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U.S.-CANADIAN TRADE AND INVESTAENT FRICTIONS:
THE U.S. VIEW?

by
Robert M. Stern
Department of Economics and Institute of Pubiic Policy Studies

The University of Hichigan

l. Jintroduction

Since 1980 especially, there has been a marked increase in frictions
between the U.S. and Canada arising from national policy actions
affecting bilateral trade and investment. The U.S. has become concerned
especially by Canada's introduction of the National Energy Program (NEP)
in October 1980 and the more stringent imposition by the Foreign
Investment Review Agency (FIRA) of trade-related performance
requirements on U.S. firms seeking approval of new, direct foreign
investment in Canaza. The Canadian concerns have been centered waOL:n
the U.S. system of "contingent' protection which has been directed at
important sectors of Canzda's export trade. My purpose in this paper is
to review the foregoing and other significant sources of bjlateral
frictions and to analyze the range of policy options available to reduce
or remove these friztions. Most of the discussion reflects a U.S. view,
although this is by nc means an endorsement of official U.S. positions
and policies.

In order to provide some perspective on the various issues, some
factual information is presented in Section I} on the composition and
geographic distribution of each country's merchandise trade, services,
and direct foreign investment, followed by a discussion of the
implications of the size asymmetries between the U.S. and Canada, and

some comments on differences in attitudes towards intervention. The

various sources of trade and investment frictions that exist currently
are then considered in Section 11!. These include FIRA, the NfP, and a
variety of sectoral issues. In Section IV, | discuss the policy options

that are available for responding to frictions. Some brief conclusions

are given in Section V.

__.moSnmu_mn:nnvwwonnnﬂmmﬁmnuOn U.S.-Canadian
Trade and Investment Relatiens

Before considering the various current bilaterai trade and
investment frictions between the U.S. and Canada, it way be usefui to
review briefly some important features of the eccnomic relations of the
two nations with each other and the rest of the world. Accordingly, |
examine below the composition and geographic distribution of ezch
country's merchandise trade, services, and direct foreign investment. !
then consider the impiications of the Sjze asymmetries between the two
countries as they are manifested in the formulation and impact of
national policies. Finally, | discuss differences in national attitudes
and policies towards government intervention and the increased use of
“'contingent" protection in the U.S. especially,

The Composition and Geographic Distribution

of Merchandise Trade and Services
S x7aADCI S _(FAce _and pervices

1t is evident from the last line of Table | that Canada accounted
for about 16 percent of total U.S. merchandise exports and imports in
1981. This was down noticeably compared to 1973, indicating a
significant increase in U.S. trade especially with the oil exporting
countries and other developing countries. According to Table 2, the
U.S. accounted for about two thirds of Canada's total trade in 1581,

which was a slightly lower share than in 1973. If we consider the
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percent for all manufacturing. While the details for some of the
sectors within s~=Cmunnn1u=o are not given in order to prevent
disclosure, the dominating presence of U.S. interests is nonetheless
quite apparent in all of the manufacturing unonown noted, except iron
and steel mills. For all sectors combined, U.S. ownership and control

were 40 and U4 percent.
.

Imolications of Size Asymmetries

The preceding data and discussion amply demonstrate Canada's
importance to the U.S. in terms of its trade and direct foreign
investment. But the fact remains that the bulk of U.S. trade and
investment takes place with other countries and regions in the world.
from Candda's standpoint, however, the U.S. occupies a dominant position
as an outlet for exports and source of imports and direct foreign
investment. Given the size asymmetries between the U.S. and Canadian
economies and the broader involvement of the U.S. in the worid economy,
there are some important implications worth noting with regard to the
formulation and impact of nationa) policies in the two countries.

Thus, for example, Canada is much more affected vm macroeconomic
developments and policies originating in the U.S. than vice versa.
Canada may therefore be limited in its ability to no:mcnn independent
policies for domestic purposes, especially when financial and real
capital are so highly mobile between countries and exchange rates are
flexible. Many of these same considerations apply as well to
microeconomic policies affecting trade and investment. Thus, for
example, U.S. actions to restrict imports of specialty steel during 1983
were aimed primarily against am<owaan=n steel subsidies in certain

member countries of the European Econromic Community {EEC). Yet Canada

may be affected adversely even though its exports are not subsidized.
Thus, Canada may find its anﬁsoamn interests damaged by U.S. policy
actions in cases when it is, so to speak, an innocent bystander.

The size asymmetries may have further implications with respect to
intergovernmental reactions to each other's policies. Thus, if Canada
perceives that its interests are ramaged by some U.S. action, it may
work through official channels to moderate the adverse effects
involved.? It might also consider retaliatory action against the u.s.,
but this seems a less plausible option if the object is to force the
U.S. to alter its policy. If the U.S. perceives some deamage because of
a change in Canadian policy, mm can also pursue a diplomatic resolution
or consider retaliatory action. 1{n the latter instance, the potential
cost to Canada might be sufficiently large to force a change in policy.
However, it is by no means obvious that the U.S. noc-n.nnumoz an
effective retaliatory policy without at the same time imposing costly

side effects domestically or internationally with respect to other

countries.

Attitudes Towards Intervention and Constraints on National Policies

The scope and character of government intervantion clearly depend on
the ideology ‘that guides the political party in power, its ability to
harmonize the interests of different domestic constituencies, and the
extent to which the interests and possible reactions of other
governments need to be considered. While it is difficult to make
comparisons between countries, Canada is perceived as being more
inclined towards intervention than the U.S., especially under tne Reagan
Administration. This perception may stem from the relatively higher

Canadian tariffs historically, the strength of provincial governments in
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difficult to chart the future course of trade actions, but the system of
contingent protection is very likely to continue generating frictions in
U.S.-Canadian trade relations. This is not to say, nowever, that U.S.
trade actions will turn out to be detrimental to Canada since the

administrative process may function to defuse protectionism rather than

necessarily reinforce it.

I11. Currert U.S.-Canadian Trade and Investment Frictions

Having reviewesd some of the important features of U.S.-Canadian
trade and investment relations, | shall now consider the various sources
of friction that exist currently., The focus will be particularly on
FIRA, the NEP, and certain sectors in which bilateral frictions have
arisen. This selection is not intended to be exhaustive, however, and |
will not deal with such other bilateral issues as acid rain and other
environmental matters, a number of aspects of energy policies, boundary

claims, fithing regulations, and defense.

Foreiqn Investment Review Agency {FIRA)*

Canada's reliance on direct foreign investment in its resource and
menufacturing industries was documented above, especially in Table 7.
While such investment may have contributed importantly to Canada's
economic performance and welfare, there has nonetheless been concern
about possible detrimental effects as well. For example, as Dewhirst
(1582, pp. 52-53) has noted:

", ..the operations of many foreign-controlled branch plants have
been characterized by low levels of research and development, export
limitations, and short, inefficient production runs. Moreover, such
companies often rely to a large extent on imported technology.
resulting in a lack of capacity to develop and undertake the kind of
innovation needed to develop producte capable of meeting intense
competition from other countries in both domestic and international
markets.

10

Many of the costs associated with foreign ownership stem from
the ‘truncated' nature of many of these enterprises; that is, key
activities are often performed abroad by the parent or some other
affiliated firm. One result is that Canadians have been denied the
opportunity to develop the skills or capacities that are needed to
support and develop internationally competitive businesses.
Foreign-controlled subsidiaries also tend to import components and
sub-assemblies rather than utilize competitive Canadian supplier

industries, thus inhibiting the development of those industries in
Canada."

One might take issue with many or all of the assertions contained in
the foregoing quotation, but to do so is beyond the scope of the present
effort. These asscrtions are nonetheless important because they are
indicative of the forces that underlie the Foreign Investment Keview Act
of 1973. According to Dewhirst (1982, p. 54):

"“The Act establishes the basic principle that new foreign
direct investment must bring significant net benefits to Canada, as
. well as to the investor and the home country. It prescribes how

those benefits are to be assessed by defining five assessment

criteria. They are follows:

1) the effect of the invesiment on economic activity in Canada,
including employment, resource brocessing, the sourcing of
materials, parts and services proocuced in Canada, and exports;

2) the effect on Canadian participation;

3) the effect on productivity, industrial efficiency, technological
development, product innovation and variety;
4) the effect on competition; and

5) the compatibility with national ingustrial and economic policies

of the province or provinces significantly affected.”

The right of Canada to screen new foreign direct investment in the
national interest is conceded by the U.S. But what concerns U.S.
authorities is that FIRA may be administered in a protectionist manner
and that it is in contravention of Canada's obligations under the OECD
investment Declaration of 1976 and the Articles of Agreement of GATT.
The principle of national treatment, which is that foreign firms will be
accorded the same rights and obligations as domestic firms in like

situations, is the basis of the DECD Investment Declaration. As

McCarthy (1982, p. 62) has noted, while Canada had some reservations
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underlying the NEP. According to Sultan (1982, pp. 498-99), these

included:

(1) concern over the security of global oil supply following the
Iranian revolution;

{2) desire to insulate Canada from future oil shocks;

(3) concern that the province of Alberta would reap excessive rents;

(4) concern that foreign companies would siphon off rents;

(5) desire of the Canadian Government to pursue an interventionist
policy ostensibly to enhance national welfare; and

(6) reduce growing federal deficits by capturing a large share of rents
from the exploitation of oi) and gas resources.

The Canadianization objectives were designed to achieve Canadian
ownership equal to 50 percent of production by 1990, Canadian control of
3 significant number of larger firms, and an increase in the share of
the industry owned by the Canadian Government. The main features and
consequences of the original NEP and subsequent agreements and update in
1981-82 are discussed in Helliwell and McRae (1981, 1582) and Scarfe
(1583) . 1 shall concentrate here accordingly on those aspects of the
NEP which most directly affect U.S.-Canadian trade and investment
relations and have provoked official U.S. criticism. As noted by Wonder
{1982, pp. 4B3-8L), these include:

(1) 2 retroactive 25 percent Crown share, or "back-in," in existing oil
and ¢as discoveries on Canada (federal) Lands;

(2) replacement of depletion allowances with & Petroleum Incentives
Program (PIP), which establishes a system of incentive payments for
exploration and development on a scale reflecting the degree of

Canadian ownership and control;

14

{3) a “Buy Canada" policy for goods and services used in exploration,
development, and production on Canada Lands and in major
nonconventional oil projects.

The retroactive mvv_mammmo: of the back-in provision is viewed as
highly inequitable since it maoeznu to a rewriting of the investment
rules after the fact and may not provide adequate noauo:munmtz for the
expenditures incurred and risks assumed by foreign firms engaged in
exploration. The objection to the PIP is that it violates the principle
of national treatment by making the incentive payments conditional on
the degree of Canadian nationality and control of firms. Finally, the
"8Buy Canada" policy is in conflict with Canada's obligations under GATT.
This latter policy was modified subsequently, but there is still some

question in the U.S. that foreign firms might nonetheless be subject to

pressure to source within Canada.
Aside from these particular aspects of the NEP, the U.S. was
concerned about Canada's campaign to achieve its goal of 50 percent
ownership by 1990. This involved 2 number of takeover activities, and
some of the U.S. firms affected argued that the NEP had depressed the
value of their holdings. The response in the U.S. Congress was highly
critical of these and other Canadian takeover activities, and bills were
introduced in both the House and Senate in 1981 which were designed to
increase the margin requirements for foreign takeovers and to place a
moratorium on takeover actions by Canadian firms. These bills
languished in Congress, however, once some of the more newsworthy

takeover attempts failed to materialize and market reactions to the NEP

set in.
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response to claims from western Canadian onion growers that imports from

the U.S. were having a detrimental impact. The issue here is the extent

to which the iow domestic prices are a consequence of changes in
domestic output and demand or imports. It may be difficult to sort out
these various considerations, but sudden upsurges in imports and changes
in market shares should be fairly easy to identify. In addition, the
U.S. has expressed concern about the tightening of Canadian quotas on
imports of eggs and possible subsidies on Canadian exports of eggs to
the U.S.

In 1982, the Maine Potato Council instigated an investigation by the
U.S. iInternational Trade Commission (ITC) under Section 332 of the Trade
Act to determine if the domestic industry was being injured by imports
from Canada. The ITC found some evidence of injury, but cited other
contributing factors, in particular poor quality control, a shift in
consumer preferences from white Maine potatoes to russet potatoes grown
in the northwest, and an overall reduction in U.S. potato consumption.
The Maine producing interests then filed an antidumping petition against
Canadian imports, and the ITC subsequently ruled preliminarily that
there was material injury. The U.S. Commerce Department later found
preliminary evidence of dumping by Canadian producers. If in the next
stage of the investigation the ITC reaches a determination that n=n1w is
material injury, special dumping duties may be imposed. This particular
action is indicative both of the importance of regional agricultural
interests and the way in which these interests may exploit the system of
contingent protection that is now central to the administration of U.S.

trade policy.

18

An example of an action precipitated by the U.S. support program for
sugar concerns blended sugars msuomnnu from Canada. These are products
made in Canada using sugar imported at relatively low world prices and
then exported to the U.S. without restriction. To the nxnorn that these
blended sugars compete with U.S. demestic sugar and with imports under
quota, the w.m. support program may be undermined. The U.S. sugar
program falls under a more general exemption for U.S. agricultural
programs permitted by GATT in 1950. Given the continuance of this
exemption and notwithstanding the criticisms that can be made of it on
efficiency grounds, it is not likely that unrestricted imports of
blended sugars from Canada will be permitted to continue.

On the export side, problems have arisen as a consequence of U.S.
actions intended to deter the EEC from subsidizing its grain exports to
world markets. In particular, the U.S. has used "blended credit”
subsidies in selling wheat to some Middle Eastern countries which have
traditionally purchased supplies from the EEC. The U.S. action may have
a detrimental effect on Canada, however, to the extent that Canadian
exports to these markets may be displaced. Canada has an interest in
forcing the EEC to limit its agricultural export subsidies and, at
times, Canadian wheat exports have been marketed at concessional prices
by the Wheat Board. Thus, while there is some potentiai for bildteral
conflict here, the U.S. and Canada are dominant forces in world grain
markets and they have more to gain from collaborative efforts than from

direct competition with one another.
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protectionist measures being introduced by the U.S. Perhaps Canada has
simply been fortunate thus far in this regard. But it might just as
well be argued that the administrative procedures followed under U.S.
law may serve to defuse protectionism rather than reinforce it.

Before conciuding this section, it is worth noting some other
actions taken which have important bilateral implications. For example,
the "Buy America" provision was amended in the U.S. Surface
Transportation Act of 1982. This amendment, which was not covered under
the GATT procurement code, increased the preference from 10 to 25
percent for cement and structural steel for transportation projects
financed with federal funds. Canada has requested a waiver of the
provision for projects in border areas. Vehicles were covered in the
amendment originally, but a waiver was obtained to exempt Canada. The
issue om a further waiver presumably can be resolved through bilateral
discussions if the U.S. is agreeable.

finally, as mentioned above, Canada's exports of selected steel
products to the U.S. may have been adversely affected by relief granted
to U.S. producers under the Trade Act. In this case, countries other
than Canada may represent the source of the alleged difficulties, but
the policy of restraint makes no distinction among supplying countries.

Actions of concern to the U.S. include passage of legislation to
extend Canadian customs jurisdiction to 200 miles or to the end of the
continental shelf and the compulsory licensing of pharmaceutical
patents. The extension of the customs jurisdiction will involve levying
tariffs on oil=drilling ships and equipment beyond the 12-mile limit,
which is apparently without precedent. The compulsory licensing of

pharmaceutical patents has affected U.S. firms adversely bacause of the

22

short period of patent protection realized in Canada and the relatively
small royalty provided thereafter. This policy Is actively under review
following complaints by some major drug companies in Canada and

accompanying reductions of their Canadian operations.

There are some vexing environmental issues, acid rain in particular,
and questions concerning fishing rights and water quallity and use that
are under active discussion between the U.S. and Canada. | shall not
attempt to deal with these matters, however, but instead will discuss

some issues involving transborder tel inications and national

defense.

The U.S. and nm:unm have common interests in the development and use
of satellites for the transborder communication of data, hemispheric
broadcasting, and other telecommunication services. There are important
and sensitive issues of national policy at stake here, and the reievant
sgencies in each country are in close contact in exchanging views and
seeking areas of bilateral agreement. Two areas of current bilateral
concern involve border broadcasting and copyright retransmission.

Since 1976, Canada has denied Canadian firms tax deductions for the
cost of foreign advertising which is directed mainly at Cansdians. This
had a clearly adverse impact on U.S. television stations whose
programming could be received in Canada. A Section 301 petition was
filed in 1978 by 15 U.S. border broadcasting stations, and in 1980 a
determination was made that the Canadian action was injurious to U.S.
commercial interests. [t was proposed then and again in 1981 that the

U.S. Congress enact comparable legislation aimed at Canada, but no

action was taken. in the summer of 1983, legislation was once again
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E. Extraterritoriality and conflicts of jurisdiction

There have been several occasions in the past when U.S. palicy
actions affected foreign subsidiaries in Canada and clsewhere and thus
led nr conflicts as to whether the U.S. had appropriate jurisdiction.
The U.S. actions have involved extraterritorial application of such laws
as antitrust, trading with the enemy, control of foreign assets, and
export wO:wqo.m and sanctions. In addition, several U.S. regulatory
agencies have the authority to act with extraterritorial jurisdiction.

Thomas (1983) argues that the c.mn claim to the legality of
extraterritorial application of U.5. antitrust law and presumably other
U.S. laws and regulations has no basis cither in international law or
international relations. Under these circumstances, it is not
surprising that unilateral U.S. extraterritorial actions may provoke
diplomatic conflict. Canada is particularly vulnerable to the
extraterritorial application of U.S. laws and regulations in view of the
extensive amount of its trade and direct foreign investment involving
the U.S. This is not to say that Canada's interests will necessarily be
adversely affected in every case, for there may be circumstances in
which it could gain, as for example, by elimination of anticompetitive
behavior in response to U.S. antitrust proceedings. Nonetheless, there
is wide scdpe for U.S. legal intervention in Canadian affairs which
could prompt Canada to institute retaliatory legislation or actions if

the views and interests of the two countries happen not to coincide.®

Trade and Investment Frictions

Having reviewed the major sources of friction between the U.S. and

Canada relating to trade and investment, it may be useful to consider
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the policy options available for responding to these frictions. A
useful classification of the various options has been provided by
Hufoauer (1981), as follows: inaction; bilateral efforts; multilateral
efforts; and unilateral measures, including public response, awxou
public-private response, and private actions.

A policy of inaction is premised on the assumption that if
intervention is damaging to a country's interest, there will be market
responses which will bring about pressure qow change. In other words,
market forces will punish the interventionists. The market reactions to
FIRA and the NEP noted previously are perhaps instructive here. The
difficulty is, however, that the negative impacts of the intervention
are not avoided to begin with, and, given the nature of and time lags
involved in the uo_mamnm_ process, the damaging effects may persist for
some time. Bilateral efforts may cn.mavownu:n and useful therefore to
head off frictions and seek to reduce or remove them once they occur.

The U.S. and Canada have a long tradition of official contacts at
different levels of government, and in general this process has worked
smoothly and effectively. Relations have nonetheless been strained by
national policy actions on occasions when there may have been little
prior communication between the countries or when existing channels have
malfunctioned. Again, FIRA and the NEP are cases in point, as Wonager
(1982) has noted In discussing the interagency problems reflected in the
Reagan Administration's initial dealings with Canada over these issues
and the Congressional pressures for retaliatory actions. Once
unfavorable market reactions began to occur, however, nrvonmu__x during
a time of recession, pressure on Canadian authorities mounted from the

private sector and the provincial governments to effect significant
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dispute engendered by Canada's disallowing tax deductions for
advertising in foreign media aimed at Canadian consumers. The U.S.
proposed "mirror" legislation in the Congress, but no definitive steps
were taken apparently because of objections by U.S. media interests.
Other public responses include the threat to amend or abrogate existing
bilateral treaties relating to investment or taxation or to place
restrictions on the availability and terms of foreign credits. The main
drawbacks of these various measures of public response, as Hufbauer
(1981, p. 10) has noted, is that they may become dominated by no_mnmnu_
considerations and not really address the injury of the parties
involved.

A mixed public-private response is when a2 complaint is initiated to
3 public agency by the parties (e.g., firms, workers) directly affected
by a foreign action. The agency will then institute an investigation to
determine if injury has occurred and, if so, it will recommend an
appropriate response. This is of course what exists already in the
system of contingent protection that is in place in the U.S. and
elsewhere. A mixed public-private response has merit insofar as it can
address directly the interests of the parties involved and be used to
place leverage on the other country to change its policy. There may be
serious drawbacks, however, since it is difficult to devise and
implement a mechanism of response that is capable of distinguishing
legitimate cases of injury from simply protectionist demands. Also,
political factors may be introduced.

Finally, the private right of action is when the party affected can
institute judicial proceedings under the appropriate statutes and seek

redress from the offending party. This would require clear statutory
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authorization to cover the various circumstances in which injury may be

claimed to have occurred. It would also be necessary to coordinate and

harmonize these private rights of action with existing bilateral and
multilateral obligations and mechanisms for resolving disputes.

If we consider the range of policy options, the combination of
inaction, bilateral efforts, and muitilateral efforts seems preferable

to the various types of unilateral measures noted. The reasons are that

unilateral measures may become highly politicized or be transformed into

mechanisms of protection.

V. Conclusion

Given the proximity of the U.S. and Canada and the substantial
interdependence which nvumunaowmnaa their trade and investment
relations, bilateral frictions are bound to arise. Following the
introduction of the NEP in 1980 and the tightening of the FIRA revicw
process, U.S.-Canadian relations were subject to considerable strain.
Bilateral relations have become more harmonious, however, as Canadian
policies were moderated. From the U.S. standpoint, the NEP and FIRA
nonetheless continue to pose difficulties because they viclate the
principle of national treatment and may involve the imposition of
potentially damaging performance requirements. Canada‘'s chief worry
will continue to be the impact of U.S. trade actions that are mandated
by the system of mo:nmsoo:n protection.

There are several policy options available for dealing with
bilateral issues. My preference is for a mixture involving inaction,
bilateral consultations, and efforts to extend and improve bilateral and
multilateral procedures and mechanisms for resolving conflict. The U.S.

has a variety of unilateral measures that might also be used. But since
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84.3 31.6 -74.0

%
9.1 12.6

Total
Imp.
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Morchsndice Trade
9.8 14.5
35.3 16.2 3%5.1

Exp.

1973 ang 1881
Bal .

Imports C.1.F.)
8

Other Dev.
Sociatist Countrioes
1mp.

.5 86.8 69.8 -98.8| 68.4 31.J 123.2 46.2 -54.8

OPEC,

Countr10s.
0.3 14.3 63.8 -%.4{ 24.8 36.7 27.3 37.9
0

9 4
0 3

y Groupa ond Areo,
8
8

Exp.

Exports F.0 B.,
Batl.

Table |

Othor

Dottlors;
frgustriatl Countries

Exp.

-a
X
o -
~o

Total
Mgrchandise Trade
Imp.

%

Exp.

Bal.

L}
%

Countrios,
Socialist Countrtes
Imp.

OPEC, Otnher Dov.
%

-eo
(=X~}
-
oo
(1]
nwn

8al.|Exp.

Table 1 (continued)
%

Other
Ingustrial Countrios
top,

%

-4.8

Bal.
5.9 16.4 17.4 39.7 -11.5

{(Bit1fons of U.5.

United States Merchsndise Trade by Commodi t
Imp.

Cannda
%

Erp.
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~w
-n
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.0 14.0 0.8
.6 15.6 2.2

Exp.
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-
.
~o

con
LY -]

Canada
inp. % Bal.

%

Exp.

1973] 2.2 15.4 7.0 29.8

Year

1973| 0.2
1973

1981

1981¢

1972

19814

1973
1981122,

1973
1981

o~
(-
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2

3.8 0.2
4.7 t.0

0.3
1.7

ary
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Group
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minorals} 1981
Iron and] 1972
tsctures] 19814
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Spectal-
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Qres &
other
metals
foctur
Engro.

manu-
stoel
Chen-

fcals
Other
semi-
manu-

semi-

(1)
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(2)
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Road ntr|1973
vohicles 1881

-5.2
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100 -47.8

2.1
100
100
100

26.6 10.0 -14.7

8.7
100 72.3
100 26G.4

100
100

-0.3] 67.3

100

100 -32.6|218.6

100 124.2

100 22.4

22.1
=7.4|91.7

1.4

100
100

100 32.3

100 98.3
aco 1981/82, Table A1D.

-3.3130.9
-1.8[80.9
tonal Tr

.2
7

100
100

2
2
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4
.2

1973
1981
19814
1981] 0.1
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1981130 1 8
1973114.3 100 17.6
1961]136.0 100 43.8
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1n8t

1981
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Tsole 3

Recoipts and Payments on Morchandise Trada and Sorvices for tho United States

by Cotegory and Area,

1973 and 198t

(B11l1ons uf U.S. Dollars)

GPEC, Othor Dov.
Othar Countrios, A

Category |Yoor Canada tndustrial Countrtos Socialist Countrias* Total Trade

Rec. % Pay. * Bat.| Rec. % Pay. % Bal.| Roc. b3 Pay. % Bal).| Roc. % Pay. % Bal.
1) )
Mdso.., ox.|1973[15.6 77.9 17.2 86.8 -t.6] 31.89 72.0 31.1 65.0 0.8 22.7° 62.4 21.5° 74.% 1.2] 70.3 €9.6 69.8 72.2 0.3
Military 1981]46.0 74.9 48.3 89.3 -2.3]| 95.9 63.2 96.1 €4.0 -0.2| 9%.1 $8.9 120.7¢ 76.0° -25.6|237.0 63.3 265.1 73.0 -28.1%
(2)
Military
trans-
tars
undor
sales 1973 0.1 0.4 0.2 0.8 -0.1¢ 0.8 .9 3.3 6.9 -2.% 1.8+ 4.0 t.2* 4.0 0.3 2.4 2.9 4. 4.8 -2.2
contracts |1981| 0.t 0.2 0.1 0.2 0.0 3.5 2. 7.3 4.9 -0.8 6.1 J.8 3.6 2.3 2.5 9.7 2.6 11,1 3.1 -1.4
3) 1973] v.v 5.3 1.2 $.8 -0.19 1.0 2.2 2.0 4.1 -1.0 1,2 3.4 2.3 7.8 “1.1 3.3 2.2 3.4 5.6 -2.0
Trave) 1881 2.7 4.4 2.1 3.9 0.6 3.3 2.2 3.7 2.5 -0.4 6.2 3.8 $.7* 3.6 0.5f t2.2 3.2 11.5 2.2 0.7
(4)
Pasangr.
fezres 8
othor 1973} 0.4 1.8 0.3* 1.3* O.¢ 2.9 6.6 3.7 7.8 -0.8 2.0* 5.4 1.8* 6.8 0.1 5.3 5.2 5.9 6.1 -0.8
transp. 1981] 0.6 1.3 0.6 1.1 0.2 8.4 8.6 10.4 6.9 -2.0 6.4° 4.0 5.8 3.7 0.6] 15.6 4.2 16.9 4.6 ~-1.3
{35)
fFeas 8
royal- 1973 0.8 2.5 0.1 0.4 0.4 2.3 8.2 0.3 0.6 2.0 0.7* 2.0 0.0* 0.0 0.7 3.6 3.8 0.4 0.4 3.2
ties 1981] 1.0 1.6 0.3 0.6 0.7 4.9 3.2 0.7 0.5 4.2 1.4* 0.9 -0.3* 0.2 1.7 7.3 1.9 0.7 0.2 6.6
(6)
Other
private/
govt. 1973 0.3 1.2 0.3 1.9 o.0f o.8 1.8 0.7 1.8 0.1 1.2 3.2 0.8* 3.2 0.3 2.2 2.2 1.9 1.9 0.3
servicos 1881} 0.6 1.0 0.4 0.7 0.2 1.8 1.2 1.7 1.1 0.4 4.2 2.6 3.0* 1.9 1.2 8.6 1.0 5.t 1.4 1.5
(&3]
Invatmet, 1973 2.3 11.4 0.7 3.4 1.6 4.6 10.2 6.8 14,1 -2.2 7.1* 19.5 1.3* 4.3 8.8] 14.0 13.8 8.7 9.0 5.3
incone 1981]10.2 16.6 2.3 4.2 7.8] 33.9 22. 30.1 20. 3.8] 42,1* 26.1 20.3° 12.8 21.8] 86.2 23.0 852.8 14.5 33.4
Jotal
services 1973 4.6 22.8 2.6 13.1 2.0] 11.6 26.t 13.% 28.2 -1.9] 12.2 233.%5 6.4 22.4 5.8] 26.4 20.1 22.) 23.1% 6.4
{3-7) 1881)15.3 24.9 5.7 10.% 9.6] 52.2 34.5 46.6 31.1 S5.7| €0.3 3I7.0 234.3 21.7 25.8/127.9 34.1 87.0 24.0 40.9
Jotal
mdse. ‘
gervicag 1973120.2 100 19.8 100 0.4] 44.4 100 47.8 100 -3.4| 36.4 100 29.0 100 7.41101.0 100 96.7 100 4.3
(1-7) 1581]61.4 100 54.9 100 7.3]154.7 100 150.1 100 1.6}161.5 100 158.9 100 2.6}374.6 100 263.1 100 11.5

Table 2 (continuod)
OPEC. Other Dov.
. Othor Countries, &

Category |voar Canada Industrial Countries Socliattat Countriess Total Trace

Reoe. % Pay. ¥% Bal.| Rec. % Pay. % Bal.| Rec. %X Pay. % Bat.| Rec. % Pay. % Bal.

1973 20.0 20.5 44.0 49.4 36.0 30.0 100 100
1981 16.4 14.9 . 40.5 41.3 43.1 43.8 100 100

+Includos international organizations and unallocated.
*Data incomplete or not availlablo.

Source:
March 1973, pp. J4 ond 42-45.

U.S. Dopartment of Commerce, Buresu of Economic Analysis, Survey of Current Businesa. June 1883, pp. 39 and 60-62, and
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Conaca‘s Direct Foreign Investmont Position by Industry and Area,

Yearernd 1273

anag 1978

(811)1ons of Canadian Dollars)

Total Direct
United States Al) Othor Countrios fForeign Invostment
Industry Yoar

Abroad % Can % Bal Abroad ) Can. * 8at. Avrood % Can. *% 8ol
Mng. & 1973 0.9 6.6 3.1 12.0 -2.8 0.4 10.5 0.3 7.0 0.1 0.7 8.6 3.6 1.0 -2.9
Bmolting 1978 0.8 8.8 3.2 8.3 ~2.4 1.0 3.2 1.1 10.6 0.1 1.8 10.8 4.2 8.7 -2.4
Petrol. 8 1973 0.7 17.9% 6.8 5.9 -6.1 0.1 3.8 1.6 23,9 -1.5 0.8 1t1.0 8.3 25.2 -7.8
otl. _qas 1978 1.6 18.1 8.9 23.2 7.3 0.6 8.3 2.4 24.6 -1.8 2.2 13.7 11.3 22.5 -9.1
ueg. 1973 2.1 34.6 1.1 42.4 9.0 1.8 435.9 2.1 .1 -0.3 3.9 $0.3 13.2 40.1 “9.3
1978 4.6 $1.6 17.6 45.9 -13.0 3.1 41.6 2.7 26.9 0.4 7.8 47.0 20.3 42.0 -12.7
Nonferrous 1973 0.4 11.0 1.3 4.8 -0.9 0.6 15.3 0.2 2.9 0.4 1.0 13.2 1.4 l.ﬁ -0.4
motals 1978 1.4 15.9 2.0 $.3 0.6 1.1 15.1 0.2 2.1 0.9 2.5 15.6 2.2 4.6 0.3
Wood & papor 1972 0.6 14.2 1.9 7.4 -1.3 0.2 4.8 0.6 8.7 -0.4 0.7 92.% 2.5 7.7 -1.8
proaucts 1978 1.0 11.2 2.8 6.8 -1.6 0.4 5.9 0.6 6.1 0.2 1.4 8.8 3.2 6.7 -1.8
tron 1973 0.2 5.0 4.0 151 -3.8 0.6 14.9 0.3 3.9 0.3 0.8 8.9 4.2 12.0 =-3.4
products 1978 0.3 3.2 6.3 16.9 -6.0 0.8 10.9% 0.4 3.7 0.4 1.t 6.5 6.7 13.8 -35.6
Chan. 8 alliea 1973 0.1 2.2 1.6 6.2 ~-1.5 0.1 1.7 0.4 5.5 -0.3 0.2 1.9 2.0 6.1 -1.8
products 1978 0.4 4.0 2.8 7.3 2.4 0.1 1.2 0.5 8.2 0.4 0.4 2.7 3.3 6.9 2.9
Other 1973 0.9 22.2 2. a.8 -1.4 0.4 9.2 0.7 10.7 -0.3 1.2 15.7 3.0 8.2 -1.8
afg.* 1978 1.9 17.2 3.8 10.0 -2.3 0.7 8.9 1.0 8.8 -0.3 2.2 13.4 4.0 10.0 -2.6
Marchandising 1973 0.2 4.9 1.6 6.3 -1.4 0.2 5.0 0.5 6.9 -0.3 0.4 4.7 2.1 6.4 -1.7
1978 0.4 4.0 2.9 7.5 -2.% 0.3 3.8 0.8 8.6 -0.5 0.6 3.8 3.7 7.7 3.1
ytilities 1973 0.4 10.9 0.5 1.8 -0.1 0.8 21.9% 0.1 1.1 0.7 1.3 16.2 0.9 1.6 0.8
1978 0.5 6.0 0.6 1.5 0.1 1.9 20.0 0.0 0.8 1.5 2.0 12.4 0.6 1.3 1.4
Financia 1973 0.1 3.4 2.2 8.6 -2.1 0.4 1.0 1.8 26.4 -1.4 0.6 7.2 4.0 12.2 -J.4
1978 0.8 9.3 3.7 9.6 -2.9 0.9 12.0 2.% 24.9 -1.6 1.7 10.5 6.2 12.8 -4.%
Other 1973 Q.1 2.% 0.8 3.1 -0.7 0.1 2.3 0.3 4.1 0.2 0.2 2.4 1.1 3.9 -0.9
industries 1978 0.2 2.2 1.8 4.0 -1.9 0.1 1.4 0.4 3.8 -0.3 0.9 1.8 1.9 4.0 1.6
ALl 1973 3.9 100.0 26.1 100.0 -22.2 3.9 100.0 6.7 100.0 -2.0 7.8 100.0 J32.9 100.0 -25.1
industries 1978 8.9 100.0 38.3 100.0 -29.4 7.4 100.0 8.9 100.0 -2.8 16.3 100.0 48.2 100.0 -31.9

Aroa, % 1973 50. 1 79.5% 49.9 20.5 100.0 100.0

1978 54.7 19.5 43.3 20.% 100.0 100.0

*Inciucas dbeverages In
Conada.

Source: Statistics Conada, Balance of Payments Division,

Tadle

Ownarship and Control of Canadisn Rining and Smolting, Petroloum snd Natural Gas,

investeent sbroad; (ncludes vogotable products, animal products, textiles, and

?

Canaga’s International lnvestment Positlon, 1978, pp. 50, 52, 82, and B84.

nonmotallic minorals n investmont in

and Manufscturing Ingustries, VYearend 1977
(Percentago)
% of Cspitsl Employed Cwned In % of Copital Employod Controlled in
Incustry

Canada u.s. Al) Othor Total Canaca u.s. AVl Other Total

Mintng and smalting 48 40 12 100 47 40 13 100
Potroleum and nantural gas 48 a2 to ‘100 36 51 9 100
Manufacturing 52 39 ] 100 46 42 12 100
8everagon 70 2t 9 100 T na 29° 100

Rubber 25 na 7% 100 1 na 99°¢ 100

Textiles " 22 6 100 66 24 10 100

Pulp ond paper 50 39 1" 100 58 31 11 100

Agricultural machinory 42 na 37 100 42 na s8¢ 100

Automobiles & parts ] na 92 100 3 na 97 100

Trensportation equipment 62 29 ] 100 33 32 195 100

fron and steet milis 3] 7 2 100 88 na 2 100

Atuminum 48 41 " 100 na na na na

Electrical apparatus as %6 9 100 29 60 " 100

Chemlcals 42 46 12 100 31 53 14 100

Other manufacturing 53 a8 9 100 40 44 16 100

All_industries $0 40 10 100 43 44 13 100

*Data not soparately availsble for the U.S.
Statistics Canada, Balance of Paymonts Division, Caneda‘’s_International investmont Position, 1978, p. 117.

Source:

in ordar to avotd diaclosure.
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COMMENT ON THE PAFER BY ROBERT M. STERN
by
Richard G. Harris

Queen’s University

I found the paper by Professor Stern to be a timely,
readable, and useful summary of the trade and investment
frictions between Canada and the United States over tne
1960~-83 period. It highlights quite naturally the NE?&,
FIRA, and a number of the sector specific issues which have
arisen. The main topic I wish to dwell on at some length is
the iscue of contirgent protection, and how it affects a
small open ecanony.

Before turning to those issues however, I might add a
cavple of points about the the effect of the size
assymaetry on the economic relations betwen the two
countries. Professar Stern’'s papers covers a number of the
important issues 1n this regard. Nevertheless from the
Canadian perspective his paper does not convey the intensity
of feelings which typically are expressed in the discussicn
of the impact of the United States on tne Canadian economy.
There i1s & long history in Canada of nationalistic rhetoraic
, or argument, depending upon one’'s views, as to the harmful
efiect the signficant degree of foreign ownership of
domestic Canadian industry has on economic performance and
political independence. As these views are held by a vocal

and politically active group in Canada they inevitably carry

weight in economic policy discussion. The paper also
contains little discussion of the effect the ongoing battle
between the provinces and the federal government of Canada
has on the conduct of trade policy. These two ‘facts’ are
at the heart of Canadian political economy, and each played
an important role in the mm1~W 1980°'s., It is also fair to
say they will continue to play a role in the design and
conduct of Canadian trade and investment policy; how
important they will be over the rest of the decade 1s
difficult to predict.

Turning now to the subject of contingent protection,
The general use of. contingent protection devices by
countries throughout the industrialiced world in the i980°'s
has been 1ntrepreted by some observers to signal the end of
the general harmonious trade relationships conducted under
the auspices of G.A.T.T. and a beginning to a new and
dangerous protectionist stance by many countries. #Professcr
Stern’'s paper summarizes the Canadian concern over the
United States use of countervailing duty leqgislation. Tne
well publicized cases of potential countervail against B.C.
lumber imports to the U.S. and the ERombadier sale of subway
cars to New York gave amany Canadian businessmen a new
perspective on exporting to the U.S. market. vihile
contingent protection devices such as countervail and
anti-dumping legislation were intended as trace
liberalization devices, it is conceivable they may well turn

into strong protectionist measures. Definitions of what
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foreign market requires substantial investment and,
subsequent to entry, should firms find they would like to
get out, it would be quite costly to do so.

It is clear that contingent protection will have quite
different effects on foreign entrants depending upon whether
the market as viewed by these entrants is contestable or
not. If the market is contestable contingent protection
should have little or no long run effect. If the market is
not contestable the expectation by foreign firms of come
average level of contingent protection reduces the expected
return and increases the risk to entering that market. The
supply of exporters will accordingly be withdrawn and import
substitution will occur. To reiterate it is the
contestability of the toreign market which fundamentally
determines the long run effect of contingent protection.

What of the small versus large economy, and in
particular of Canada versus the United States? [ wish to
make two points here. First, that for Caradian firms
entering the U.S. markets, the act of entry involves
entering a non-contestable market and therefore contingent
U.S. protection will have a significant long run effect on
Canadian exports. Second, that for U.S. multinationals the
Canadian market 3is reletively more contestable than their
home market, and therefore contingent protection by Canada
will have relatively less effect on the long run exports by
to Canada by U.S. firms than similar levels of protection in

larger markets such as the E.E.C. Both of these

propositions follow from the size assymmetries of the two
countries and there respective shares of the world market.

To illustrate the first proposition consider a Canadian
firm ¢trying to penetrate the U.S. narket. This will
inevitably involve substantial investment in marketing and
distribution networks. Typically thece costs zw-, be
non-recoverable should profitable entry fail, and in many
cases the foreign competition will have already sunk these
costs putting the Canadian entrant at a strategic
disadvantage. This will not universally be the case,
though; if the Canadian firm has a completely new product
providing a new service , or an existing service at lcwer
cost, then the entry barriers may be low and the exit
barriers surmountable. For the Canadian entrant the costs
of entering the U.S. market will usually account for a large
fraction of its total costs, and the U.S. market will
account for about B0 percent of the firm's total market. In
the presence of contingent protection tne firm puts a
substantial amount of its total resources at stake. It is
difficult to imagine how implicit or explicit insurance
markets could diversify this risk.

Contingent protection by Canada on the other hand would
have little effect on U.S., or other large multinationals
entering the Canadian market. First, the Canadian market is
contestable as viewed by many of these firms in many of
these industries. Horizontally and vertically diversified

MNE‘s put little total capital at stake in any single
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