and the subsequent
intergovernmental conflicts.

The second argument in defence of the status quo is less easily
refuted. If government “immobilisme’” was the primary consequence of
the type of intergovernmental conflict we have studied, then perhaps the
problems are not so serious as to warrant substantial policy changes.
The underlying premise of such a position, of course, is that in the
absence of authoritative public policy, it is business as usual for corpo-
rate decision makers. However, this premise may be highly suspect.
There may be a serious problem, in the first place, if, as a result of
intergovernmental conflict, the legitimacy and capacity of regulatory
agencies are eroded and this erosion adversely affects the conduct of
business in regulated sectors. More important, however, is the potential
impact of intergovernmental conflict on corporate planning. If such
conflict causes a planning vacuum, which we have suggested to be a real
possibility and, therefore, a significant cost, then the status quo is clearly
not defensible. Furthermore, the status quo is even less acceptable if two
Jjurisdictions, either across or within levels of government, employ their
regulatory powers to create barriers to the free flow of goods, capital or
services. In other words, the status quo may be acceptable if it can be
established that its impact on corporate decision making or on the
operations of the economic union is minimal. Absent such a defence, the
status quo is not easily defensible.

Joint Regulatory Mechanisms
The second major option is some variant of joint regulation across
jurisdictional lines, either federal-provincial or interprovincial, depend-
ing on the source of the regulatory conflict. There are several major
variants of this option. One would have existing regulatory agencies,
federal or provincial, meet together to engage in joint hearings at least
and at most, joint decision making on common problems. Various pro-
posals along these lines have been made to deal with regulatory conflicts
in securities, telecommunications and aspects of the transportation
sector.!! A second major variant would entail the power of appointment
by one level of government of members of a regulatory agency estab-
lished by another level.!? Although it is possible that the flow of such
appointments would be federal to provincial agencies, the most common
proposal is for provincial appointments to federal agencies.

Although there are substantial differences among the various pro-
posals that call for joint regulation, there is little utility, for our purposes,
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in discussing all of them. What is significant is that all accept the
principle that there should be some form of shared decision making
because different governments have legitimate interests in a particular
area. In effect, all such proposals rest, in varying degrees, on the
acceptance of de facto concurrency in the exercise of regulatory power.
It is this principle that needs to be addressed in an assessment of this
option.

The advantages of joint regulation premised on concurrency are
obvious and immediate. Such a regulatory system would provide the
participating governments with substantial policy influence to ensure
that their interests, however determined, are respected. The argument
has been emphasized by Lesser who noted that * . . . concurrency
should imply a form of partnership. Even if the partners are not exactly
equal in status, each should have an effective role to play in the decision-
making process.”!? If this is the result, the consequence for govern-
ments is that the price of intergovernmental conflicts would be reduced
significantly, if not eliminated entirely. For companies that are regulated,
a joint regulatory system has an equal potential for reducing their costs.
Such a system would provide a single forum for regulatory decision
making — ‘“‘one stop regulation” — which should provide for the elim-
ination of overlaps and conflicts. Even more importantly, joint regula-
tion should reduce the costs of dealing with several regulators and permit
both the regulated and the regulators to avoid the problems of either two-
tier regulation, i.e., federal-provincial, or dual regulation, i.e., provin-
cial-provincial. Most significantly, perhaps, the vacuum in planning
should be eliminated by terminating the intergovernmental conflicts
inasmuch as the rules and objectives of regulation would be agreed upon.
Finally, joint regulation if accepted by the governments should attenuate
the loss of legitimacy for the regulatory agencies involved. Indeed, by
providing an intergovernmental foundation for regulation, the legitimacy
of the regulator could be enhanced.

Attainment of these advantages would be dependent, however, in
surmounting some significant hurdles. The first major hurdle would be
the development of a system for regulatory appointments to the joint
agency. In particular, the allocation of members to each government
would be a serious problem. In the telecommunications industry, for
example, the following are only five of many proposals that have been
made for the membership of a joint regulatory body:

« six federal appointees, five provincial appointees;

« six provincial, three federal;

« ten provincial, three federal;

« ten provincial, one federal; or

« federal government has one less than provincial appointees.'*
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The central point at issue is that no government wants to be assigned
permanently to a minority position and so become a potential perpetual
“loser” in the regulatory system. This problem, which would be less of a
concern for policing regulation, is obviously a central issue for those
governments which believe that regulation can and should be employed
as a more positive instrument of governing. In this situation, the reg-
ulatory stakes are clearly greater and the issue of membership is even
more crucial.

Even if the allocation of appointments could be agreed upon, a joint
regulatory system would need to confront the difficult problem of the
nature of regulatory representation. Simply put, are members of a joint
regulatory agency representatives, i.e., delegates, of their respective
appointing governments or are they, once appointed, independent mem-
bers of a quasi-judicial agency? Under the existing systems, federal and
provincial, regulators, once appointed, are not assumed to represent
their appointers any more than members of the judiciary. As
adjudicators, they are presumed to be independent of those who made
their appointment, and such a presumption is a necessary condition for
agency or judicial legitimacy. The problem with independent regulators
is closely linked with the function of regulation. If regulation is confined
to a policing function, the issue is not that pressing, if indeed it is a
problem at all. However, if planning regulation is attempted, then gov-
ernments will want to ensure that their objectives are achieved. If the
members of a joint agency are not independent but are delegates, the
result can only be that the Intergovernmental conflicts will continue.
They are simply transferred to another political arena, the regulatory
agency. Such a development would not only undermine the legitimacy of
the agency as far as affected interests are concerned but, undoubtedly,
result in the same stalemates and impasses typical of the wider inter-
governmental system. If this is the result, the costs for governments and
regulators are not reduced.

If governments accept the principle that regulators, once appointed,
are independent agents and not delegates, they will have to confront the
problem that has been central to the debates over the Canadian Radio-
television and Telecommunications Commission (CRTC) at the federal
level. How does a government ensure that policy making remains the
responsibility, primarily at least, of elected authorities and is not unduly
delegated to an independent agency? Again, this was not normally
deemed to be a problem with policing regulation. If regulation is to play a
planning role with elected authorities given responsibility to determine
the policies that regulators are to implement, we are left with the
problem of resolving the intergovernmental policy disputes. In other
words, a joint regulatory system may be a structure without an agreed
upon set of purposes or objectives. For governments, this may be
acceptable, inasmuch as they will no longer face the threat of an inde-
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pendent agency as “loose cannon,” but for corporate decision makers,
the situation would be little different from the planning vacuum that
existed as a result of intergovernmental conflicts prior to the creation of
the joint agency.

Political Regulation

The third option would entail radical, although not novel, changes in the
nature of the regulatory process. Under this option, the search for a
solution to the intergovernmental problems would focus on the indepen-
dence of regulatory agencies. More specifically, this option involves a
fully politicized model of regulation without recourse to independent
regulatory authorities. Under this option, there could be several
choices, such as cabinet or an individual minister exercising regulatory
responsibilities or integrating the regulatory body within a department of
government and assigning it advisory powers only.

Variations on this politicized model of regulation are not new. It will be
recalled that, prior to the creation of independent agencies, regulatory
powers were vested in cabinets, cabinet committees, ministers and
Parliament itself. Recently, moreover, there has been recourse to such as
models. Among the available current examples are the Foreign Invest-
ment Review Agency, the Prairie Rail Action Committee, the Northern
Pipeline Agency, the Grains Commissioners, the Petroleum Monitoring
Agency and the Canada Oil and Gas Lands Administration (COGLA).
The recent licensing process and decision by the minister of communica-
tions for cellular radio telephone systems under the Radio Act is an
example of individual ministerial regulatory decision making.!s

There are a number of potential advantages in this option. In terms of
intergovernmental relations, it provides an opportunity, if the govern-
ments are agreeable, to recognize the “special status” of governments
and to incorporate that status into the regulatory process. The FIRA
mandating legislation, for example, requires that any determination of
the acceptability of reviewable investments take into consideration the
views of affected provincial governments.!® Regulation under COGLA
goes even further, as Doern and Toner note:

COGLA also works with provincial governments to ensure that their needs
and responsibilities are addressed. It is the Government of Canada’s inten-
tion that COGLA’s mandate be integrated with that of other levels of govern-
ment. In March 1982, the federal and Nova Scotia governments signed an
agreement creating the Canada—Nova Scotia Offshore Oil and Gas Board.
Through the Board, which is chaired by the COGLA Administrator, repre-
sentatives of the federal and Nova Scotia governments jointly manage
resource development off the Nova Scotia coast. Under the agreement, the
Nova Scotia representatives can if necessary delay decisions for up to one
year in order to ensure full consideration of provincial concerns.!?
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In terms of the regulatory process, there are two possible advantages.
The first is that the process can be speeded up considerably because
politicized regulation does not require the use of the trial-type adver-
sarial proceedings typical of independent agencies. Secondly, with the
integration of the regulatory function into wider political processes, the
problem of political control over independent regulatory agency deci-
sion making does not arise.

The disadvantages of the politicized regulatory model are not insignifi-
cant. In the first place, to the extent that political, rather than bureaucra-
tic, authorities are responsible for making regulatory decisions, the
demands on their time, especially for making individual decisions rather
than establishing the policy to be implemented, can be considerable.
This was, for example, regarded as a major defect of the FIRA process. '8
Secondly, this model of regulation undermines one of the fundamental
rationales for the creation of separate independent agencies, namely to
transfer a subset of politically contentious decisions from the partisan
political arena to another, less overtly political, forum. Consequently
political regulators may be required to assume political responsibility for
their decisions, although the example of FIRA suggests that under cer-
tain circumstances such responsibility may be deflected. A third disad-
vantage arises from the fact that providing a decision-making system
more conducive to intergovernmental accommodation does not ensure
that such accommodation will occur. Unlike regulatory agencies, politi-
cians do not have a “duty to decide” and consequently, having to
confront one’s adversaries face-to-face, as it were, without the advan-
tage of shifting responsibility may easily result, not in more effective,
efficient or even faster decision making, but in no decision making at all.

There are also significant disadvantages for affected parties in the
regulatory process, including not just the regulated companies but
broader interests. Politicized regulation will require that impartial deci-
sion making be foregone as there will be neither any requirement nor any
method of imposing such a demand on decision makers. Moreover, given
that political decision makers are not bound to give reasons for their
decisions, the regulatory process would lose its predictability for regu-
lated parties. Closely related to this would be the loss of what is,
perhaps, one of the major characteristics of the process of regulation by
independent agency, namely its openness to broader public participation
and scrutiny than that possible through political regulation. A recent
Federal Court decision on the issue of disclosure of information in
cabinet appeals highlights the three preceding problems. In that decision
Justice LeDain stated:

It would not in my opinion be reasonable to ascribe to Parliament an
intention that the duty to act fairly should impose on the Governor in
Council . . . any particular manner of considering a petition or appeal, any
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particular limits to the right to consult, or any particular duty of disclosure
with respect to intragovernmental submissions. These are all matters which
go to the very heart of the Cabinet’s need to be master of its procedure and to
receive from governmental sources the advice it requires concerning policy
under the protection of the secrecy which all members of the Council have
sworn to observe.!®

A final disadvantage is the danger that, while political regulation would
mean political control over decision making, it would not lead to
enhanced political accountability. Paradoxically, political control may
result in diminished accountability, if the FIRA example is any guide.2°

De-regulation

The fourth and final option that we consider is de-regulation. We do so
with some trepidation because it is often difficult to have a reasoned
discussion about its merits and weaknesses. For some, it carries with it
the spectre of selfish, unbridled market forces; for others, of course, that
spectre is the ideal. In addition, in the current geopolitical environment,
to introduce de-regulation as an option worthy of serious consideration
is to risk being dismissed as “‘un-Canadian.” So powerful are the cur-
rents of emotion surrounding the concept, that the former government
refused to label its new policy on airline regulation as de-regulation,
preferring instead the more innocuous term “liberalization.” This is
unfortunate. If this study has accomplished anything, it will have estab-
lished that regulation is not one dimensional. If this is the case, then de-
regulation must be treated as equally multi-faceted.

If regulation is a policing function, de-regulation can, indeed, con-
stitute a substitution of market for political control. On the other hand, if
regulation is employed for planning purposes, then de-regulation would
not constitute, necessarily or even probably, a transfer of control to the
market but rather a move away from planning back to promoting or
policing regulation. For this situation, some would perhaps prefer the
term ‘“‘re-regulation.” We believe this to be unnecessary obfuscation.
For us, de-regulation is a legitimate, neutral, generic term to indicate not
necessarily a total removal, but a lessening of public control over corpo-
rate decision making. In analyzing the merits of de-regulation, we will
confine the discussion to de-regulation which involves a move away from
regulatory planning. The justification for this is derived from the central
concern of this study, which is how to lessen intergovernmental conflicts
caused by a shift from policing to planning regulation.

De-regulation as we envisage it, namely, as the termination of plan-
ning regulation, would have the immediate advantage of removing the
most proximate cause of intergovernmental conflict. To be more accu-
rate, it would remove the cause of conflict only from the regulatory arena
because, undoubtedly, the conflicts would be transferred to other politi-
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cal arenas. This would be, however, a small success. To the extent that
the regulatory agency or process was restricted to a policing role, this
would lead to a significant depoliticization of the function of regulation.
In the present environment, this would enhance the legitimacy of the
regulatory agencies as well as remove the major threats to their decision-
making capacity.

For corporate decision makers, the termination of regulatory planning
would enhance their decision-making autonomy vis-a-vis regulatory
authorities. This would result from the fact that corporate planning
would be no longer tied to public planning via regulatory licensing and
price setting. This, of course, would not mean that corporate planners
could act in complete isolation. It would simply mean that “command
and control” public tools would not be employed to impose positive
goals. Corporate decision makers could still be influenced by a broad
range of government instruments such as tax and subsidy policies as well
as by a new competition policy if this could be enacted. In short,
governments would not be totally bereft of influence over corporate
decision makers. They would, however, have to place a greater emphasis
on incentives rather than coercion.

The only major disadvantage that we can identify with the de-regula-
tion option is that the governments choosing this option will be surren-
dering their use of what has emerged as a major policy tool for directing
corporate decision makers. Over the past two or three decades, regula-
tion has become attractive as a governing instrument for a number of
reasons. It has an immediate impact; its full costs are dispersed and do
not show up as a significant component of public spending. In addition,
the regulatory instrument appears to be flexible and, not insignificantly,
given the tradition of specialized, impartial agencies, provides an oppor-
tunity (to paraphrase Schultze) for the “public use of the corporate
interest” that gives regulation the appearance of being far less political
than it might otherwise be.

Given the arguments contained in the preceding paragraph, it will be
difficult to persuade governments to relinquish voluntarily what appears
to be a very attractive instrument of government. We believe, however,
that the basic argument of this study and the individual cases used to
illustrate this argument should convince governments, at both levels, to
reassess the purpose and value of regulation. We face the prospect that
intergovernmental conflicts over government regulation may not only
waste public and corporate resources but may rob regulation of any
utility. Charles Schultze has argued that:

Precisely because the legitimate occasions for social intervention will con-
tinue to multiply as society becomes more complex, congested and tech-
nologically sophisticated, the collective-coercion component of interven-
tion should be treated as a scarce resource.?2!
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We would conclude by urging that, at a time when Canadian decision
makers, public and corporate, are faced with tremendous challenges, we
cannot afford to squander the resource of regulation. Our study has
sought to demonstrate that this is a very real possibility.
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Appendix: Selected Tables

TABLE A-1 Bond Issuers

Percentage of

Country End of 1977 Amount Total
Canada General government and its
in Cdn$ enterprises 100,885 75
millions Private non-financial enterprises
and financial institutions 33,554 25
Total 134,439
United States  Central government 284,454 26
in US$ Central government lending
" millions agencies 166,042 15
State and local governments 271,343 24
Domestic, private and foreign 390,686 35
Total 1,112,525
France Central government (nominal
in F Fr value) 22.47 7
billions Public sectors 192.71 64
Private sector 85.17 28
Total 300.35
U.K. Central government 39,419 77
in £ millions Local government 2,934 6
Public non-financial enterprises 1,900 4
Private non-financial enterprises 5,742 11
Financial institutions 1,260 2
Total 51,255
Germany General government 83,811 18
in DM millions Public non-financial enterprises 22,897 35
Private non-financial enterprises 7,969 2
Banks 303,243 65
Total 417,920

Source: OECD, Financial Statistics, Vol.12 (Paris: OECD, 1978).
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TABLE A-2 Total Assets of Canadian Financial Institutions
in Millions of Canadian Dollars

1975 1980 1981 1982

Chartered Canadian banks 100,380 248,418 311,923  348,000¢

Schedule B — — 5,668 18,990
Quebec savings banks2 8,971 1,774 4,243 4,588
Trust companies

(including guaranteed funds) 14,604 38,968 43,641 47,360
Assets in trust (ETA) 32,332 64,629 75,165 88,808
Mortgage loan companies 8,077 16,075 21,017 28,681
Local credit unions and

caisses populaires 12,791 30,546 32,061 33,527
Central credit unions 2,602 6,464 7,313 8,880
Sales finance and

consumer loan companies 10,336 14,054 14,493 12,516
Finance/leasing companies 806 2,181 2,381 2,167
Life insurance companies

(assets in Canada) 28,834 32,191 35,784 39,034
Other insurance companies

(property and casualty) 5.556 11,187 12,244 13,630
Investment dealers 3,673 6,673 7,534 8,448
Mortgage investment trust corpo-

rations (real estate investment) 1,052 2,008 1,323 811
Mutual funds

(investment funds) 2,769 4,459 4,962 5,233
Closed-end funds 921 1,183 1,023 1,116
Trusteed pension fundsb

(private pension plans) 20,962 51,685 61,514 71,925
Total 241,606 532,495 642,279 733,714

Source: Statistics Canada. Financial Institutions, cat. no. 61-006.

a. Bank of Canada Review.

b. Statistics Canada, Trusteed Pension Plans; Financial Statistics.
c. As of Feb. 23, 1983, Supplement to the Canada Gazette, Chartered Banks.

158 Appendix



TABLE A-3 Comparison of the Structures of the Financial Systems of
Canada and the United States: Total Assets of Major
Financial Intermediaries, December 31, 1980

United States Canada
$ Billions Percent $ Billions Percent

Commercial Banks 1,887 43 171 44
Near-Banks 873 20 91 23
Savings and loan companies 630 14 — —
Mutual savings banks 172 4 — —
Credit unions 72 2 32 8a
Trust and loan companies — — 55 14
Quebec savings banks — — 2
Government depositories — — 2 1
Other Intermediaries 1,626 37 127 33
Life insurance companies 476 11 38 10
Other insurance companies 187 4 20 5
Pension funds 729 17 50 13
Mutual funds 58 1 5 1
Finance companies 175 4 14 4
Total 4,385 389

Source: Reproduced in R.A.Shearer, J.F.Chant, D.E.Bond, The Economics of the Cana-
dian Financial System: Theory, Policy and Institutions (Scarborough: Prentice-
Hall, 1984), Table 15-4.

a. Includes caisses populaires.
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TABLE A-4 Partial Categorization of Assets of Canadian Financial
Institutions

Assets in $ Millions

Percent of Total Assets2

Assets as
of 1983  Loans Mortgages Stocks

1. Deposit-taking Institutions

Chartered banks 366,9902 53 130 4
Quebec savings bonds 4,588 4 62 ?
Trust companies 47,360 7 60 4
Mortgage loan companies 28,681 2 83 1
Local credit unions and
caisses populaires 33,527 24 48 14?
Central credit unions 8.880 na na na
2. Long-Term Credit Institutions
Federally sponsored credit
agencies (CMHC, FBDB,
FCC, ED) and mortgage
pools 19,309.0 — — —
Federal government 121.8 — — —_
RRSP 7,000 — 59 15
3. Investing Institutions
Life insurance companies 39,034 —_ 38 7
Other insurance companies 13,630 —_ 7 12
Mortgage investment trust
corporations (real estate
investment) 811 — na na
Closed-end funds 1,116 — —_ 9
Trusteed pension funds 71,925 — 11 17
ETA accounts 88,808 — 13 30
Mutual funds 5,233 — 23 6
Quebec Pension Plan
(end of 1976) 4,000 — 5 15
Public Employer Plans?2 35,700 — 6 5
Private Employer Plansa 18,900 — 25 27
4. Other Financial Institutions
Sales finance and
consumer loans companies 12,516 83 7 —
Financial/leasing companies 2,167 na na na
Investment dealers 8,448 na na na

Source: Assets — Supplement to the Canada Gazette, Chartered Banks. Categorization
reproduced in R.A. Shearer, J.F. Chant, D.E. Bond, The Economics of the
Canadian Financial System: Theory Policy and Institutions (Scarborough: Pren-
tice-Hall, 1984), Tables 10-1, 11-2, 11-3, 11-4, 11-5, 11-6, 12-1, 12-2, 12-3, 12-4, 12-5.

a. As of June 30, 1982.

? The category as described was identified as investments.
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TABLE A-5 List of Schedule “A” and Schedule “B” Banks and

Summary of Assets as at 28 February 1983

Name of Bank

Total Assets

The Bank of British Columbia

Bank of Montreal

The Bank of Nova Scotia

Canadian Commercial Bank

Canadian Imperial Bank of Commerce

Continental Bank of Canada

The Mercantile Bank of Canada

National Bank of Canada

Northland Bank

The Royal Bank of Canada

The Toronto-Dominion Bank

Western & Pacific Bank of Canada
Total Schedule A Banks

ABN Bank Canada

BT Bank of Canada

Banca Commerciale Italiana of Canada
Banca Nazionale del Lavoro of Canada
Banco Central of Canada

Bank of America Canada

Bank of Boston Canada

Bank of Credit and Commerce Canada
Bank Hapoalim (Canada)

Bank Leumi le-Israel (Canada)

The Bank of Tokyo Canada

Banque Nationale de Paris (Canada)
Barclays Bank of Canada

The Chase Manhattan Bank of Canada
Chemical Bank of Canada

Citibank Canada

Commerica Bank Canada

Continental Illinois Bank (Canada)
Crédit Commercial de France (Canada)
Crédit-Lyonnais Canada

Crédit Suisse Canada

Dai-Ichi Kangyo Bank (Canada)
Deutsche Bank (Canada)

Dresdner Bank Canada

First Interstate Bank of Canada

The First National Bank of Chicago (Canada)

Fuji Bank Canada
Grindlays Bank of Canada
Hanil Bank Canada
Hongkong Bank of Canada

(Cdn$)
3,098,025
63,757,892
53,450,465
1,962,642
68,334,369
4,347,307
4,049,325
16,846,443
649,756
87,372,047
44,130,393
2,100
348,000,764

288,314
323,778
63,258
67,145
23,571
1,111,812
82,732
94,331
84,324
84,527
554,696
1,090,936
1,248,068
469,075
1,251,640
2,767,084
96,495
716,232
112,274
757,923
364,236
160,647
117,587
258,942
59,100
307,639
186,735
87,292
45,491
300,224
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TABLE A-5 (CONT’D)

Name of Bank Total Assets
(Cdn$)
The Industrial Bank of Japan (Canada) 146,162
International Commercial Bank of Cathay (Canada) 23,270
Irving Bank Canada 142,523
Israel Discount Bank of Canada 60,292
Korea Exchange Bank of Canada 47,282
Lloyds Bank International Canada 398,604
Manufacturers Hanover Bank of Canada 399,136
Midland Bank Canada 388,748
Mitsubishi Bank of Canada 145,021
The Mitsui Bank of Canada 180,072
Morgan Bank of Canada 653,421
Morguard Bank of Canada 197,654
National Bank of Detroit, Canada 248,766
National Bank of Greece (Canada) 64,879
National Westminster Bank of Canada 694,438
Overseas Bank (Canada) 8,964
Overseas Union Bank of Singapore (Canada) 5,412
Paribas Bank of Canada 96,647
Rabobank Canada —
Republic National Bank of New York (Canada) 12,715
Seattle-First Bank Canada 57,536
Security Pacific Bank Canada 166,322
Société Générale (Canada) 599,980
Standard Chartered Bank of Canada 234,481
State Bank of India (Canada) 6,469
Swiss Bank Corporation (Canada) 551,489
Union Bank of Switzerland (Canada) 210,261
Wells Fargo Bank Canada 73,621
Total Schedule B Banks 18,990,273

Source: Statistics Canada, Financial Institutions, cat. no. 61-006 (1983).
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TABLE A-6 Assets of Trust Companies

Aggregate Figures

Total company funds

Total guaranteed funds
(funds derived from deposits)
Estates, trusts and agencies

Company funds
Guaranteed trust funds
(funds derived from deposits)

Provincial Figures

Ontario (=113,141,447,0002)
Quebeca

British Columbia (as at

31 March 1982, unavailable
for 1981)

Albertab (as at

31 March 1981)

Number of Canadian Trust Companies

1982 1981
77 753
$000 $000
2,328,771 2,293,384
37,333,243 35,767,989
88,808,272 75,165,621
Total 128,470,286 113,226,994
Assets (at book value)
Federal Provincial Total (1982)
$000 $000 $000
1,297,423 992,675 2,290,098
22,121,013 14,416,434 36,537,447
1981
37,212,056,000
6,088,446,656
6,700,000,000 (Rounded)
33,909,260,000

Sources: For Aggregate Figures: Trust Companies Association of Canada, General Infor-
mation Bulletin, No. 67 (August 1983).
For Assets (at book value): Canada, Department of Insurance, The Superinten-
dent’s Report, November 1,1983.
For Provincial Figures: Ontario, Registrar of Business of 1981; Quebec, I'inspec-
teur des compagnies de fidéicommis 1981; British Columbia, Ministry of Con-
sumer and Corporate Affairs, Annual Report, 1982; and Alberta, Department of
Consumer and Corporate Affairs, Annual Report for the Fiscal Year ended 31

March 1981.

a. Figures include estates, trusts and agencies.
b. Total assets (may include estates, trusts and agencies).
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TABLE A-6a Trust Companies

Federal Trust Companies (31 December 1982)
Atlantic Trust Company of Canada (N-S 1964/Fed 1981)
Bayshore Trust Company (1977)

Canada Permanent Trust Company (1874)

The Canada Trust Company (1894)

Central Trust Company (1981)

Citizens Trust Company (1979)

Colonial Trust Company (1978)

Commercial Trust Company Limited (1904)
Continental Trust Company (1973)
Co-operative Trust Company of Canada (1967)
Discovery Trust Company of Canada (1974)
Eaton Bay Trust (1974)

Equitable Trust Company (1970)

Evangeline Trust Company (1980)

The Fidelity Trust Company (Man 1909/Fed 1972)
Guaranty Trust Company of Canada (1925)
Income Trust Company (1972)

The Interior Trust Company (Man 1909/Fed 1972)
The International Trust Company (1977)

Marcil Trust Company (1978)

The Merchant Trust Company (1978)

Montreal Trust (1978)

Morgan Trust (1979)

Morguard Trust Company (1972)

Norfolk Trust Company (Sask 1916/Fed 1982)
The North Canadian Trust Company (Man 1913/Fed 1980)
Nova Scotia Savings and Trust Company (1980)
Peace Hills Trust Company (1980)

Pioneer Trust Company (1974)

The Premier Trust Company (1973)

The Regional Trust Company (1976)

Standard Trust Company (1963)

Sterling Trust Corporation (1911)

Western Capital Trust Company (1979)

Federal Trust Companies (31 December 1975)

Canada Permanent Trust Company (1872)

The Canada Trust Company (1894)

The Central and Nova Scotia Trust Company
Commercial Trust Company Limited (1904)
Continental Trust Company (1973)
Co-operative Trust Company of Canada (1967)
Eaton Bay Trust (1974)

Equitable Trust Company (1970)

The Fidelity Trust Company (Man 1909/Fed 1972)
Guaranty Trust Company of Canada (1925)
Income Trust Company (1972)

Morguard Trust Company (1972)

Nelcon Trust Company (Que 1971)

Pioneer Trust Company (1974)

The Premier Trust Company (1913)

Standard Trust Company (1963)

Sterling Trust Corporation (1911)
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TABLE A-6a (CONT’D)

Provincial Trust Companies (1982)

Subject to Federal Inspection
The Acadia Trust Company (N-S 1920)
British Swiss Trust Company (PEI)
Cavendish Trust Company Inc. (PEI)
Charlottetown Trust Company (PEI 1934)
Custodian Trust Company Ltd. (PEI 1939)
Earnscliffe Trust Limited (PEI)
Elgistan Trust (PEI 1963)
Gulf Trust Corporation (PEI 1940)
Inland Trust & Savings Corporation Ltd. (Man 1965)
Interprovincial Trust Company (PEI)
Investors Group Trust Co. Ltd. (Man 1968)
Pan-American Trust Company (PEI 1940)
Provincial Trust Company (PEI)
The Regent Trust Company (Man 1954)

Provincial Trust Companies (1975)

Subject to Federal Inspection
The Acadia Trust Company (N-S 1920)
Atlantic Trust Company of Canada (N-S 1964/Fed 1981)
Fort Garry Trust Company (Man 1964)
Inland Trust & Savings Corporation Ltd. (Man 1965)
Interior Trust Company (Man)
Investors Group Trust Co. Ltd. (Man 1968)
North Canadian Trust Company (Man 1913/Fed 1980)
The Regent Trust Company (Man 1954)

Provincial Trust Companies (1982)
Except for those Subject to Federal Inspection
Cabot Trust Company (Ont 1978)
Columbia Trust Company
Community Trust Company, Limited (Ont 1975)
Compagnie de Fiducie Citicorp/Citicorp Trust Company (Que 1960)
Compagnie de Fiducie Guardian/Guardian Trust Company (Que 1929)
Compagnie de Fiducie Imperiale
Compagnie Sherbrooke Trust/Sherbrooke Trust Company (Subsidiary,
Trust General)
Counsel Trust Company (Ont 1977)
Credit Foncier/Credit Foncier Trust (Que 1974)
Crown Trust Company (Ont 1895)
District Trust Company (Ont 1964)
The Effort Trust Company (Ont 1978)
Executive Trust Company (Ont 1981)
Family Trust Corporation (Ont 1976)
Fiduciaires de I’Alcan Limitée/Alcan Fiduciaries Ltd.
Fiduciaires de la Cité et du District de Montréal Limitée/Montreal City
and District Trustees Limited
Fiducie Canadienne Italienne/Canadian Italian Trust Co.
Fiducie du Québec/Quebec Trust Company (Que 1962)
Fiducie Populaire
Fiducie Preét et Revenu/Savings & Investment Trust (Que 1960)
Financial Trust Company (Ont 1977)
First City Trust Company (Alta 1962)
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TABLE A-6a (CONT’D)

Greymac Trust Company (Ont 1977)

HFC Trust Limited

Highfield Savings and Trust Company

Huronia Trust Company (Ont 1977)

Mennonite Trust Ltd.

Monarch Trust Company (Ont 1977)

The Municipal Trust Company (Ont 1978)

National Trust Company Limited (Ont 1898)

North American Trust Company (Que 1962)

North West Trust Company

Pacific & Western Trust Corporation

Peoples Trust Company

Principal Savings and Trust Company

Saskatchewan Trust Company

Seaway Trust Company (Ont 1978)

Security Trust Company (Ont 1977)

Settlers Savings and Mortgage Corp.

Société de Fiducie Banker’s Trust (La)/The Bankers’ Trust Co. (Que 1905)
— (Subsidiary of Royal Trust)

Société de Fiducie Lombard Odier/Lombard Odier Trust Company

Trust Général du Canada/General Trust of Canada

Trust General Inc.

Trust Hellénique Canadien/Hellenic Canadian Trust

Vanguard Trust of Canada Limited (Ont 1974)

Victoria and Grey Mortgage Corporation (Ont 1897)

Yorkshire Trust Company

Sources: For Provincial Trust Companies (1982) Canada, Department of Insurance,
“Report of the Superintendent of Insurance for Canada,” for the year ended
31 December 1982: Trust and Loan Companies. For the Superintendent’s
Report, the figures for those provincial companies subject to inspection by the
federal Department of Insurance are included with those of the federal com-
panies. For Provincial Trust Companies (1975): same, for the year ended
31 December 1975. For Provincial Trust Companies (1982) except for those
subject to federal inspection: Canadian Almanac and Directory 1984
(Toronto, Copp Clark Pitman, 1984); Trust Companies Association of Canada,
Directory of Members and Certain Non-Members of the Trust Companies
Association of Canada (Toronto: Trust Companies Association of Canada,
Revised 1984); Ontario, Ministry of Consumer and Commercial Relations,
Report of the Registrar of Business in 1981; Loan and Trust Corporations (85th
Report); Quebec, Ministere des Institutions financiéres et coopératives, Rap-
port annuel de l'inspecteur des compagnies de fidéicommis 1981; Alberta,
Department of Consumer and Corporate Affairs, Annual Report for the Fiscal
Year Ended 31 March 1981. Dates of incorporation available from the Ontario
Registrar of Business.
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TABLE A-8 Sources of Funds of Canadian Non-Financial Private
Corporations in Millions of Dollars

External Sources 1975 % 1980 % 1981 %0 1982 %0
Bank loans 1,307 23 6,474 37 17,571 50 20 0.2
Other loans 905 16 1,616 9 3,150 9 2,241 21
Short-term paper 90 2 11 0.1 964 3 503 5
Mortgages 332 6 1,788 10 1,599 S 1,337 13
Bonds 2,112 37 2,141 12 5,381 15 2,838 26
Stocks 960 17 5,565 31 6,643 19 3,805 35
5,706 17,595 35.308 10,744

Source: Statistics Canada, Financial Flow Accounts, various issues.

TABLE A-9 Government Lending Institutions and Programs
in Millions of Dollars

Loans

Loan Guarantees

Outstanding Extended Outstanding Extended

Total During FY Total During FY

31-03-82 1981-82 31-03-82 1981-82
Federal Government 121.8 7.4 1,426.4 91.2
Extended under 7.9 -0.4 101.1 50.7
Enterprise
Development Program
Canada Mortage & 8,996.4 416.3 26,800.0 -100.3
Housing Corporation
Federal Business 2,112.5 476.0 19.4 n.a
Development Banks
Farm Credit 3,627.7 499.8 — —
Corporation
Export Development 4,564.5 1,508.2 2,455.6 2,772.8

Source: A.Maslove, “Loans and Loan Guarantees: Business as Usual versus the Politics
of Risk,” in How Ottawa Spends: The Liberals, the Opposition and Federal
Priorities, 1983, edited by G. Bruce Doern (Toronto: James Lorimer, 1983),

pp. 121, 126.
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TABLE A-10 Public and Private Pension Plans Assets
as of the end of 1976

Canada Pension Plan $10.9 billion
Quebec Pension Plan 4.0 billion
Public Employer Plans 35.7 billion
Private Employee Plans 18.9 billion
RRSPs 7.5 billion

Total 77.1 billion

Investments (%)

Claims on  Corp. Corp.
Government Bonds Equities Mortgages Others

Canada Pension Plan 100 — — — —
Quebec Pension Plan 62 10 15 5 8
Public Employer Plans 81 5 5 6 4
Private Employer Plans 15 21 27 25 13
RRSPs 10 10 15 59 6

Total 59 9 11 15 6

Source: Arthur Donner, Financing the Future: Canada’s Capital Markets in the Eighties
(Toronto: James Lorimer, 1982), p. 119.
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