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CANADA-U.S. ECONOMIC RELATIONS--A CANADIAN VIEW

INTRODUCTION

Canadians and Americans have quite different perceptions of
their economic ties--in particular, the trade flow between the
two countries which is greater than any other trade flow that
has ever existed. While this trading relationship is clearly
important for Americans, it is not a cause for constant
preoccupation: The U.S. still has a relatively balanced set of
economic interests, based on substantial trade flows with a
wide variety of other countries--in particular, with Japan, and
the major ccuntries in Europe. On the other hand, for
Canadians, this U.S./Canadian trading relationship is of much
greater concern, for two reasons: (1) It represents an
overvhelming proportion of our total trade: our trade with the

U.S. alone is more than double our trade with Japan, Germany,

the UK and all other countries taken together. (2) 1I1t's not

Just that the U.S. plays a dominant role in our trade. In
addition, trade plays a much greater role in Canadian economic
activity: exports generate a much larger proportion of GNP in
Canada than in the U.S. These two considerations can best be
sumnmarized by noting that while U.S. exports to Canada
generated 1 percent of U.S. GNP, Canadian exports to the U.S.
generated 16 percent of Canadian GNP.

This means that if the two countries introduce restrictive
policies against the other's exports which are nominally

equivalent, the relative damage done to the Canadian economy
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will greatly exceed that to the U.S. To extend this argument
further, consider countervail. The risk that U.S. countervail
may be invoked in the future may effectively prevent a company
wishing to service the North American market from establishing
in Canada--because, by so doing, it would run the risk of a
future U.S. countervail that would damage its sales in more
than 90 percent of the North American market. (Here we use
North America loosely, to represent only Canada and the U.s.)
Accordingly, the firm establishes in the U.S., where the threat

of exactly the same Canadian countervail would involve lictle

risk: 1less than 10 percent of its market would be affected.

(This is not necessarily an argument against countervail as
an economic instrument--although a strong case can be mounted
against it if it is used as a protectionist--rather than a free
trade--device. Of course, the problem of sorting out which of
these is the real motivation is often a near impossible task,
s§0 the issue 1s one on which it is difficult to be
categorical. More on this later.)

But before leaving the subject of countervail tnere are, 1
believe, some interesting observations to be made, in
particular in terms of its "near-miss" application by the U.S.
earlier this year to Canadian exports of lumber. The damage
this would have done to Canada is obvious, in terzs of the
shock to the already depressed British Columbian economy. BLt
there would have been severe damage to the U.S. as well, from
the more rapid escalation of domestic lumber prices that would
have onocunwm. with the problems this would have raised for the

U.S. in its attempt to wring inflationary expectations out of
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the tight (high interest rate) policy of the Bank of Canada in
its attempt to stabilize the Canadian dollar. Thus as a nation
we were acquiring oil assets by increasing our foreign debt.
Moreover we were dolng it at the worst possible time--when both
the value of oil assets and the interest cost of carrying debt
were inflated.])

But while it is true that meny of our problems have been
self-inflicted, there are many over which we have had little
control. The level of real interest rates in Canada has been
very high in the early 80's not only because of capital account
pressures generated by nationalistic policies such as the NEP,
but also because real interest rates have been high in the
U.S. 1Indeed these high U.S. rates have raised problems within
the U.S. economy that have indirectly damaged Canada.
Specifically, the 1981-82 combination of high real American
interest rates and recession generated protectionist pressure
in the U.S.--a pressure that was augmented by two other
problems brought on by high interest rates: a slower rate of
U.S. capital formation, and a high value of the U.S. dollar.
Both of these made it difficult for U.S. industry to export and
compete with imports, and hence for the U.S. adninistration to
resist protection--protection which is, of course, particularly
damaging to the Canadian economy .

(With the recent economic recovery, these pressures -are
becoming less severe. The question in the short term thus
becomes: “How substantial and sustained will the recovery
be?" The answer to this will in turn be influenced by what
happens to U.S. interest rates: "Will they rise again, as the

-6-

tecovering business demand for funds augments the continued
pressure on financial markets by the U.S. treasury? To what
degree, 1if any, will this pressure be offset by downward
pressure on interest rates, as the flow of savings increases
with recovery, and the expectation of inflation adjusts to the
low inflation rate that now prevails?")

I'd like to turn now to what I Jjudge to be a manifestation
of U.S. protectionism that is potentially of great concern to

Canadians.
THE NEW U.S. RECIPROCITY!

While this could raise special problems for Canada (which 1
consider later) I begin by considering how tne U.S. might apply
this policy to Japan--the favourite "designated target".
Proponents of the new reciprocity proposals that came before
the U.S. Congress in the early '80s argue that, if the Japanese
are protecting their economy ‘in subtle ways, they should be
told that there will be a clear and unambiguous U.S. response:
equivalent barriers to Japanese goods entering the U.S.
market. Thus the U.S. can make clear to the unva:mmm that the
protectionist policies they have (correctly or incorrectly)
vieved as increasing their welfare will turn out to clearly and
obviously reduce their welfare because of tne danage tne U.S.
response will do to Japanese exports. In tnis way, it is
hoped, the U.S. may be able to discourage the Japanese
protection that demages U.S. exports.

Unfortunately, this policy is not that simple; so 1'd like
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U.S., Europe or Japan. Three possible reasons have been

suggested for this:

1. Differences in factor endowments--especially
between North America, Europe and Japan--are no longer as
important as they used to be because some factors have
become more freely available. For example, one factor
crucial for high-tech industries--namely, capital--has
become increasingly mobile between countries. And the
more freely capital moves between countries, the less
important are differences in labour/capital endowments.
Moreover, in many new high-tech products, natural
resources are not an important factor.

2. Technology has become a more critical
consideration. Indeed, it has been argued that
technological capacity should be viewed in its own right
as a factor of production--and an increasingly important
one, at that. Since technological capacity is, to a
substantial degree "created rather than endowed", a
natural question is: How can it be created, and thus
provide a future comparative advantage in
technology-intensive industries--which in many (but not
all) cases are rapid growth, high income industries?

3. Economies of scale may mean that the first country
to develop a product will be the low-cost producer--even
though it may not have the lowest attainable cost curve
(i.e., even though, roughly speaking, it may not have a

comparative advantage). Its "comparative disadvantage"

-10-

may be more than offset by the advantage it achieves from
the head start which gives it the highest volume and
lowest cost. It may then be able to use this "volume"
cost advantage to deter entry by other producers--perhaps
even producers with a slightly lower cost curve, but

inadequate volime to compete.

In these circumstances, the U.S. concern is that the
Japanese may be able to create a comparative advantage in
technology-intensive goods through their current policy of
"targeting" certain of these products, and then subsidizing and
protecting them in the Japanese market--while at the same time

enjoying the relatively free access thesge goods get into the

U.s. amﬂan.w

Suppose this targeting policy of the Japanese
succeeds in "picking a future winner". (We assume this
hereafter, while recognizing that in practice it's not that
easy, often the Japanese pick losers instead. But they're not
as visible, because winners get across the Pacific, but losers
don't.) To the degree that Japanese targeting is on winners,
the Japanese may judge, strictly from their own narrow point of
view (and assuming no retaliation by the U.S.) that this sort
of modern-day "infant protection" may be justified.3 Tais

Justification may follow from the profits that are eventually

~earned in these »onw<»nwmmb. plus externalities such as the

additions these activities make to the Japanese technological
endowment that may create a comparative advantage for Japan in
future high-tech activities. An example cited has been the
Japanese fostering of production in 16K and 64K RAM (random
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noted--nominal equivalence of Canadian and U.S. trade
barriers leaves Canadians at a disadvantage; hence
there is a tendency for Canadian trade barriers to be
higher than those of the U.S.--at least in a nominal
sense, though perhaps not in the sense of their real
restrictive effect.)

Effects on Canada if the U.S. Applies Aggressive

Reciprocity to Canada

I1f the U.S. applies this policy to Canada rather than
Japan, the effect on Canada would be entirely different. 1In
particular, when the U.S. threateas its initial "reciprocity"
trade restriction, Canada would face a choice: Give up the
protective tariffs, export subsidies, and/or tax policies that
have triggered the U.S. threat, or face possible U.S. action
against our exports.

If we do give up these forms of protection, then in

economic terms Canada may benefit or lose, depending on whether

these policies have been benefitting Canada or not. (For
example, are we having to give up an activity of "created"
comparative advantage in which we are getting infant benefits?
Alternatively, is this U.S. pressure just "'saving us from
ourselves'--or more precisely "saving us from those groups in
Canada that might otherwise be able to promote their own
seli-interest through protection and subsidies--at national
cost?")

On the other hand, if Canada were to ignore the U.S. threat
and the U.S. does introduce these new trade restrictions, the

result would be unambiguowsly damaging for Canada--even if the

-14-

conflict were to end here. The efficiency costs for the
relatively small Canadian economy would be substantial because
reduced export sales would mean lost economies of scale. And
Canada would face a terms-of-trade loss from the U.S. tariff.
Moreover, if Canada were to retaliate, and an escalating
trade conflict between the two countries were to result, Canada
would be damaged even more. Because the Canada/U.S. terms of
trade in manufactures is dominated by the U.S., any Canadian
trade restrictions in manufactured goods would provide little
relief from the adverse effect on our terms of trade from U.S.
trade restrictions. In other words, with each round of
protective thrust and counter thrust by the two countries in a
trade conflict, Canada's terms of trade would, on balance,
deteriorate. And, of course, economies of scale would be lost
a4s exports were reduced. Finally, there would also be the
familiar efficiency losses in consumption that would result
from Canadian trade barriers, including the cost of a more
restricted variety of products available to Canadian consumers.
[1f the Canadian trade restriction that "keeps the trade
war going' is an export subsidy, then the futility of this
measure is transparent--especially if this Canadian export
subsidy is set to offset a newly-imposed U.S. tariff. The
Canadian export industry would be left unaffected since the
export subsidy it would receive from the Canadian government
would offset the new U.S. tariff it would have to pay. But
there would be a large loss incurred by Canada, since the
Canadian taxpayer (via the Canadian exporting firm) would be

paying a duty to the U.S. that didn't exist before. Such a
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the U.S. (and of goods produced in Canada in competition with
these imports). Moreover, with free entry into Canada, the
quantity of imports would increase for two reasons, both
beneficial to Canada: (a) Canadians would benefit from being
able to increase their consumption of bargain-priced goods
(both imports and import-competing goods). (b) To some
degree, imports would displace higher cost Canadian production;
we would be giving up products in which we have a comparative
disadvantage in order to acquire them less expensively by
importing them instead. (While employment in Canada would
decrease as imports displaced some domestic production, there
would be an offsetting tendency for employment to increase
because our exports to the U.S. would increase as U.S. trade

barriers came not:.vq

The Effects of Removing U.S. Barriers against Canadian Goods

1. Just as we noted earlier that a new U.S. tariff would
cause a terms-of-trade loss to Canada, removal of existing U.S.
tariffs would provide Canada with a terms-of-trade benefit.
From the point of view of individual Canadian firms, this would
manifest itself in the following way: At present, many
Canadian industrial exports pay a U.S. tariff at the border
which goes to the U.S. treasury. With the elimination of this
tariff, Canadian exporters would no longer pay this "tax" to
Washington. 1In other words, the U.S. treasury would no longer
collect this slice of income from Canadians. Instead this
income would be transferred back from the U.S. treasury to

Canadian exporters and eventually to Canadian labour and other

factors of vnoacon»os.w
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2. Whereas the point above applies to existing Canadian
exports, the removal of U.S. trade barriers would also provide
another, much more important source of benefit to Canada--the

opportunity for Canadian firms to increase their exports to the

U.S. The resulting increased specialization in Canada in
selected export lines where there are economies of scale would
reduce manufacturing costs. This in turn would raise Canadian
real income.

To sum up: With the elimination of trade barriers between
the two countries, Canadian producers would rationalize--that
is, specialize in a smaller range of goods, producing each at
higher volume and frequently at lower cost. 1n doing so,
Canadian producers would be responding to both a carrot and a
stick. The carrot would be freer access to the large U.S.
market. The stick would be the removal of Canadian trade
barriers, which would leave many Canadian firms unable to
compete with less expensive imports unless they did rationalize
and thus reduce their costs. The reductions in Canadian costs
(that is, increases in Canadian productivity) would allow
Canadian firms to be more competitive not only in the U.S., but
also in third markets. And eventually, these productivity
increases would allow Canadian producers to increase their
wages and/or nnmcom. their prices. (Indeed, inexpensive imports
would force them to reduce their prices.) Thus, because of a
combination of lower prices and increased wages, Canadian real
income would rise.? Estimates of these and other Canadian
income gains resulting from bilateral removal of Canada/U.S.

trade barriers are very large--falling in the range of 5-10% of
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It is important to keep this problem in perspective. It is
true that, in a free trade area, Canada would be hurt more by
the reintroduction of U.S. protection. On the other hand, this
is less likely to occur, because a free trade treaty would more
strongly bind the U.S. against imposing trade barriers against
Carada. Thus it is by no means clear that our vulnerability
(in the sense of "expected loss") would be any greater than at
present. But, in any case, it is important that as strong
w:wumammmm as possible against the reintroduction of U.S.
protection be written into the treaty. One important measure
would be to formalize the August 1971 precedent. Thus, if the
U.S. felt that it must impose surcharges to defend itself
against balance-of-payments difficulties, these should be
limited to U.S. imports on which a duty is already being paid,
with Canada consequently escaping such measures. In fact, far
fron hurting Canadian producers, such an increase in U.S.
protection would benefit Canadians because it would increase
our preference in the U.S. market over tne Europeans and
Japanese. Thus the expectation is that the imposition of U.S.
surcharges (with Canada exewmpt) would paradoxically involve a
cost for third countries, and for the U.S. (for the standard
reasons that a country is likely to be damaged by its own
protection) but a benefit to Canada.

In short, in a free trade area, Canadian vulnerability to
changes in U.S. commercial vowwowo:bsa hence to U.S. political
pressure--would be increased in one sense (we'd be trading
more) but reduced in another (the U.S. would be less able to

impose barriers against our exports). It is not clear on
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balance whether we'd become more or less vulnerable. Wnat is

certain is that we would still have major problems in getting
along with the U.S.--as we do today.
CANADA/U.S. FREE TRADE: THE U.S. VIEW

Many of you here today from South--or West--of the border
are more qualified to comment on this than 1 am, but let me

venture a few thoughts to get the discussion going.

Costs: The Loss of Tariff Income by the U.S. Treasury

With Canadian exporters no longer having to pay duty to the
u.s. nnobmcnwwo. there would be a clear terms of trade
benefit to Canada, as earlier recognized. But this benefit to
Canada would, of course, also represent a loss to the U.S.
While this benefit to the relatively small Canadian economy
wight be important, the corresponding loss to the much larger
U.S. economy would be of far less consequence. Past history
suggests that Americans have never even noticed their loss of

duty revenue from policies that have liberalize their trade
with Canada.

Economic Benefits for the U.S.

With the exception of a number of friendly overtures, there
has been no serious recent attempt by either Congress or the
U.S. Adoinistration to promote the idea of Canada/U.S. free
trade. This reflects the correct perception by Americans that

such a U.S. initiative would politically kill the idea in
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would essentially guarantee a Canadian move in this protective,
nationalistic direction.

Thus there are two broad economic reasons for the U.S. to
favourably respond to a Canadian initiative: cthe first is that
it would provide benefits; the second is that it would reduce
the risk to the U.S. of losses on its exports and investwments
in Canada if a rebuffed Canada embarks on a more nationalistic
set of policies.

While the picture is one of net economic gains for the U.S.
that might be large in absolute terms, it isn't clear that they
would be large when measured as a percentage of the huge U.S.
GNP. But so long as the economic effects are positive--no
matter how small--this should be more tnan enough, given the
past U.S. record of accommodating to the wishes of its trading
partners. For example, the U.S. supported the formation of the
EEC, even though this policy--and in particular the highly
protective Common Agricultural Policy--involved substantial
costs to the U.5.12 American support in this (and in other
cases) has been forthcoming for political reasons--and there is
no a priori reason to expect that similar support for a

Canada/U.S. free trade area would be withheld.

Political Advantages for the U.S.

While U.S. support for the EEC was tempered by the
possibility that the EEC might make Europe more protectionist,
there is no such problem in the proposal considered here:
Canada/U.S. free trade would, by its very nature, make Canada a

less protectionist partner. Given the number of hostile
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relationships that the U.S. already has to deal with, a strong
political case can be made in the U.S. for a policy of
accommodating a key partner--a policy that should increase the
chance of future cooperation, rather than conflict.

But the incentive for the U.S. may be more than just tae
defense of an existing relationship. It is possible that the
two countries might view a Canada/U.S. free trade area as a
focus for a broad new initiative to ""get North America moving
again'". The task of revitalizing Canada/U.S. industry would be
encouraged by an important (and paradoxically protective) side
effect of a free trade area: industry in each country would
get protection from third country competition in the market of
the other country. (For example, in selling in the u.s.,
Canadian producers would get duty free access that third
countries such as Germany or Japan would not enjoy. Similarly,
U.S. producers would get preference in the Canadian market
vis-a-vis third country competitors.) Because turiffs are
escalated--i.e., higher on industrial products than on primary
products--this "market trading" effect would be stronger in
highly-processed industrial goods than in primary products.

Thus there is a reasonable expectation of a favourable U.S.
response to a Canadian initiative. But there is, of course, no
guarantee. Negotiations we enter into are never guaranteed of
success. The normal procedure is for a country to decide what

is in its interest, and then attempt to negotiate it.
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influx of imports into Canada and a loss of employment here.
Second, U.S. multinationals in Canada may also make the
adjustment easier, since they already have the facilities for
éistributing the newly specialized output of their Canadian
plants throughout the U.S.

What are the additional ways to buffer the Canadian econony
from severe adjustment costs?

(a) Import Trigger Points. One approach to consider is a

variation of the Swedish/EEC free trade triggers that would
allow Canada or the U.S. to invoke controls on imports if they
exceed an agreed-upon growth rate. Such a brake on imports
would prevent a too-rapid displacement of employment in either
country. (But Canadians should recognize that such symmetric
provisions may be invoked by the U.S.--just as the EEC invoked
this mechanism against rapid imports from Sweden.)

(b) Employment or Value Added Guarantees for Canada. The

more specific the attempt to protect existing Canadian
employment patterns, the greater the administrative
difficulties. Many of the problems encountered under the Auto
Pact--plus some new ones--would have to be faced, were we to
attempt to provide value added or employment protection in a
breoader, acrouss-the-board free trade arrangement.

But 1if this approach is taken, any such guarantees should
be short-term, with a clearly defined termination date.
Otherwise they would tend to block the shift of activity
towards our sectors of comparative advantage and could generate

severe problems in controlling the wage level.) Short-term

-30-

guarantees are probably the most we could negotiate in any case
(indeed we mignt be lucky even to negotiate these) because of
U.S. dissatisfaction over misunderstandings arising from the
Auto Pact guarantees (were they temporary or permanent?); and
because, unlike import trigger points, such guarantees tec~n.dw
assymetrical--providing protection to Canada but not to the U.S.
Indeed, as a condition for conceding such guarantees, the
U.S. might seek to broaden the agreement to provide itself witn
some assurance of access to future Canadian resource supplies.
For example, the U.S. might seek the right of first refusal on
a mmvmnuanwmp quantity of our future resource expurts--at the
then-prevailing world price. Such an assurance would involve
essentially no cost to Canada, since the U.S. is our likely
export market anyway, and we would be getting the full world
price. The interesting aspect of this diplomatic trade is that
the two countries might mutually benefit by reducing each
other's risk: Canada would help the U.S. to reduce its
resource risk, while nrm U.S. would, as a quid pro quo, help to
reduce Canada's trade liberalization risk by allowing some

short term employment or value added guarantees.

(c) Adjustment Assistance. This can take many forms:

government-backed loans, special R & D grants, or accelerated
depreciation for Canadian firms rationalizing in order to
expand into the U.S. market.

How would such measures be financed? One suggestion is
this: as the Canadian tariff is reduced, prices in Canada will
fall. The governmeat could capture part of this price

reduction with a temporary sales tax that could then be used to
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essentially undiluted benefits that would go to other sectors
of the economy; for example, to consumers facing lower prices
and to resource producers facing lower input costs.

Finally, let me observe that, if we are to take an
initiative, there are two good reasons for doing it now.
First, the longer we defer, the more opportunities will be
missed. (True, rapid technological advances have made entry
possible into certain activities in well-established
industries. But there are many economies-of-scale industries
that we can break into only when they are being born, but not
later, when large firms have become established.)

The second argument for an initiative now is that it may
well be more difficult in the future--especially if we wait for
a favourable political climate in Canada. Paradoxically, such
a favourable Canadian climate of opinion is most likely to
occur if and when there is a strong resurgence of U.S.
protectionism that seriously threatens our access to the U.S.
market. 1In such circumstances, the status quo would disappear
as an option for Canada, and we would have little other option
(short of a costly South-American style shift to a more
protected and isolated economy) but to seek some form of
bilateral trading accommodation with the U.S. But because of
the revived U.S. protectionism, this would be the worst time to
try to negotiate freer trade; it would be even more difficult

than it is today to get U.S. agreement on provisions to reduce

Canadian adjustment costs.
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FOOTNOTES

weswm section draws heavily on Bergsten and Cline (1982)
and especially Cline (1982). It also draws on, and reports
some of the conclusions in my recent report for the Institute

for Research on Public Policy (1983).

nﬂ:m view that, relatively speaking, the U.S. is a less
protected economy than Japan is disputed by Cline (1982) and
Saxonhouse (1983).

uﬂ:o term infant protection is here used in a broad
sense. Traditionally, such protection was designed to nurture
an infant that might not otherwise survive competition from
existing producers in other countries. Here it can wmean this,
or the nurture of an infant to ensure that it survives
competition from simultaneously emerging (or even lagged)
infants elsewhere. (When we speak of this sort of infant
protection, we include not only import barriers but also

domestic or export subsidies.)

bzrw don't such future profits lead to the unsubsidized

developuent of this activity? The traditional answer has been
the failure of capital markets to provide the necessary funds
up fromt.

[Part of this future profit may be realized because the

targeted Japanese firms may be able to capture sales and
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Japan) to Canada. Imports from Canada would pay no duty,

vwhereas previous imports from Europe or Japan did.

wwtvwﬂwmw U.S. firms would be expanding in most lines of
activity, in some they would be contracting because of new
Canadian competition. But the expectation of benefits remainsg,
a point that may most clearly be seen by considering a firm
prcducing ten goods at roughly a breakeven point on each.
Suppose, as a result of trade liberalization, that it has to
give up one of its breakeven activities, while expanding its
other nine. On these nine it makes a profit where none existed
before.

wwasm only way of arguing that the EEC provided net
benefits to the U.S. is to argue that it generated a much more
rapid rate of European growth (and hence more purchases from
the U.S.) than would have occurred otherwise. But this is very
speculative nmnm»nOnw. since we simply don't know what would
have occurred otherwise. It is for this reason that we have
not used a parallel argument--i.e., that the U.S. would benefit
from more rapid Canadian growth in a Canada/U.S. free trade
arca. Incidentally there is a stronger argument of this sort
in the Canadian than in the European case; estimates of the
static real income gains for Canada fall in the range of 5-10%

or more, while estimates for the EEC fell in the range of 1% or

less.
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Lynder the declatory procedure, the two countries simply
declare that a free trade area between them already exists.
(By 1987 when the Tokyo tariff cuts are complete, it has been
congservatively estimated that 80% of Canada's exports to the
U.S. will be duty free, as will 65% of our imports from the
U.S. While this is not nearly as close to free trade as it is
aow fashionable to believe, it is still closer than other
regional groups have been when they formed free trading )
arrangements in the past without GATT objection. Hence Canada
and the U.S. could be deemed to qualify under this clause. But
the problem with this procedure is that it may well be viewed
by other GATT members as "too cute" for such important trading
nations to invoke; and these members might accordingly object
to Canada/U.S. NTB liberalization, which is not covered by this
declatory GAIT procedure. (Such NTB liberalization is

essential, and is covered by the interim agreement formula

recommended here.)
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Coument on =nm=mmwrc.m. Economic Relations —- A Canadian View"
by R.J. Wonnacott

Robert E. Baldwin, University of Wisconsin-Madison

As Ron Wonnacott rightly stresses, recent trends in U.S. trade policy
hold the possibility of not only significant market losses for Canada but a
loss of Canadian sovereignty. The particular policy about which he is
concerned is the proposal to apply a new concept of reciprocity. HWMMamM .
of measuring reciprocity in terms of balanced changes in levels omavnomemwwoaﬂ
as we have traditionally done, the new concept measures reciprocity by
comparing the absolute levels of protection between the United States and
another country. To use a favorite phrase in trade policy circles, the new
approach seeks a "level playing field" for U.S. participants in the competition
for international markets and regards reciprocity as being attained only when
cthe playing field is level.

Besides this new concept of reciprocity, there are several other develop-
wents in U.S. trade policy that are of considerable concern to Canada as well
as the rest of the trading cozmwnity. These include: (1) a much greater willing-
ness to ipplement the so-called "fair trade" rules of U.S. law and the GATT,
particularily in the area of government subsidization of various forms; (2)

a new willingness to bypass GATT procedures and counter foreign export subsidies
in third markets with U.S. export subsidies in these same markets; (3) a
villingness by some officials to abandon the traditional U.S. support for the
most-favored-nation (MFN) principle and to accept the concept of selectivity

in protecting industries »surnoa by import ccmpetition; and (4) an acceptance
by some political leaders of the appropriateness of a mosvnavnamﬁca industrial
policy approach to promoting mew products as well as to underwriting the
<wwv»u»n<.on certain basic industries faced with severe international compe=

titive pressure.

2

These developments are, I think, a manifestation of a fundamental change
in the attitude of U.S. trade policy leaders nrwn has created a significant
disequilibrium situation with regard to the trade policy environment between
the United States and such countries as Canada. Although there is clearly a
protective component in the changed trade policy outlook, to describe it only
as a shift toward protection fails, I°think, to capture its full implicatiomns.
Ron HWonnacott gets at the basic nature of the change that is taking place by
using the term "aggressive" to describe the new reciprocity concept. We are
witnessing a more aggressive U.S. approach both to reactive trade policy
aimed at mitigating the negative income and employment effects of external
shocks to mro trading system and to active trade policy designed to mnnannm
new jobs and higher income levels by taking advantage of changing inter-ational
econonic conditions. Since this new approach has very significant implications
for Canada as well as the rest of the trading community, I should like to
discuss briefly how it has developed and what it wight mean for future U,S.-
Canada trade relations.

Basically, I tend to agree vith the formulators of the hegemunic model of
regime change who stress the dominant international »noroswn position of the
United States in the early post-World War II period, as well as the couatry's
subsequent decline from this position, to explain both the openness of the
international trading regime during the first period and the gradual deterior-
ation in the system as U.S. international competitiveness decreased., An open
trading regime based on the MFN principle has some of the characteristics of
a public good. Because of =o=ha»mou»a»=mn0nw tariff reductions, it is some-
tizes difficult to exclude a particular country from the benefits of openness
even 1f the country does not fully contribute to the openness by keeping its

own trade barriers low. To some extent, exclusion can be accomplished 1if
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decline in Cold War tensions during the '1970s and the reevaluation of the
country's military role in the world acted to reduce the importance of trade
policy as a foreign policy tool.
. A consequence of the decline in U.S. hegemony has been the adoption on
the part of U.S. trade policy officials of a more inward, mationally-oriented
view of nnunw policy issues. No longer are they willing to ignore what they
regard sMAmM”M rides and chiselling on GATT rules of others »w return for
vague foreign policy objectives. More inmportantly, they believe that the
existing regime has been operating in a manner- that works to the a»mma<mnnmmn
of the United States. During the Tokyo Round of wultilateral negotiations in
the nid-1970s, the strategy pursued in attempting to offset these disadvantages
was to press for new codes of international conduct within the GATT that
would force other countries to follow more closely what the United States regards
as good behavior in international trade. However, while improvements in the
rules were made, the enforcement of the new codes has proved to be disappointing
to U.S. trade policy officials. The panel procedure has continued to be
cuobersone and not very helpful in bringing about significant changes in policy.
This has left U.S. officials in a somewhat schizophrenic position. HMost
think that a strict and general commitment to GATT rules is still the best
course to follow for all countries. :ocu<nu..vmpvw disappointed by the failure,
in their view, to secure adequate enforcement of these rules, either through
direct negotiations or the GATT panel procedure, they believe that the only way
this can be achieved is for nvo.cuwnmn States itself to pursue an aggressive
strategy of imposing nocpnuw<wm~»=w duties and introducing countervailing
subsidies. The objective would be to discourage trade practices that are incon-

sistent with the spirit of the rules of the GATT by offsetting the short-run

gains from such practices. But there are also gome officials who feel that
this approach 1is not likely to achieve its objective. These individuals
argue that the United States should itself adopt the subsidizing and trade-
restricting practices of other countries. The aim would not be to force

these countries to the negotiating table to develop better ways of enforcing
existing GATT rules but simply to outdo these countries at their own practices
by using the superior resources and market power of the United States.
Adopting a comprehensive industrial policy approach is an example of this
strategy.

The perception of many in the U.S. trade policy community that GATT rules
are not being properly enforced and, therefore, that the present international
trading order is working to the disadvantage of the United States may or may rot
be a correct one. But it is a viewpoint nrawﬂun beginning to shape U.S. trade
policy behavior along lines quite different from those of the recent past and
that may bring about considerable turmoil in international trade. It could
lead to a sequence of retaliatory actions between the United States and other
countries that increased rather than decreased the degree of economic distortion
in world trade. For example, recently nrm.m:novnwa Community (EC) has announced
an increase in its export subsidy on wheat flour as a response to the export
subsidy to wheat flour provided by the United States. The U.S. subsidy was
itself introduced to offset the trade advantage in third markets obtained by
the EC because of its export subsidies, and thereby to induce the EC to reduce
its export subsidies on agricultural goods., Similarly, if the United States
adopts an industrial policy na«ow<»=w significant subsidies to domestic indus-
tries, other countries might simply increase mva»n own subsidization with no net

advantage being obtained by any trading uwn»oﬁ.
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in Canada due to what they are likely to regard as an unfair advantage based
on different social policies,

Canadian firms could also be hurt by various non-tariff measures intro-
duced by the United States after an agreement covering only tariffs on manu-
factured goods. For example, if the U.S. pursues the industrial policy

approach with significant subsidies to certain domestic industries, Canadian

firms that had captured a share of the U.S. market in these sectors could suffer

serious injury. The matter of U.S. countervailing duty action that Ron Wonna-
cott raises is also a matter that should be faced prior to any agreement.

In short, while I favor special economic relations between the United
States and Canada, I wonder if we can and should restrict these Jjust to mutual
zero-duty treatment for manufactured goods. The increased awareness on the
part of both Canadian and U.S. officials of the effects of domestic fiscal
and monetary policies as well as exchange rate policies on trade flows and,
in particular, the belief by many U.S. officials that these policies have been
used by other countries to erode U.S. trade benefits under the GATT are likely
to make it impossible simply from a practical political viewpoint to confine
any U.S.-Canada trade negotiation only to the issue of tariffs. Would it
perhaps not be better to work for a more comprehensive agreement that covered
some of these other policies and yet did not undermine the essential degree

F

of ao<mno»w=nx;r!.omor nation.
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As the participants at this Conference are well aware, the United
States—Canada trading relationship remains the largest and most
extensive of any two countries in the world. 1In 1982, total
two-way trade exceeded $80 billion. Because of the vital political
and economic links between our two countries, President Reagan,
upon entering office in January 1981, placed a high priority
on improving relations with Canada and working with the Canadian
Government to promote expanded trade and better bilateral economic

relationsa.

Unfortunately, as we all know, the new Administration found
itself in the midst of a deteriorating bilateral economic rela-
tionship with Canada as a result of efforts by the Canadian
Government to enhance Canada's national »mo:n»nw and the role
of Canadian enterprise in the Canadian economy. While the United
States respected these efforts, they unfortunately were being
pursued in a discriminatory manner, at times inconsistent with
Canada's international commitments.

The underlying cause of the tension in our bilateral economic
relationship during that period tma the result of significant
differences in our two government's approaches to economic ques—
tions, The Reagan Administration entered office advocating

a free market approach to trade and investment. A commitment
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4
in Canada, such as specifying when firms must purchase Canadian
goods and/or requiring firms to export a specific share or volume
of its Canadian production. The U.S. initiated a GATT complaint
against these PIRA practices which is still o:nmnw:m»:m. In
addition, FIRA's veto power over the transfer of Canadian assets

from one foreign owner to another is of great concern to us.

The administration of FIRA has improved significantly over the
past year since the appointment of Ed Lumley as the Minister
responsible for FIRA and Bob Richardson as its Administrator.
Processing time for applicants is much improved and other bureau-
cratic problems have been minimized. However, it should be
emphasized that the FIRA Act remains unchanged, and the serious
problems associated with FIRA in 1980-81 could easily reappear
should different personnel with nationalist tendencies take

over the administration of FIRA,
Border Broadcasting

In 1976, Canada adopted a tax provision denying Canadian enterprises
tax deductions for the cost of advertising in foreign media
when the advertising is directed vmWsmnwww at Canadians. The
main targets of this legislation were ads placed on U.S. television
stations beaming into Canada. Years of government-to~government

and industry-to-industry consultations nw»wmm.no provide a compromise

solution. The U.S. Administration, as a result of an investigation

5 .
and determination under Section 301 of the Trade Act of wquv
has proposed mirror legislation to the U.S. Congress, but until
now it has never been acted upon. In March of this year, the
United States proposed a new compromise which would have reinstated
the tax deduction for a certdin percentage of the advertising
placed in the United States based on the percentage of the border
stations audience share which is accounted for by U.S. viewers.
Unfortunately, the Canadian Government does not appear interested
in reaching a compromise on this issue, and mirror Hmmwmumnwom
is expected to be enacted shortly by the m.m. Congress. (This
apparently is one of those instances anticipated by Professor
Wonnacott where for political principle Canada is prepared to

face the cost of retaliation).
Compulsory Licensing of Pharmaceutical Patents

Section 41 of the Canadian Patent Law provides -that any company
may request the Canadian Commissioner of Patents to provide
a compulsory license for pharmaceutical patents, and that only
a nominal royalty of four percent is paid. While the legislation
was intended to address assertions that foreign pharmaceutical
companies were making inordinately high profits, its effect
has been to allow companies that have not contributed to the
costly and risky research and development process to invade
the market of the innovator, reducing his return and his incentive

to invest in new product research and development. This past
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Protectionism on Both Sides of the Border

These are but a few examples of the protectionist policies being
pursued in Ottawa. Some of you here today can correctly point
to protectionist measures being maintained south of the border,
such as a number of "Buy America”™ restrictions under various
U.S. laws. There is, however, a subtle, yet important, difference.
The current Administration in Washington is committed to pursuing
free trade policies, but is faced with a legislature which does
not generally share those views. A myriad of protectionist
legislation is introduced in the U.S. Congress each year, which
is strenuously opposed by the Reagan Administration. At times,
despite Administration efforts, some protectionist legislation,
such as "Buy America® restrictions, is enacted. At other times,

the Administration takes temporary measures against imports,

"such as import quotas on specialty steel, in order to forestall

more drastic action by the Congress.

In Ottawa, protectionist measures originate in the Government,
not the Parliament. HMany of the trade irritants affecting the
U.S.-Canada economic relationship today could be avoided if
the Government in Ottawa undertook the same efforts to oppose
protectionist measures as does the Reagan Administration in

its dealings with Congress.

A perfect example of the divergent approaches of the two governments

9
on this issue is the current debate over domestic content require-
ments. In the United States, a major effort has been underway
for over a year in the U.S. Congress to enact domestic content
requirements on automobiles. The Reagan Administration has
been publicly and actively opposing this effort and is spending
considerable political capital in this endeavor. A similar
proposal was made last summer in Canada by a federally-appointed
private sector task force. 1Instead of unequivocal opposition
to this concept as voiced by the Reagan Administration, the
Canadian Government has failed to take a strong stand on the
issue, leading many mo fear that Ottawa may succumb to the protec-

tionists.
D.S.-Canada Free Trade

While there has been a great deal of mnnm:nwms given lately
to the concept of a free trade arrangement between the United
States and Canada, the Canadian Government has decided that
such an approach is perhaps too ambitious at this time. Instead,
they are examining the concept of limited sectoral free trade
arrangements similar to the Auto Pact. Ambassador Brock has
indicated that the United States would be willing to discuss
such an approach if the Canadian Government decides to pursue
it.

While sectoral free trade falls short of the broader approach
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